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Preface 


' The publication of a new textbook in eco¬ 
nomics may well seem to be an offense calling 
for some apology or excuse. The apology is 
hereby tendei^ d, but the excuse is difficult to 
phrase convincingly. I realize that there are 
plenty of excellent texts and that the marginal 
utility of an additional unit will not be very 
high. Yet for several reasons I was impelled to 
write a book. It has become a convention or 
custom with the brotherhood to write texts, and 
T finally fell in with the tradition. This book il¬ 
lustrates well the compelling force of custom 
and convention. Also I wanted to organize my 
own ideas once, just to see what they would 
look like in a systematic treatise. And finally, I 
confess that to some extent I was impelled by 
the vulgar profit motive which has already done 
too much damage in academic circles. In ex¬ 
tenuation of this last motive, and of my aban¬ 
donment of the search for new truth for its own 
sake, I can only say that I have resisted the lure 
of lucre and the blandishments of the publishers 
for about thirty years. 

I make no claim to originality in the funda¬ 
mental economic doctrines elaborated in this 
book, and no claim that the book is complete 
or up to date in all respects. I have tried, how¬ 
ever, to follow a plan which is more or less 
unique in the following respects: 

1. I have emphasized the essential character¬ 
istics of capitalism at many points and have 
stressed the fact that, like all human institu¬ 
tions, it has been and is changing, that it has 
now been displaced in parts of the world, and 
that it may presently have to be abandoned, 
even in the United States, if its worst faults 
cannot be corrected. Capitalism is considered 
here in its historical development and in its re¬ 
lation to other economic systems. Much more 
than the usual attention has been given to the 
other isms, because some of the world is now 
living under other economic systems, because 


the same weaknesses in the capitaUst order 
which brought its abandonment in some other 
countries are apparent also in the United States, 
and, finally, because a consideration of other 
economic systems throws much light on the 
operation of capitalism. I hope that the dis¬ 
cussion of the Soviet system, for instance, will 
help students to see more clearly the function 
of prices in our economy. 

2. In analyzing the capitalist system I have 
taken a rather critical attitude generally, on the 
theory that world developments over the past 
twenty-five years prove that our economic 
system is not in a sound condition, and that the 
maintenance of capitalism calls for critical 
diagnosis and corrective treatment, perhaps in¬ 
cluding a modest amount of surgery. The con¬ 
clusion of the argument of much of the book 
is that nothing less can save our present eco¬ 
nomic system for a long time to come. 

3. On the theory that most students are lack¬ 
ing in philosophical perspective, I have taken 
a rather broad philosophical attitude toward 
many economic questions. This is of course 
counter to the general drift in economics in 
recent years, but I believe it will prove more 
interesting and more useful to the majority of 
elementary students who do not expect to take 
further courses in economics. The intricacies of 
value analysis are not elaborated as fully as in 
a few recent works, partly because I believe 
there are limits to the amount of such analysis 
that elementary students can be expected to 
master, and partly on the theory that excessive 
emphasis on such analysis, with graphs and 
mathematical formulas, often gives students a 
false idea of the precision with which economic 
principles operate. I hope that even economics 
and business majors will gain a useful per¬ 
spective from using this book, although they 
should of course have additional and more in¬ 
tensive work on value. 
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4. I have avoided heavy emphasis on facts 
and figures that will soon be out of date, in the 
belief that any material which will have to be 
relearned in two or three years is not worth 
learning now, AristotIe*s economic doctrines 
seem to me more important than the figures of 
bank clearings for January, 1945, more likely to 
be the same three years from now, and there¬ 
fore less likely to have to be revised. 

5, The principle of relativity, stressed by 
Marshall in economics, and emphasized even 
more by philosophers and psychologists in re¬ 
cent years, is given more attention here than 
in most texts, because I believe that one of the 
important characteristics of an educated mind 
is the avoidance of absolutes. 

6. I have tried to make economics as in¬ 
teresting as possible by stressing questions 
which I have found likely to rouse the students* 
interest. I have even ventured to hope that my 
book might be read by someone who did not 
have to read it; but perhaps that is wishful 
hoping. 

My book is larger than I had intended, but 
I believe that its size is due to the fullness of 
some of my explanations rather than to the in¬ 
clusion of an unusual amount of material to be 
learned. I really believe that for this reason the 
book will prove less difiBcult than some briefer 
texts. For courses which do not allow enough 
time to cover the entire book, some chapters 
can be omitted without breaking up the general 
scheme. Some teachers may wish to omit Chap¬ 
ters 2 to 7; others may find it wise or necessary 
to omit Farts VI and VII, and so organize the 
course along traditional lines. However, I be¬ 
lieve that these two parts will prove interesting 
to students, will give a useful review of value 
theory, and will help to round out their under¬ 
standing of our economic situation. 

While I have worked about ten years on this 
book, I realize that I should have had more time 
to revise and check and polish; but my pub¬ 
lishers have kindly extended the time limit so 
often that this time I am obliged to quit. 


Grateful acknowledgments are due several 
colleagues and friends who have helped me. 
Professor Domenico Gagliardo read the first 
draft with meticulous care and offered many 
pertinent criticisms and suggestions; but since 
it was only the first draft that he read, and the 
manuscript has been almost completely re¬ 
written, he should not be charged with any re¬ 
sponsibility for such mistakes as appear in the 
book. Professor Lester Chandler of Amherst 
College read and checked the chapters onr 
money and credit, banking and finance, also in 
the first draft; and my colleague, Professor Le- 
land Pritchard, read the same chapters, to my 
great benefit. Professor Hilden Gibson read the 
chapters on the isms, caught a number of er¬ 
rors, and gave me many valuable suggestions. 
Professor A. Anton Friedrich read much of the 
manuscript and made many helpful sugges¬ 
tions. My wife checked all the chapters from 
the point of view of the English construction; 
my sister-in-law. Miss Inez Bernhard, read 
much of the manuscript and helped me to get 
the point of view of the student; and my son 
John, Jr., helped me plot some of the graphs in 
rough outline. Special acknowledgment is due 
Miss Dorothy Thompson, editor of Harper & 
Brothers. I owe her an extremely heavy debt of 
gratitude for her careful and amazingly per¬ 
spicacious final reading of the manuscript. 
She found many errors that had escaped my 
own viligance, and helped immensely in get¬ 
ting the manuscript in final shape for the 
printers. 

It has been di£5cult to find anyone to type 
the manuscript, and I should acknowledge the 
kind assistance of several typists, mostly past 
or present students of mine, who at some per¬ 
sonal inconvenience have helped: Mrs. C. W. 
Hall, Miss Joyce Hahn, Miss Colleen Jones, and 
Miss May Wisner. Miss Margaret Adams and 
her staff, of the Stenographic Bureau of the 
University of Kansas, very kindly speeded up 
the work as much as possible. 


JohnIse 
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Chapter 1. 


Definition and scope 

Economics, has been defined in different 
ways, but perhaps as good a definition as any 
is that of the great economist, Alfred Marshall: 
“Economics is a study of mankind in the ordi¬ 
nary business of life; it examines that part of 
individual and social action which is most 
closely connected with the attainment and 
with the use of the material recjuisites of well¬ 
being.” If this seems a bit nebulous, the stu¬ 
dent can turn to the table of contents to see 
some of the subjects that are covered. Since 
economics is a study of the material requisites 
of well-being, it is not much concerned with 
questions relating to morals, religion, ethics, 
or aesthetics; yet as far as such questions have 
economic significance, they may properly be 
given some consideration. 

The study of morals, for instance, is likely 
to reveal the fact that many moral codes are 
also economic codes, worked out through long 
experience as good for the material advance¬ 
ment of man. The moral rules against cheat¬ 
ing, deceit, and stealing are probably main¬ 
tained largely because they encourage the 
building up of wealth. A society in which 
there was no public disapproval of or pun¬ 
ishment for these practices would be poor in 
material goods. Lying is disapproved most 
strongly when it tends to waste time; in social 
aflFairs our best people lie a great deal—say 
that they have had a grand time when they 
have not, or that they hope we will come again 
when they hope we will forget where they 
live. Such lying does not mislead people to 
their detriment, but smooths out rough 


spots along life’s way, and is therefore not rep¬ 
rehensible. If, on the other hand, retailers were 
in the habit of lying to their customers about 
the goods they are selling, the retailing busi¬ 
ness could not be carried on as expeditiously 
as it now is, and with as general satisfaction 
to everyone concerned. Carver goes so far as 
to define sin in purely economic terms—as 
simply waste. Lying, cheating, stealing, mur¬ 
der, robbery—these are wasteful of human en¬ 
ergies and therefore sin. We need not go quite 
so far as this to concede that moral and reli¬ 
gious codes often have important economic 
implications, and perhaps economic bases. 

Economics is sometimes criticized as a 
rather low and vulgar study, concerned as it 
is with only the '^material requisites of well¬ 
being,” and not at all with the “higher values” 
which are sometimes assumed to make a good 
life. The answer to this criticism is, in the first 
place, tliat in modern scientific study there 
must be some division of labor which becomes 
more intensive all the time, and that econom¬ 
ics, restricted to the material side of life, has 
a wider field than even the ablest men can 
cover. All economists specialize in some branch 
of the science, and none can be thoroughly 
informed in all its branches. 

In the second place, there is not always an 
antithesis between the material requisites and 
the so-called higher values; we do riot always 
have to choose between the material things 
and the higher kinds of satisfaction but may 
need the material things as a foundation for 
the other. To some extent we do indeed 
choose. If people who have an abundance of 
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material comforts receive an increase in in¬ 
come, they may choose whether to spend it 
for additional physical comforts—^air condi¬ 
tioning, automatic furnaces, gadgets, or what 
not—or for things of intellectual or cultural 
significance—^books, music, or artistic goods of 
some kind. Or, in apportioning their time, they 
perhaps choose between hours at a night club 
drinking material whisky and hours at a con¬ 
cert listening to immaterial Beethoven. That 
choice is open to them if they have enough 
income to spend; and they must choose. 

Large numbers of people, however, even in 
relatively prosperous America, are too poor to 
afford the material comforts of life—^healthful 
food, comfortable clothing and homes—and 
they cannot well build fine lives on a material 
basis inadequate to good health. The material 
comforts must usually be provided before peo¬ 
ple can indulge much in the higher cultural 
satisfactions, before they can easily be kind, 
generous, or perhaps even honest. The bear¬ 
ing of material plenty on moral qualities is 
generally underestimated. 

Economics differs from the other social 
sciences partly in looking at problems from a 
different point of view. The study of religion 
is generally left to the preacher or sociologist, 
yet the psychologist may well study the psy¬ 
chology of religion, and the economist may 
discover that religion has important economic 
aspects. Max Weber found in the Protestant 
religion an important factor in the develop¬ 
ment of capitalism, and Karl Marx believed 
religion to be the "‘opiate of the people”— 
deadening their minds to injustice and bad 
economic conditions with the promise of heav¬ 
enly rewards, and therefore constituting an 
obstacle to social progress. 

Definitions 

Goods may be wanted for mere survival, for 
health, for personal display, or for other rea¬ 
sons. By “goods” we mean things that satisfy 
wants, although economists sometimes distin¬ 
guish between material goods and immaterial 
goods, the latter referring to services that sat¬ 


isfy wants, as for instance the services of cooks 
or barbers or great singers. In this book goods 
will usually refer to material things, although 
in some cases services may be included. 

Some goods are necessary for life itself: air, 
water, food, and, in cold climates, some form 
of clothing and shelter. A very limited supply 
of the simplest goods is sufficient to sustain 
life. Prehistoric man had little more than the 
animals. He ate raw meat, wore animal skins 
—doubtless at first he wore no clothing at all 
—and lived in a cave, yet he survived. For 
comfort much more was required: cleaner, 
better-flavored, and more varied foods, clean 
and comfortable clothing, and a wide variety 
of other goods. A great multiplicity of goods 
—^hundreds of commodities of every conceiv¬ 
able degree of complexity, and a wide variety 
of services—are required for a life of modem 
luxury. 

Scarcity of goods 

If there were plenty of all kinds of goods— 
enough to satisfy all wants without stint and 
without price—^there would be no economic 
problems and no need for a science of eco¬ 
nomics. For that reason, as a wag once said, 
there will presumably be no need for econom. 
ics, or for economists, in heaven. If all goods 
were available in unlimited quantities, there 
would be no quarrels about possession, no 
right of private property, no poverty, and no 
problems of labor or of the distribution of 
wealth. Money would not be needed, nor 
banks, nor savings institutions. The problems 
centering about value and price—-the most 
fundamental problems in economics—^would 
have no meaning. It is the scarcity of goods 
which gives rise to economic problems. 

Following Carver in some respects, we may 
classify all things as shown in the diagram be¬ 
low. 

Useless things do not concern us in eco¬ 
nomics—^weeds, flies, poisonous snakes, waste 
from mines, ice at the South Pole. Such things 
satisfy no wants, are not desired, and offer no 
economic problem, unless it be the problem 
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Scarce goods 
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rProduced by nature (land) 
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Consumers* goods 
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of their possible elimination. It is true that 
some such useless things may some day be¬ 
come useful, but for the present they are no 
concern of economics. 

Useful goods, goods that satisfy wants, may 
be either free or scarce. Free goods are those 
which nature provides in such abundance that 
they are available to all without stint and with¬ 
out price. Air is such a good, although imder 
pressure at the service station it is a scarce 
good. Sunshine is generally a free good; how¬ 
ever, in densely populated sections of New 
York City it is a scarce good, and regulations 
are necessary to prevent the erection of build¬ 
ings which would shut out too much of the 
available sunshine. Water in the streams and 
lakes of pioneer America was a free good, but 
under present conditions this is no longer true. 
Chicago is permitted to take only a limited 
amount of the scarce water of Lake Michigan. 
In every irrigated region water is definitely a 
scarce good, to be used in prescribed amounts, 
and paid for; and of course in every city wa¬ 
ter in a hydrant is a scarce good. Most of the 
land in America, although it is a gift of nature, 
has never been a free good. Even the Indians 
regarded it as a scarce good, the difiFerent 
tribes appropriating certain sections as their 
own hunting grounds. Wood is a free good in 
some Brazilian forests. The fish in the sea are 
usually a free good, but some fisheries are 
jealously guarded for the exclusive use of cer¬ 
tain nations; the fish in our lakes and rivers, 
once free, are now scarce and may be caught 
only after purchasing a license. Similarly, game 
animals, once free, are now scarce and may be 
hunted only by license—even in most of 
Africa. There is a general tendency for free 
goods to become scarce as the population 
grows and as men appropriate more and more 
of the gifts of nature. 

Goods are scarce which are available in such 
limited quantity that they cannot be appro¬ 
priated without limit and without price. Such 
goods may be abundant, as for instance farm 
land or forests; but if they are so limited in 
supply that all who want them caimot be fully 
and freely supplied, they are said to be 
"scarce.*^ Land is not rare, it is scarce; rattle¬ 
snakes are rare but not scarce in the economic 
sense. 

The distinction between free goods and 
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scarce goods is likely to convey a false impres¬ 
sion to the student. Free goods are free only 
in the sense that they may be appropriated 
without payment, by all who want them and 
are willing to go to the trouble of finding and 
taking them; not in the sense that they are so 
generously supplied that they provide an 
abundant life for those to whom they are gen¬ 
erally accessible. The free game that the pio¬ 
neer ate was often hard to find and kill and 
was usually rather poor meat; catching fish re¬ 
quired some time and effort; as a rule, the wild 
fruits and berries were not very plentiful, they 
were hard to pick and were on the whole infe¬ 
rior to the “scarce” fruits produced on mod¬ 
em fmit ranches. Free goods were generally 
secured at much greater cost, in time and en¬ 
ergy, than the scarce goods of our present 
economy. 

Why are most useful goods scarce? In the 
first place, nature is “niggardly” 'and does not 
provide most goods so generously that every¬ 
one can have enough wiAout effort on his part. 
There is a limited amount of good land, and 
even when cultivated this vdll produce only a 
limited amount of crops; the yield can be in¬ 
creased by more intensive cultivation, but only 
within certain limits and never, in a well-pop¬ 
ulated country, to the point where there is 
plenty of free farm products for all. The 
amount of petroleum, coal, gold, silver, cop¬ 
per, iron, nickel, bauxite, and most other use¬ 
ful minerals is strictly limited, although the 
amount brought to the market can be in¬ 
creased within certain limits by devoting more 
labor and capital to mining. There is only a 
certain amount of standing timber growing and 
only a limited amount of land on which timber 
can be grown, although the amount of timber 
can be increased within certain limits. Water 
power is a limited resource, but more can be 
developed by building more hydroelectric 
dams. Nature imposes scarcity on us, particu¬ 
larly of the goods in whose provision she plays 
the most important part—^most farm products, 
minerals, and lumber. 

Some goods are scarce, not because of na¬ 
ture’s niggardliness but because it costs some¬ 
thing, in labor and in saving, to produce them. 
We shall consider labor cost first. Even the 
raw materials produced by nature must often 
be found, exploited, and worked over more or 



6 


ECONOMICS 


less before they are available for htunan use. 
Trees, for instance^ must be cut, hauled to the 
lumber mill, sawed, planed, and hauled to the 
lumber yard and finally to the consumer, be¬ 
fore they can be used; and the labor cost of 
these operations is much greater than the value 
of the standing timber. Some other products, 
such as handmade embroidery, handmade fur¬ 
niture, and paintings, owe their scarcity almost 
entirely to their labor cost, and most manu¬ 
factured products are scarce, to a lesser extent, 
for the same reason. If labor were infinitely 
efficient and if all the workers enjoyed work¬ 
ing to the full extent of their capacities, there 
would be only such scarcity of hand embroi¬ 
dery and handmade furniture as is imposed by 
nature’s limitations on the raw materials used, 
and practically all products would be much 
cheaper than they are. But there is a limit to 
the labor power of any community or nation, 
and work is'more or less distasteful to most 
people. There is therefore a psychological cost 
of production which limits the supply of most 
goods. 

Another cost is involved in the production 
of almost all goods—the cost of the saving nec¬ 
essary to create the capital used. Vast amounts 
of capital in the form of factory buildings and 
machines are used in the production of all but 
handmade goods, and this capital is the result 
of saving, by which we mean keeping con¬ 
sumption (destruction of utilities) below pro¬ 
duction (creation of utilities). If people gen¬ 
erally did not care much about consuming but 
enjoyed saving instead, there would be more 
saving, more capital, and therefore more goods 
produced. The cost, sacrifice, self-denial in¬ 
volved in foregoing consumption and saving 
instead, is thus one of the reasons for scarcity. 

Some economists include only scarce goods 
xmder wealth, because economics is usually 
concerned only with scarce goods; but for most 
purposes it seems better to define wealth as 
including free as well as scarce goods. Other¬ 
wise we are faced with a paradox: if we could 
make certain scarce goods so plentiful that they 
would be free, we should thus reduce the 
amount of wealth, while if we could make 
some of our free goods scarce we should in¬ 
crease it. 


Public goods 

Public goods are economic goods that are 
supplied free to the public, although produced 
at a cost to the public and therefore properly 
classified as scarce. Such goods include parks, 
museums, hospitals, streets, highways, bridges, 
and public schoolhouses. On the whole, the 
amount of public goods tends to increase as a 
keener social consciousness develops. Socialists 
picture a future society in which many goods 
now privately owned will be free to the public. 

Capitalism and the apportionment and 

production of goods 

Since there are not enough of the scarce 
goods to supply all our wants freely, some way 
must be found to apportion them among the 
people who want them, and to set people at 
work to produce goods. This may be done in 
any one of three ways. In the first place, an 
autocratic dictator might apportion the goods 
and order the people to work, somewhat as 
the Pharaohs of Egypt and the Incas of Peru 
did in ancient times. In the second place, as 
advocated by socialists, the apportionment 
might be made and the production managed 
by a democratically elected government, with 
everyone sharing the goods equally or accord¬ 
ing to need, or perhaps with people of assumed 
merit receiving more than the others. 

Apportionment and production of goods 
may be managed, in the third place, not by 
any government agency, but through the op¬ 
eration of what may be called private capital¬ 
ism (in its simpler form). This allows each one 
to get what he directly produces or can ex¬ 
change his product for in the market; and it 
protects his ownership thrf)ugh the institution 
known as private property, which we may de¬ 
fine as the right of individuals to exclusive con¬ 
trol over valuable things. We see this system 
at work in farming today, in a fairly simple 
form. Each farmer owns whatever he pro¬ 
duces, or whatever he can exchange his prod¬ 
uct for, and the government protects htaa in 
his ownership. 

Commons has defined capitalism, as distin¬ 
guished from the feudalism out of which it de¬ 
veloped, as "production for the use of others 
and acquisition for the use of self.”^ In a capi- 


^ lohn R. Commons, Legal Foundations of Capitalismp p. 21. 
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talist system the amount of goods any man ac¬ 
quires is determined by the exchange value of 
his own product, the exchange being made 
through the use of money. To the extent that 
such a society is competitive, the amount of 
goods and services apportioned to each mem¬ 
ber is determined by his contribution to the 
general stock or flow of goods. The government 
has nothing to do with it, except that it may 
formulate rules to prevent monopoly and un¬ 
fair practices. Everyone is free to produce and 
sell in the market any goods or services that he 
believes others will pay for—^wheat, cotton, 
hogs, shoes, clothing, medical services, legal 
services, education, music, or other entertain¬ 
ment. If he produces a quantity that others 
will pay well for, he will gain in money and in 
goods which, under the institution of private 
property, will be his own exclusively. If, on 
the other hand, he produces goods or services 
that no one will pay much for, or if he pro¬ 
duces only a small quantity, he will have little 
money and few goods and services—^he will be 
a poor man. Here, theoretically, we have a 
scheme not only for apportioning the available 
goods and services but for stimulating indus¬ 
try and enterprise and for increasing the sup¬ 
ply of the kinds of goods and services most 
wanted. 

Capitalism and freedom 

Thus in a capitalist society, to the extent 
that it is competitive, every individual is per¬ 
mitted to choose his own work, to sell as much 
of his goods or services as he can, for any price 
he thinks he can get from the public, and so to 
make as large profits as competition will per¬ 
mit. Under such a scheme, the only way an 
individual can prosper, in theory, is to serve 
society well. Serving his own interests, he is 
led by an "invisible hand” to serve the inter¬ 
ests of society, as Adam Smith once said. At 
the same time he is free from any dictation ex¬ 
cept that of the public to whom he is obliged 
to seD, and he has no just complaint if the pub¬ 
lic does not want his product. The public has 
a right to its own wants and desires, reasonable 
or unreasonable, and everyone must adjust his 
own production accordingly as well as he can. 
Thus, to the extent that it is competitive, this 
economic system-—which we call capitalism, 

^Alfred Marshall, Principles of Economics, p. 9. 


in its simpler form—^appears to provide free¬ 
dom and justice. A later chapter will show that 
modem capitalism is not so simple as this, that 
it is by no means entirely competitive, and 
that therefore it does not always provide free¬ 
dom and justice. 

Capitalism materialistic in spirit 

Capitalism naturally lays heavy emphasis on 
the production of goods and on the business 
shrewdness needed therefor and in the gaining 
of wealth. The shrewd businessman earns the 
great fortune; he is the one who can afford the 
fine house, the yacht, the oriental rugs; his is 
the power, the honor, and the glory. To the 
extent that his rewards are earned fairly, how¬ 
ever, this seems not unfair or necessarily un¬ 
wise. If a brewer competing with other brew¬ 
ers is able to make millions of dollars, while a 
great mathematician like Einstein may earn 
only a modest salary, it indicates not merely 
that society prefers beer to mathematics, al¬ 
though it might indeed have some such pref¬ 
erence, but that society rates the brewer s con¬ 
tribution as more important. The mathemati¬ 
cian has no right to complain. He studied 
mathematics with full knowledge of the fact 
that society rewards successful brewers far bet¬ 
ter than famous mathematicians. Although it 
is a question whether we do not overempha¬ 
size business sagacity and productive capacity 
in a material sense and give too little honor to 
the intangible contributions that American civ¬ 
ilization seems to lack, as long as we retain 
capitalism we must build our civilization 
around the businessman—or perhaps let him 
build it for us. 

Capitalism and acquisitiveness 

Capitalism is thus a scheme for hitching 
self-interest to public service. The system rests 
implicitly on the assumption not that men are 
moved only by selfish motives, but that selfish 
motives are more dependable than other mo¬ 
tives and that the only way to get most men to 
work hard and consistently is to appeal to their 
cupidity. As Marshall pute it: "History in gen- 
erd, and especially the history of socialistic 
ventures, shows that ordinary men are seldom 
capable of pure ideal altruism for any consid¬ 
erable time together,”^ Defenders of the capi- 
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talist system assume that this human selfish¬ 
ness is natural, hereditary, and largely im- 
changeable; they di£Fer in Ais respect from the 
socialists, who think that it is the result of 
training and environment, and could be 
changed. 

The purpose of economic activity under cap¬ 
italism is acquisition, more specifically acqui¬ 
sition in terms of money—“making money,’* in 
common parlance. This idea of “making 
money** is rather new in history, in contrast 
with the idea of earning a livelihood which 
was characteristic of the feudal handicraft 
economy. Aristotle, it is true, railed against 
those Greeks who “turn every quality or act 
into a means of making money”; Plato con¬ 
sidered a disposition to “unbounded acquisi¬ 
tion of wealth” a real danger to his Republic; 
Rome had her wealthy and avaricious publi¬ 
cans who exploited the provinces and her own 
people to build up great fortunes; money lend¬ 
ers and capitalists of the Middle Ages built up 
considerable fortunes; princes in India have 
hoarded vast forhmes in the precious metals 
—^fortunes that are perhaps comparable to 
those of our wealthiest Americans. None of 
these, however, represent capitalist “money¬ 
making.” The accumulations of wealth in an¬ 
tiquity and medieval times were made largely 
in the form of jewels, money, land, or in 
some cases royal monopolies or concessions. 
There was nothing like the great stock and 
.bond accumulations of our present-day capi¬ 
talists, which seem to pile up almost limit- 
lessly. 

Under feudalism land was the dominant fac¬ 
tor of production, the main form of wealth, 
the ownership of which gave social prestige 
and political power. Under capitalism land is 
relatively unimportant; while capital, man¬ 
made productive wealth in the form of fac¬ 
tories, railroads, engines, warehouses, oflSce 
buildings, is vastly more abundant and more 
important. From the observation tower of the 
Empire State Building in New York City a man 
might see spread before his eyes perhaps as 
much capital as there was in the whole conti¬ 
nent of Europe at the time of Charlemagne; and 
such men as Ford, du Pcmt, and Rockefeller, 
the owners of much of this capital, represent 
what some economists call the “ruling class” in 
our capitalist economy. 


The four divisions of economics 

Economists often divide the field of eco¬ 
nomics into four subfields—production, ex¬ 
change, consumption, and distribution. This 
division will be followed here, not because it 
meets all the needs of logical classification and 
analysis but because it is both widely used and 
about as good as any. In economics as in many 
other studies, the ideal procedure would be 
for the student to learn everything at once, 
since each part is needed for the understand¬ 
ing of every other part; but inasmuch as this 
is impossible we shall begin with production, 
because production comes first in the actual 
world, and because it is more concrete and 
perhaps simpler than the other three divisions. 

1. Production, In the discussion of pro¬ 
duction we shall consider not only the “mak¬ 
ing” or “manufacturing” of goods, but all ac¬ 
tivities which result in the creation of utilities, 
utility being defined as the power to satisfy 
wants, Man cannot create material things; he 
can only create utilities. The farmer plants 
seeds in the ground and raises wheat, creating 
what may be called elementary utility; the 
miller grinds the wheat into flour and the 
baker converts it into bread, creating form 
utility; the delivery truckman hauls the bread 
to the retailer, adding place utility; and the re¬ 
tailer holds it until it is wanted, adding time 
utility, A fifth kind of utility, possession utility, 
may be afforded by business agencies which 
merely arrange purchases or trades. A house or 
farm may be of greater value to one man than 
to another, and the real estate agency which 
arranges a purchase or trade provides this 
utility. 

Four factors of production are used in the 
productive process: land, capital, labor, and 
the entrepreneur. Land, defined as the gifts of 
nature, includes not only the surface of the 
soil but everything below and above the sur¬ 
face that is provided by nature. The term as it 
is used in economics thus includes farm land, 
forest land, urban sites, mineral resources, riv¬ 
ers, lakes and oceans, water power, rain, sun¬ 
shine, winds and climate, virgin timber, and all 
wild game—everything provided by nature. 
Capitd, defined as the man-made goods used 
not for the direct satisfaction of wants but for 
the production of other goods, or, more briefly, 
as the man-made instruments of production. 
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includes such things as factories, machines in 
the factories, plows on the farm, and the 
housewives' sewing machines. Labor is de¬ 
fined as any exertion of mind or body under¬ 
gone partly or wholly with a view to some 
good other than the^leasure derived directly 
from the exertion itself. This definition indi¬ 
cates the difference between work and play, 
the latter being activity engaged in for its own 
sake. 

In the modem capitalist system, land, labor, 
and capital do not of themselves produce any¬ 
thing; they must be combined, organized in a 
productive ente-orise, and “managed.” The 
fourth factor of production is the entrepreneur. 
In a simple form of business, such as farming, 
the entrepreneur may be also landowner, la¬ 
borer, and capitalist; even in a larger and more 
complicated business, the entrepreneur may 
own his land and-capital, but he will ordinar¬ 
ily have to use some labor in addition to his 
own. Most economic analyses proceed on the 
assumption that businesses are managed by 
individual entrepreneurs, an assumption which 
is valid for the vast numerical majority of en¬ 
terprises, such as farms and retail shops, but 
not valid with respect to the greater absolute 
amount of “big business,” in which the corpo¬ 
ration is the almost universal form of business 
organization. 

2. Exchange. Since nearly everyone is pro¬ 
ducing for the use of others, his output has to 
be “exchanged” for the goods of others before 
he can consume. Here we encounter the proc¬ 
ess of exchange, the second division of eco¬ 
nomics, and the various agencies that make 
exchanges—^retailers, wholesalers, commission 
men, brokers, advertisers, and salesmen. Since 
exchanges are made through the use of money 
or credit, we must also study money and bank¬ 
ing; and since values —^the ratios at which 
goods exchange —are fundamentally important 
factors in determining the apportionment of 
goods, we must consider them carefully. It 
may be observed that exchange is to some ex¬ 
tent a part of production, for those engaged in 
exchanging goods are truly producers in the 
sense that they are creating utilities; but it will 
be well to consider exchange separately. We 
must give particular attention to ihe laws gov¬ 
erning values or prices, which are the central 
core of economic science. 
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3. Consumption. The end and ptirpose of 
production is of course consumption, which we 
may define as the destruction of utilities in the 
satisfaction of human wants. This consump¬ 
tion, or destruction, may take place in an in¬ 
stant or over a period of a hundred years or 
more. The gasoline used in an automobile ex¬ 
plodes in a fraction of a second and is “con¬ 
sumed.” The coffee at the breakfast table lasts 
a few minutes, the after-dinner cigar perhaps 
a half hour, the wood in the fireplace an hour 
or two. Shoes may by reason of great strength 
last a year, watches twenty years; period fur¬ 
niture may be handed down from generation 
to generation, and century-old houses are still 
in use. All of them are ultimately worn out or 
they pass out of style; their utilities have been 
“shed” or destroyed, they have been consumed. 

4. Distribution. When the goods produced 
have found their way to consumers and have 
rendered their utility, there is still a fourth 
field of economics—the distribution of wealth 
and income. Distribution may be either func¬ 
tional, that is, it may involve the apportion¬ 
ment of the wealth or income among die four 
factors of production—^land, labor, capital, and 
entrepreneur—as rent, wages, interest, and 
profits respectively; or it may be personal, in¬ 
volving the apportionment of the wealth or in¬ 
come among individuals or families. In study¬ 
ing functional distribution we analyze the laws 
governing the rates of rent, wages, interest, 
and profits; and in studying personal distribu¬ 
tion we consider the reasons for inequalities of 
wealth and income and some of the problems 
arising out of '’uch inequalities. 

The “isms” 

Finally we shall take up the economic sys¬ 
tems alternative to capitalism, the “isms”—so¬ 
cialism, communism, and Fascism. This seems 
wise, not only because many of the peoples of 
the world are now living under one or another 
of these systems, but because there is some 
evidence that our own economy is drifting to¬ 
ward some form of “collectivisni,” either so¬ 
cialism or Fascism. Since these terms are used 
occasionally throughout the book, they are de¬ 
fined here. By socialism we mean the public 
ownership and operation of the sockdly impor¬ 
tant industries, under a democratic form of 
government. Communism is di£Bcult to define 
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for various reasons^ but its underlying theory 
is somewhat the same as that of sociahsm, ex¬ 
cept that communists believe that their ends 
can be achmved only by a violent revolution 
and that, for a time at least, government must 
assume the form of a dictatorship. Communism 
also probably involves more government own¬ 
ership and control than most socialists would 
approve. Fascism has been defined in various 
ways. Like communism it calls for a dictator¬ 
ship^ but Unlike communism it permits private 
ownership of business concerns, at least in the¬ 
ory. In both Italy and Germany it achieved 
power partly through the help of business in¬ 
terests. It is strongly militaristic in spirit. 

Economics a difficult study 

The student should steel himself to the fact 
that the study of economics will be diflScult in 
some respects. This is true, in the first place, 
because some of the important terms used in 
economics—^for example, land, capital, pro¬ 
duction, demand, supply, value, scarcity—are 
borrowed from the ordinary business vocabu¬ 
lary but are given new, quite different, and in 
some cases technical meanings. Even when the 
student has learned the economic definitions 
of such terms, he finds it easy to slip back to 
the accustomed meanings. 

In the second place, different economists 
may use the same terms in different senses. 
This is unfortunate, of course; but, as in the 
case of the weather, no one has ever done any¬ 
thing about it. Moreover, economists some¬ 
times differ not only in their use of terms but 
in their attitudes on some of the most impor¬ 
tant economic questions. Some economists are 
sympathetic to labor unions, others are some¬ 
what critical; some regard men of wealth with 
great respect, others are inclined to criticize 
their ideals; some think of economic inequality 


as the cancer of modem capitalist society, the 
greatest threat to its stability, while others re¬ 
gard it as inevitable—^since the poor are un¬ 
worthy and have such "pore ways”—or even 
good; some economists appear to believe that 
civilized life can exist only under capitalism, 
while others hanker for socialism. The fact that 
economists differ thus is sometimes advanced 
as evidence that they do not really know much 
about their own business; but this conclusion 
is not justified. They probably do about as well 
as the experts in any of the other diificult and 
elusive "social sciences.” Like all people, econ¬ 
omists differ in their social attitudes, sympa¬ 
thies, and ideals; and therefore they differ in 
their views and opinions on questions in which 
these personal qualities play an important 
part. 

Perhaps the most serious diflBculty in the 
study of economics, and an even more definite 
difficulty in the teaching of economics, is the 
fact that the subject deals with problems in 
which powerful economic interests are in¬ 
volved, in which therefore any views expressed 
are likely to arouse the passions and prejudices 
of one economic class or another. Economists 
who opposed the tariff were once subjected to 
bitter criticism from protected interests, and 
today the impartial study of such problems as 
labor organization, taxation, economic inequal¬ 
ity, and the “isms” is fraught with danger. 
Such problems cannot be evaded, yet many 
economists have lost their jobs because they 
expressed "wrong” opinions regarding them. 
In this book the author will try merely to pre¬ 
sent the various possible views on highly con¬ 
troversial questions and leave the student to 
formulate his own opinions, hoping that he 
will do this cautiously and with an open mind 
—^which does not mean timidly and with a 
vacant mind. 


QUESTIONS 

1. List ten important questions of the day. Which of these are essentially economic questions? 
How many of them directly or indirectly involve economic matters? 

2. Why are most of the things you want more or less scarce? What do you mean by "scarce*? 
The two big broadcasting companies have made about 90 per cent on their investment, 
through their control of the "air” for broadcasting. Is the air for this purpose "scarce”? If 
a corporation were given a monopoly of the privilege of breathing air and charged $10 a 
year for the privilege of breathing, would air be scarce? 
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3. Since pioneer days many free goods have become scarce goods. Why? Do we live less well 
now that these goods are scarce? Why or why not? 

4. Carver says that economic scarcity leads to conflict (a) between man and nature, (b) be¬ 
tween man and man, and (c) among the various interests or desires of the individual. 
Illustrate each type of conflict. Is a war like World War II an illustration of one of these? 

5. Suppose that lumber and labor worth $1000 are used in making furniture that is worth 
only $1000; is that production? Which of the following represent consumption: a cook 
spilling the soup on the floor, a man drinking beer that he does not like, a pyromaniac set¬ 
ting fire to his garage to enjoy the fire? 

6. What do you mean by “land,” ‘labor,” and “capital” in economics? Does the meaning of 
these terms in economics differ from their meaning in ordinary usage? 

7. Define wealth. Distinguish wealth from capital Which of the following are wealth; a gold 
dollar, a paper dollar, an automobile that costs more than you get out of it, a pagan tem¬ 
ple, an edu'‘ation, personal skill, the moon, a railrocid franchise, the air in a hothouse, the 
free air you get at the service station, a mortgage, a U. S. bond, fish in the ocean, gold in 
a mine, natural teeth, artificial teeth, health? Which of the above are capital? 

8. Is a reasonable amount of wealth generally essential to the development of kindness and 
generosity? Why? 

9. May a good be capital and also to some extent a consumers' good? Give an illustration. 

10. “Capitalism is a scheme for hitching self-interest to public service.” Explain. Does the de¬ 
sire for gain often lead to the production of shabby products, in literature, painting, and 
music, for instance? 

11. In what way does competition differ from the struggle for existence among brutes? 

12. Why do we need the institution of private property? Why did some of the American In¬ 
dians have no private property in land? Why do we not allow it in city, state, or national 
parks, or in the public schools or churches? In what economic areas have private owner¬ 
ship and activity been superseded by government ownership and activity? What is the 
reason for this trend away from private ownership? 

13. If men can make money only by producing goods or providing useful services for others, 
why do we need a government? 

14. Carver says that moral codes are based on economics, that moral conduct is that which 
tends to make the social group survive and prosper. Would this principle justify the moral 
code against deceit, stealing, excessive drinking? Mention some instances in which the 
ideal of increasing wealth might conflict with other ideals. 

15. Distinguish clearly between good and bad men, high and low wants, high and low motives, 
culture and vulgarity, beauty and ugliness, production and destruction, work and play, 
progress and retrogression, waste and conservation, natural and artificial. Are all concepts 
relative? 

16. What is the difference between a selfish and a benevolent person? Is a selfish person less 
valuable to society than a benevolent person? Who did more for the people of the United 
States, Cornelius Vanderbilt (who said, “The public be damned,” and built tlie New York 
Central) or the millionaire who gave all his money to the church? 

17. If the potato crop of a communistic society which had no commerce with other commu¬ 
nities were to fall off one-half, how would they regulate the consumption of potatoes for 
the following year? How is it done under a capitalist order? 

18. Why may it be better to include free goods in the concept of wealth? 

19. Some economists are somewhat favorable to socialism, others are very hostile to it. How 
can men of scientific training differ in this way? The Supreme Court often decides impor¬ 
tant questions by a vote of five to four. Do not the justices know the law? 
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Chapter 2. 

The Laws ofProductim 


The concept of production 

Production has already been defined as the 
creation of utilities—elementary, form, place, 
time, and possession utilities—and this defini¬ 
tion covers most forms of legitimate economic 
activities, even those which do not result in 
tangible goods, for production may afiFord util¬ 
ity directly. The violinist is as truly a producer 
as the man who makes the violin, the actor is 
as truly a producer as the carpenter who helps 
build the theater. With the rapid development 
of labor-saving machinery and the consequent 
reduction in the number of laborers needed to 
produce a given amount of material goods, a 
growing proportion of the people are engaged 
in providing services of various kinds. Among 
these are doctors, dentists, nurses, entertainers, 
teachers, investigators, lawyers, salesmen, ac¬ 
countants, statisticians, and a thousand other 
types of workers,^ 

Productive vs. unproductive labor 

If the total output of goods and services in 
a given society is to be at its maximum, all 
labor should be productively employed; in 
fact, one of the important functions of the gov¬ 
ernment is to encourage productive labor and 
discourage unproductive labor. But the dis¬ 
tinction between these cannot be drawn pre¬ 
cisely. Certain false notions on the subject can 
indeed be dismissed with only a brief discus¬ 
sion. Occasionally we hear it suggested that 
agriculture is a particularly productive and 
meritorious occupation, whereas retailing is 


largely parasitic, a way of taking toll from the 
real producers, the farmers. This goes back to 
Aristotle, and was old in his time. Aristotle 
considered livestock breeding, husbandry, 
fishing, hunting, and apparently even piracy 
as natural and honorable occupations, whereas 
trade was "a mode by which men gain from 
one another,"' and so was ‘unnatural." This 
notion dominated the thinking of Roman writ¬ 
ers and philosophers—Cicero, Cato, and Sen¬ 
eca, for instance—^reappeared in the writings 
of the physiocrats and even of Adam Smith, 
and we see traces of it today in the tradition of 
the British aristocracy that noblemen should 
generally own land. 

Another economic fallacy, perhaps related 
to the fallacy that farming is the most “pro¬ 
ductive" of all occupations, holds that the only 
productive labor is that which creates tangible 
wealth. According to Adam Smith, the work d 


menial servants “consists in services which pm- 
ish generally in the very instant of their a of 
formance, and does not fix or realize 
any vendible commodity which can repi'^^ 
the value of their wages and maintenance?* 
Even the great Alfred Marshall takes this point 
of view, although he sees that other points of 
view may be valid, and warns us that the wor' 
“productive” is a “slippeiy term” 
not be used where precision is 
shall himself defines it to mea& of 


the means of production of durable sources 
of enjoyment,” thus excluding services whi<A 
have no tenden^*/ ^ build up material wefdAi^ 


^ See American Economic Review, June, 1930, p. 231. 
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Altogether, MarshalFs theory that produc- class of goods to be considered "unproductive” 

tive labor must create "the means of produc- and the labor used in providing the second to 

tion and of durable sources of enjoyment” ap- be called "productive”? The distinction is real, 

pears to stress material things far too much, and for some purposes important, but it is not 

The end and purpose of economic activity is one with which economics is much concerned, 

presumably the satisfaction of wants, and ma- If we concede that opium and whisky bring, 

terial things are very important; but they are in general and in the long run, more unhappi- 

not all-important. A philosopher looking at ness than happiness, more disutility than util- 

America today might well wonder whether ity, what shall we say of wines, beer, ale, to- 

the American people have really found a sat- bacco, cofiFee, Coca-Cola, or candy? Viewing 

isfactory life, for all their material things, the rotund contours and double chins of many 

Americans of the upper and middle classes well-to-do Americans, we might easily con- 

have indeed satisfied material wants rather elude that roast pork and gravy and mince pie 

fully; they are well fed, well housed, and they and candy are more harmful than tobacco, 

have many material gadgets with which to Tobacco tends to shorten life; but some men 

keep themselves physically comfortable; but and women, like Mark Twain, might wonder 

not many of them have the capacity to enjoy whether it is worth while to live longer with- 

the riches of good literature, music, or art. out tobacco. If the economist were to try to 

There may be poverty of wants as well as pov- ascertain the total long-run eflFect of various 

erty of goods. Some of the courses in Aineri- goods on human happiness, he would doubt- 

can colleges—Greek, Latin, philosophy, eco- less do the job indifferently and would get 

nomics, sociology, history, political science, nothing else done, 

and the fine arts—^probably tend to divert the 

attention of the students from the production History of production 

of material wealth; yet they may add to the Early primitive man doubtless "made” or 
students" lives something more highly valued "manufactured” little himself, but merely ap- 

than additional material wealth. It is the al- propriated what nature provided—fish, game, 

most unanimous opinion of college graduates and wild fruits. Slowly, through the centuries, 

later in life that this is true. It should not even however, he learned to work over the products 

be too readily conceded that such studies do of nature more and more, to make fishhooks 

not contribute to the production of material from bones, to make spears, bows, and arrows 

wealth. To some extent they help to develop from trees, mallets from stones, clothing from 

the civic intelligence necessary to the success- hides. Such production was carried on by the 

ful operation of capitalist democracy, and so labor of man alone, and on a very small scale, 

they may contribute heavily to the production Later, animals were tamed and used in certain 

material wealth. One of the reasons why operations, especially in carrying burdens and 

>rway, Sweden, and Denmark have been in cultivating the soil, and this increase in the 

> to make their economic systems work so power at man s disposal caused a great expan- 

is that their people have a very high level sion of production. Much later still, various 

economic and political intelligence, natural forces were harnessed to production— 

Some goods satisfy immediate wants but in wind, water power, steam, and in very recent 

the long run may be injurious to health or years the explosive power of gases, as in the 

.^jt^ipadter and so reduce the total of satisfac- automobile and tractor. At the present time it 

"is estimated that the United States has avail¬ 
able more than a billion horsepower of energy. 

With the development of new sources of 
power came development of machines. As long 
as man had to rely on his own muscular pow¬ 
ers, tools were necessarily small and at first 
simple—^bone, stone, or bronze 
hammers, and knives. Much later came the 
development of more complicated machines 



as IhiSth er goods may brmg long-run as well 
someb^i^ $atisfaction. Cocaine, opium, for 

tense f^ “* 

net unhappiness; T ! 

houses, go^ books,%teJ^ 

pictures satisfy our\an8^"®ff 

also do us permanent good, 

harm. Is the labor used in providtog'i^^j^j 
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for Spinning and weaving, but they still were 
so small that a man could operate them. In 
some cases, within the period known to his¬ 
tory, the muscular powers of many men were 
coordinated to accomplish certain tasks, as in 
the galleys propelled by slaves, and in various 
war weapons, such as the battering ram. The 
building of some of the ancient monuments, 
such as the pyramids of Egypt and the tem¬ 
ples of Baalbec, must have required an ex¬ 
traordinary coordination of the puny muscular 
powers of men. 

The use of animal power led to larger tools, 
such as the nrimitive plow, the sled, the 
wagon, and the war chariot; and the later use 
of natmal powers of water, wind, and steam 
gave great impetus to the development of ma¬ 
chines ' of vast size and complexity. Power 
made it possible to duplicate machines indefi¬ 
nitely and the factory came into being, with a 
huge increase in production. 

Along with the increase in machines and 
power, and essential to modem productive 
processes, came the rapid development of the 
scientific method and of such particular 
sciences as mathematics, physics, chemistry, 
metallurgy, electromagnetism, thermodynam¬ 
ics—a hundred specialized sciences of direct 
use in machine production—and somewhat 
later the rise of the biological sciences, which 
have greatly increased production in other 
areas, as for instance agriculture, and have 
done so much to improve the health of the 
people and so to increase production. The 
gradual acceptance of the scientific attitude 
was itself a historical fact of the greatestJatr* 
portance, for as ipirfflWnir a^ my- 

thJicigy dominated men's thought about natu¬ 
ral processes there could be little scientific or 
technological advance. Many of Leonardo da 
Vinci's discoveries in mechanics, biology, and 
natural history did not see the light of day 
until about two centuries after his death. As 
the machine technology advanced, science was 
called upon more and more to outline the prin¬ 
ciples upon which mechanical and chemical 
processes depend; and today the part of scien¬ 
tists and engineers in production is quite as 
important, if not as obvious, as that of work¬ 
men and entrepreneurs in the plants. 

So great has been the increase in productive 
efiSciency that in the United States the prob- 
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lem of production is on the way to a fairly sat¬ 
isfactory solution. If we could make our eco¬ 
nomic system work steadily and eflSciently, if 
some of the most obvious wastes could be 
eliminated, and if income and goods could be 
more equally distributed, our present produc¬ 
tive powers would be adequate to provide a 
modest yet fairly good life for nearly every¬ 
one. In the study of economics today, our main 
emphasis should be not on the task of perfect¬ 
ing our productive equipment, but rather on 
the problem of keeping what we have in full 
and steady operation, securing a better distri¬ 
bution of wealth and income, and providing 
greater security for all. 

Changing distribution of productive labor 

This vast growth in production has brought 
a marked change in the distribution of labor 
among the various productive industries and 
functions; this is shown by Fig. 1. Viewed 
broadly, this chart shows that we are devoting 
a decreasing proportion of our labor to the 
production of necessities, and an increasing 
proportion to providing luxury goods and serv¬ 
ices of a type that we once could not aflFord. 
The most important change indicated is of 
course the declining relative significance of 
agriculture. In the comparatively poor and un¬ 
productive economy of 1870, a fairly large 
proportion of the workers were producing the 
mere essentials of life—^food, and the cotton 
and wool needed for clothing. With the simple 
farm equipment of the time, many workers 
had to devote themsglyes to farm production, 
fo&S'iaf^clodiii^^ first essentials of 
life. As the productivity oH^ machinery in¬ 
creased, a smaller and sma^SF^roportion of 
the workers were needed to pro3^^ 
sentials, and more labor shifted to tfi0^j||duc- 
tion of comfort and luxury goods and^Vces. 
More labor went into professional work, into 
medicine, nursing, dentistry, teaching; public 
service employment increased considerably in 
the various social services provided by the 
government; employment in mining increased, 
largely in the extraction of petroleum; manu¬ 
facturing called for a growing share of the la¬ 
bor as we added to our flood of comfort and 
luxury goods bicycles, bathtubs and running 
water, furnaces, electric lights, comfort^e 
homes, refrigerators, automobiles, and raidlos. 
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Fig. 1. Proportion of Gainfully Employed Over 10 Years of Age, by Major Occupational 
Groups, 1870-1930. (From National Resources Committee, Structure of the American Economy, 
p. 65. Source: Report of the President's Research Committee on Social Trends, Recent Sockd 
Trends in the United States, 1983, Table 6, page 281. Figures differ slightly from those in 
Census reports; adjustments have been made to obtain comparable figures.) 
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The rising percentage of labor employed in 
manufacturing does not show the full increase 
in manufactured goods, because the produc¬ 
tivity of labor was growing rapidly and the 
output of goods was expanding far more rap¬ 
idly than employment. One of the most im- 
poitant increases in employment was in the 
field of trade and transportation—one aspect 
of the growing integration of our economy and 
the increasing volume of goods bought and 
sold. In the simple economy of 1870, families 
and communities were largely isolated, self- 
sustaining, and much of the trade was local, 
with relatively few things bought in the mar¬ 
ket. Today the entire nation is knit together in 
one integrated whole, with almost everyone 
producing goods for sale to others who may be 
scattered throughout tlie length and breadth 
of the land; where the consumers of 1870 
bought hundreds of products, many of them 
locaDy produced, the consumers of today buy 
thousands of products from every part of the 
country and of the world. Trade and trans¬ 
portation have called for a growing proportion 
of the country's labor force. And all this, with 
the increasing prevalence of big corporate 
business, has attracted a rapidly rising per¬ 
centage of workers to clerical work. 

Diminishing productivity 

It is the function of the entrepreneur to 
combine land, labor, and capital in such a 
way, and in such proportions, as will net him 
the maximum profits; and in doing this he al¬ 
ways faces the broad principle of “diminishing 
productivity” or “variable propwticms,” 
it is soiPfHiues calfed,*--‘ncffrproportion out¬ 
puts.” In this book we shall call it the principle 
or law of diminishing productivity. 

The principle of diminishing productivity 
may be stated as follows: If any two of the 
three factors of production-^nd, labor, and 
capital—remain fixed, and units of the third 
are added, a point will be reached at which 
additional units of the third or varying factor 
wiU add less to the total product than the units 
previously appUed, In other words, if in any 
fentetry or any productive process the andounts 
of land and capital are kept stationary and la¬ 
borers are added, a point will be reached 
where additional laborers will add less to the 
|»oduct than those previously hired. Indeed it 


is conceivable that a point mi^t be reached 
at which additional laborers would be so much 
in each other s way that they would add noth¬ 
ing to the product, or might even reduce the 
output. The same principle would apply in the 
addition of units of capital to fixed amounts of 
land and labor, or in the addition of units of 
land to fixed amounts of labor and capital. 

If we break up the three factors—land, la¬ 
bor, and capital—^into the numberless produc¬ 
tive agents which they include, the principle 
of diminishing productivity will apply to each 
one of these agents. For instance, more than 
a himdred productive agents are employed in 
the operations of any good farm—cattle, 
horses, fences, mowers, rakes, engines, ferti¬ 
lizer, and the like. If units of any one of these 
agents are added, a point will surely be 
reached where these additional units will add 
less to the total product than those previously 
added. The farm manager must not have too 
many cattle, or horses, or fences, or anything 
else. Similarly, in organizing his store, tlie 
merchant will face a diminishing productivity 
in his investment in every kind of goods, in 
floor space, in display cases and equipment, in 
window displays, in labor, and in every other 
productive factor. 

Not only is there a diminishing productivity 
in all productive factors included in the three 
categories of land, labor, and capital, but there 
is similarly a diminishing productivity for en¬ 
trepreneurs. The more capable entrepreneurs 
there are, the less will be the productivity of 
any one of them. Carver points out that 
niore needed in our eco- 

nomic aodety'thL 

entrepreneurs, since ^ ® 

wages of labor and the interest rate on^ca^irai, 
while they would reduce their own produc¬ 
tivity and so reduce the fabulous entrepreneur¬ 
ial rewards which democratically-minded peo¬ 
ple so often complain about. 

The principle of diminishing productivity is 
even broader in its significance than this seoxns 
to suggest. As Marshall says: “Excessive ap¬ 
plications of any means to the attainment of 
any end are indeed sure to yield dimmishing 
returns in every branch of business; and, one 
may say, in all the affairs of lifeIn the manu¬ 
facture of automobiles, for mstanoe, there 
should be a balance of all the various parts, in 
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qualify^ appearance^ and durability. There is 
a diminishiog return, or productivity, on ex¬ 
penditures for quality of metal in every part, 
for beauQr and durability in upholstering and 
in finish everywhere, for power and pickup, 
for ease in driving and comfort in riding. The 
ideal automobile should be so built that all its 
appointments would balance in quality so 
that, like the deacon’s one-horse shay, all its 
parts would wear out at once. This same prin¬ 
ciple applies to all machines, and indeed to 
all articles of whatever sort. The manufacturer 
of kitchen knives who spends too much on the 
quality of the steel in the blade, in relation to 
durability in the handle, encounters diminish¬ 
ing productivity in the former. The shoe manu¬ 
facturer who uses leather of high quality with 
workmanship of relatively low grade encoun¬ 
ters diminishing productivity in his expendi¬ 
ture for the leatiier. The merchant may devote 
energy to window dressing, to advertising and 
salesmanship, beyond the point of diminish¬ 
ing productivity and may thus reduce his 
profits. Some businessmen have hobbies, ex¬ 
travagances, in their businesses, in which they 
indulge even at a loss, as for instance, the mag¬ 
nificent horses that many brewers used to 
drive. 

In our cities we see diminishing productivity 
in the use of automobiles. When there were 
only a few automobiles, the owners of those 
cars found them a great convenience; but as 
more cars appeared, congestion became 
greater, not only on the streets and boulevards 


important. The student encounters it in his 
education. Some education is almost indispen¬ 
sable. He must learn to read and write, and a 
high school education is surely worth while to 
him. Perhaps a college education may be 
worth the effort and expense required for it, 
but it is probably of less use than a high school 
education; this means that diminishing returns 
have been encountered. As years of graduate 
work are added, the returns will probably di¬ 
minish further, until, it is conceivable, he 
niight devote so much energy to college train¬ 
ing as actually to reduce his productive effi¬ 
ciency. And just as the size of a business es¬ 
tablishment depends in part on the ability of 
the entrepreneur, so the amoimt of education 
that can be profitably acquired depends on 
the natural abilities of the student. 

What principle determines how many units 
of each productive factor shall be used? The 
entrepreneur does not stop adding units of 
any factor at the point of diminishing produc¬ 
tivity but continues to apply units of each fac¬ 
tor imtil he reaches the point where the last 
unit, the marginal unit, adds just enough to 
the product to pay its cost. To stop short of 
this point would be to fail to make maximum 
profits; to add more would involve a loss on 
the last unit, and so reduce profits. It is of 
course impossible for the entrepreneur to as¬ 
certain this point with exactness, yet he doubt¬ 
less does it with considerable sagacity. 

The amount of any given productive factor 
that the entrepreneur can use profitably thus 


but at parking places. So great is this conges¬ 
tion in very large cities 

not own cars but ^ 

To streetcars mstead. 

, .. T^MMffiiS^llustration, a few labor- 
"'savGig^adgets in the house may increase the 
housewife’s efficiency considerably, but in add¬ 
ing gadgets a point is presently reached where 
their productivity begins to decline; and a 
point might conceivably be reached where ad¬ 
ditional gadgets would take up so much room 
and require so much time for their care and 
operation that they would actually reduce the 
amount of work done. Something like this 
would also be true of servants. One servant 
might be very useful in a home, to cook and 
.sweep and dust, but as more servants are 
added, the returns will diminish. 

^Iii aH the affairs of life” this principle is 


depends upon two things, the price he gets for 
JjJjgyajjvJnjTtand the price he must pay for the 

factorunder""coS^^ 

price of the product, other things remaining 
the same, the more of any given factor, or of 
all the factors, he will employ; and the lower 
the price of the product, the less of all the fac¬ 
tors he can employ. On the other hand, the 
higher the cost of any factor, the less will he 
use. He economizes on the expensive factors 
and uses large amounts of the factors that are 
cheap. 

The entrepreneur is constantly weighing the 
advantages and disadvantages, the revenues 
and costs, of employing different combinations 
of productive agents; and in employing each 
productive agent up to the point where its 
marginal cost—the amount added to his total 
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cost by adding the last unit —equals the mar- 
ginal revenue—the amount added to his total 
revenue by adding this unit —^he tends to bring 
his costs into such relationship that equal mar¬ 
ginal expenditures for each agent bring equal 
marginal revenues. A merchant who has his 
business efficiently organized will be in such 
a position that the last $100 expended for la¬ 
bor of each sort—^for showcases and floor 
space and window dressing and advertising 
and delivery and stock—^will bring him equal 
additions in revenue. This is done not all at 
once, but over a period of time, by the process 
of hit and miss, t^^^al and error; and successful 
businessmen are generally sagacious in mak¬ 
ing the most profitable adjustment. 

The process of apportioning expenditures 
among the various agents of production is to 
some extent a matter of substitution, and to 
some extent a matter of adding complemen¬ 
tary factors. A canning company, for instance, 
may purchase a machine which enables it to 
dismiss a number of workers. Here the ma¬ 
chine is a substitute for labor. On the other 
hand, if the canner builds an addition to his 
factory and installs more of the ordinary can¬ 
ning equipment, he is likely to need more la¬ 
bor. Similarly, if a merchant rents more room, 
he may have to add more equipment and more 
stock, and may perhaps have to advertise more 
heavily, adding as before until the marginal 
cost of each agent equals the marginal revenue 
gained by its addition. 

It might seem that if the entrepreneur keeps 
his factors or agents of production in the right 
proportion, he might continue expanding in¬ 
definitely; but no matter in what proportions 
he uses them he reaches a point beyond which 
fxirther expansion is unprofitable. What is it 
that sets the limit? Technological factors— 
the kinds of machines and equipment used— 
and a considerable number of other factors 
establish a limit to the size of plant appropri¬ 
ate to each industry, although this limit has 
considerable elasticity. Steel mills and auto¬ 
mobile plants must generally be large; farms, 
retail stores, garages, and custom tailoring 
shops must generally be small. Hie automo¬ 
bile manufacturer cannot operate a small plant 
at a profit, and the farmer can seldom expand 
his enterprise to a great size. 

The relative sizes of the various enterprises 
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in a given industry are likely to have a fairly 
definite relation to the ability and energy of 
the entrepreneurs. An able and energetic 
farmer will have-more land and perhaps bet¬ 
ter land than a less able man, more capital of 
all kinds—cattle, horses, tractors, implements 
—^and better grades of everything. This is a 
fortunate circumstance, one of the economies 
of capitalism. It would be a most wasteful sys¬ 
tem if the talents of able farmers had to be 
used on small farms, poor land, and poor 
equipment; just as it would be wasteful to 
have men of little ability farming large farms 
with good land or using much good equip¬ 
ment. 

The classical law of diminishing returns 

When we look at this principle as it relates 
to tlie entire economy, however, we find that 
it works, in reality, only one way. For the 
economy as a whole, only one factor is fixed— 
land. Labor and capital may increase, but not 
land; indeed the history of the United States 
since the public lands were all taken up about 
fifty years ago is a story of increasing labor 
and capital on a fixed amoimt of land. Here 
are the conditions essential to the classical law 
of diminishing returns. 

The law of diminishing returns is one aspect 
of the great general law of diminishing pro¬ 
ductivity. It will be remembered tliat the lat¬ 
ter assumed any two factors stationary and the 
third increased. In the law of diminishing re¬ 
turns we have the one factor of land fixed, and 
a composite unit of labor and capital increased, 
with diminishing productivity for tlie latter. 
The law has been stated by Marshall as fol¬ 
lows: "An increase in the capital and labour 
applied in the cultivation of land causes in 
GENERAL a less than proportionate increase in 
the amount of produce raised^ unless it hap¬ 
pens to coincide with an improvement in the 
arts of agriculture*^ 

Under what circumstances will capital and 
labor be added beyond the point of diminish¬ 
ing returns? The answer is simple—^whenever 
land ceases to be free. If land is free, it may 
be assumed that farmers will not cultivate 
their land beyond this point, but will instead 
take more land. According to Marshall, ^Wher¬ 
ever the right to cultivate land is much in re¬ 
quest, we may be sure that the tendency to a 
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diminishing return is in full operation. Were 
it not for this tendency every farmer could 
save nearly the whole of his rent by giving up 
all but a small piece of his land, and bestow* 
ing all his capit^ and labour on that. If all the 
capital and labour which he would in that case 
apply to it, gave as good a return in proportion 
as that whidb he now applies to it, he would 
get from that plot as large a produce as he 
now gets from his whole farm; and he would 
make a net gain of all his rent save that of the 
little plot that he retained.”® 

The law of diminishing returns is often dis¬ 
cussed as a principle of great importance in 
the practical business of farming, but the in¬ 
dividual farmer does not need to worry much 
about it. The law is a broad social principle, 
of very great and very unhappy significance to 
some nations and peoples, each of which has, 
in accordance with the law, only a certain 
fixed amount of land, perhaps not enough to 
provide adequately for the people, even with 
the most intensive cultivation. The individual 
farmer is in no such situation. He is not limited 
to a fixed amount of land. Unlike a nation, he 
can buy more land if he has the money, just 
as he can borrow more capital or hire more 
labor; indeed many of the more prosperous 
farmers, those with large farms, get at least a 
part of their land by buying. To the individual 
farmer, land is no more fixed than are his other 
factors of production. 

The law that the individual farmer is con¬ 
cerned with is not the broad social law of 
diminishing returns but the law of diminishing 
productivity. His problem as a farm operator 
is that of combming land, labor, and capital in 
such proportions as to secum the maximum net 
income for himself; and this is accomplished, 
theoretically, by adding units of each factor 
until the marginal revenue resulting from the 
addition of the last unit just equals the mar¬ 
ginal cost of that unit. The character of fann 
operations of course varies according to the 
cost of the factors and the prices of ^e prod¬ 
ucts. Where the prices of farm products are 
high, and land is expensive, and labor and 
ca|ntal are cheap, as in such densely populated 
countries as Belgium and Holland, the indi- 
vidmd farmer finds it profitable to apply much 

* From Alfred Marshall, Principles of Economics, 
publishers. 


of the cheap labor and capital to little of the 
expensive land—to cultivate intensively. 
Where, on the other hand, farm products and 
land are cheap, and labor is dear, as in the 
United States and Canada, it pays to apply 
little labor to much cheap land—to cultivate 
extensively; yet even in the United States the 
individual farmer presumably applies capital 
and labor beyond the point of diminishing re¬ 
turns, because he does that whenever land is 
no longer free. Only when land is free will he 
cultivate to, and not beyond, the point of 
diminishing returns. 

The law of diminishing returns in urban 

land use 

Here we see the reason why the law of 
diminishing returns is of no significance in the 
utilization of urban land. In the use of agricul¬ 
tural lands, farmers cultivate beyond the point 
of diminishing returns only when there is no 
longer any free land. In the utilization of 
urban land there is no reason for “cultivating” 
beyond this point because there is a hundred 
times as much land available for urban use as 
anyone wants. It can be had on the outskirts 
of every city practically free, that is, for only 
the small payment necessary to get it away 
from agricultural uses. With plenty of prac¬ 
tically free land, users of urban land have no 
incentive for using capital and labor beyond 
the point of diminishing returns. The labor and 
capital devoted to building and operating the 
seventieth story of a building in Radio City 
produce just as large a return as the labor and 
capital employed for the second story of the 
buildings on the fringe of urban use, or along 
the main street of Eudora, Kansas. They would 
have to yield as large a return, or the Radio 
City building would not have been built so 
high. 

The law of diminishing returns is a cruel 
principle in its application to agricultural pro¬ 
duction in a densely populated country. It 
means that people must be poor, and often 
hungry. It can mean no such thing in the city, 
for the returns from the investment of capital 
and labor are just as high there as in the small 
town. If they tended to be less, the big city 
would soon shrink in size until the marginal 

p. 151. By permission of The Macmillan Company, 
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investment of capital and labor brought as high 
a return as in the smaller cities. 

Some land in a big city is “scarce,” to be 
sure, but merely because people swarm there 
to do business with each other; many want to 
be there because so many others are there, but 
there can be no general loss or hardship from 
this. The costs of doing business on these 
“scarce” and valuable sites are no higher than 
they are out on the fringes of the city, or in 
smaller cities and towns; for of course if they 
were higher, business would move out to the 
fringes and to smaller cities where there is 
plenty of land to ht had practically free, that 

is, at a cost a little above that of farm land. 

The law of diminishing returns in mining 

Mining and the extractive industries are sub¬ 
ject to diminishing returns only in a certain 
sense. As coal shafts, oil and gas wells, and 
metal mining tunnels are driven deeper, as 
exploitation is carried into more inaccessible 
regions, as poorer deposits arc drawn upon, the 
returns per unit of capital and labor necessarily 
decline. Coal mining in some parts of Europe, 
oil and gas production in the eastern part of 
the United States, and lumber production in 
the United States as a whole have yielded 
diminishing returns for a number of years. In 
general, however, it is misleading to speak of 
diminishing returns in mining and the extrac¬ 
tive industries. The product of mines is not, 
like that of agriculture, a constantly recurring 
product, a “perennial stream,” as Marshall puts 

it. It is a part of the mine itself. Corn and 
wheat may be produced for an indefinite time 
if the land is properly cared for, whereas every 
mine or mineral deposit is eventually ex¬ 
hausted. 

It is true that agriculture, as it has generally 
been carried on in America, is somewhat like 
mining in this respect. Millions of acres of 
sloping land have been so eroded as to be 
worthless, and considerable areas in the semi- 
arid plains have been ruined by the wind. To 
restore some of this land to its original state of 
fertility would require an expense greater than 
all the rents that it has yielded, which is to say 
that the land was “mined” rather than “culti¬ 
vated”; but diminishing returns caused by 
exhaustion of the soil have little in common 
with the classic law of diminishing returns. In 
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the one case the returns diminish because the 
soil is exhausted; in the other case, the soil is 
kept in its original condition, and the returns 
merely diminish with additional applications 
of labor and capital. In the first case, the pro¬ 
ductivity of the land, as well as that of the 
capital and labor, decreases; under the law of 
diminishing returns, the product of the land 
per acre increases. 

Land supply fixed in some respects 

For society as a whole, the amount of agri¬ 
cultural land of any given grade is fixed, and 
therefore tlie conditions of the law of diminish¬ 
ing returns are applicable. It is true that land 
may be made productive which was not pro¬ 
ductive before—the sea may be diked out, as 
in Holland; arid land may be irrigated, swamp 
land drained, forest land cleared, sloping land 
terraced, infertile land fertilized—^but, strictly 
speaking, such land is in the nature of capital, 
in part, at least, created by man. Land has 
already been defined as the gifts of nature, 
and so by definition it is fixed in amount. 

Law of diminishing returns not as sinister as 

once believed 

For several reasons the law of diminishing 
returns, in most progressive countries, has not 
had the sinister results that many economists 
of past generations feared. In the first place, 
although in practically all countries the supply 
of labor increased, the supply of capital in¬ 
creased much more rapidly and enabled the 
average laborer, although he had less land, to 
produce more. In 'he second place, the “arts of 
agriculture” have generally improved, as they 
inevitably would in any society of energetic 
people. When such a people found themselves 
suffering from a scarcity of farm products, they 
sought ways of mitigating the evils of their 
situation. Even in the United States, although 
farm products were generally plentiful and 
cheap, there has been great progress in agricul¬ 
ture. Agronomists have been employed to seek 
out hardier and more productive varieties of 
crops, to improve the strains of those already 
grown, and to learn better methods of cultiva¬ 
tion; experts in animal breeding have de¬ 
veloped better strains of livestock and better 
ways of feeding and caring for animals; soil 
experts and chemists have worked indefati^ 
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gably on the problem of increasing the fertility 
of the soil; irrigation and drainage have been 
employed to correct deficiency or excess of 
moisture. The introduction of hybrid com is 
said to have added more than 600,000,000 
bushels to our annual corn yield. The produc¬ 
tion of butterfat, per cow, has very nearly 
doubled since 1890. 

It should be noted, too, that an increase in 
population, which forces cultivation beyond 
the point of diminishing returns, tends to bring 
compensating advantages in a better organiza¬ 
tion of trade and industry; and therefore, as 
Marshall points out, "the law of diminishing 
returns does not apply to the total capital 
spent in a district as sharply as to that on a 
single farm.” In fact, even after diminishing 
returns have set in on individual farms, it is 
possible that a further increase in population 
may bring more than a proportional increase in 
the means of subsistence. Marshall says fur¬ 
ther: 

In fact every farmer is aided by the presence of 
neighbours, whether agriculturists or townspeople. 
Even if most of them are engaged like himself in 
agriculture, they gradually supply him with good 
roads, and other means of communication: they 


give him a market in which he can buy at reason¬ 
able terms what he wants, necessaries, comforts 
and luxuries for himself and his family, and all the 
various requisites for his farm work: tibey surround 
him with knowledge: medical aid, instruction and 
amusement are brought to his door; his mind be¬ 
comes wider, and his efficiency is in many ways 
increased. And if the neighbouring market town 
expands into a large industrial centre, his gain is 
much greater. All his produce is worth more; some 
things which he used to throw away fetch a good 
price. He finds new openings in dairy farming and 
market gardening, and with a larger range of 
produce he makes use of rotations th^t keep his 
land always active without denuding it of any 
one of the elements that are necessary for its 
fertility.® 

Exactly what the balance of the forces tend¬ 
ing toward diminishing returns and toward in¬ 
creasing returns is, in the United States, is a 
difficult question. There is no doubt that in 
certain sections of the South the forces tend¬ 
ing toward diminishing returns are dominant; 
but in most parts of the country it is not certain 
that the forces tending toward diminishing re¬ 
turns are dominant, or, to put it in another 
way, it is not certain that the people would live 
better if the population were smaller. 


QUESTIONS 

1. Why is it important to prevent, as far as possible, the acquisition of wealth by unproduc¬ 
tive activities? 

2. Define production. Which of the following are producers: poets, violin makers, violinists, 
bartenders, domestic servants, barbers, oil stock salesmen, brokers, makers of patent medi¬ 
cines? 

3. Does income measure the value of a man’s service to society in the following cases: 

a. A lawyer making $500 by clearing a burglar. 

b. A usurer who makes 100 per cent interest on money lent to improvident Negroes. 

c. A teacher who spends his time advertising himself instead of learning his science. 

d. A politician telling of his love for the people. 

e. A banker lending out other people’s money at 8 per cent. 

f. A doctor treating a patient who imagines all his ills. 

4. Doubling the efficiency of every salesman in Kansas would have what efiFect on the wealth 
of the state? Would it have more or less influence than doubling the efficiency of an equal 
number of farmers? Should the university teach salesmanship and advertising? Why or 
why not? 

5. Are the laborers of die United States naturally more vigorous and efficient than those of 
Europe? Why are most people of tropical countries Isay? 

6. Why has the proportion of the labor engaged in agriculture declined over the past cen- 

• From Alfred Marshall, Principles of Economics, p. 165. By permission of The Macmillan Company, 
publishers. 
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tury? The proportion engaged in professional work, in trade and transportation, and in 
clerical work has increased. Why, in each caseP 

7. How would an increase in the supply of labor affect the average productivity of labor, 
other factors remaining the same? How would it affect the productivity of capital? Of land? 

8. Is it possible that the addition of a second mule on a sharecropper's farm might more than 
double his output? In adding mules to his equipment, is it conceivable that the sharecrop¬ 
per might get so many that the last mule would add nothing to the output? Is it conceiv¬ 
able that a merchant might add to his sales force until the last man would add nothing to 
his output? 

0. How does a merchant apportion his expenditures for salesmen and saleswomen, stock, 
floor space, showcases, window display, and advertising? What, in the long run, deter¬ 
mines the size of his establishment? 

10. State the law of diminishing returns. How could the law be valid when the United States, 
with a steadily mcreasing population, enjoys a generally rising plane of living? 

11. According to the law of diminishing returns, which of the following products should in¬ 
crease most in price during the next century: baby beef, bologna, pork, butter, buttermilk, 
cream, cheese, wheat, cabbage, apples, com, bicycles, typewriters, hand-carved chairs, 
beans, potatoes? Arrange in order of their probable rise in price. 

12. Why is not the law of diminishing returns of any significance in the urban use of land? 
Why are there no very high buildings in small towns? Why did some of the shoe factories 
near Brockton, Massachusetts, build three-story buildings when land could be had at a 
merely nominal price? 

13. The individual farmer does not worry much about the law of diminishing returns. Why? 

14. ‘‘The produce of mines again is said to conform to the Jaw of diminishing returns; but this 
statement is misleading,” How is it misleading? 

15. In the dairy herds owned by 452 dairy-herd improvement associations, the production of 
butterfat per cow increased as follows: 

1920—^247 pounds 
1928—284 pounds 
1930—302 pounds 
1932—310 pounds 

Is this a contradiction of the law of diminishing returns? 

16. If there were no law of diminishing returns, would the people of China live as well as we 
do? Where, in the United States, would you find people suJffering from this law? 

17. In many industries, after a given company grows beyond a certain size, its cost of produc¬ 
tion increases because of the unwieldiness and red tape that go with large concerns. Is 
this an illustration of the law of diminishing returns? Explain. Is the tendency of the fer¬ 
tility of land to decline with years of cultivation to be regarded as an illustration of this 
law? Explain. 

18. “Excessive applications of any means to the attainment of any end are sure to yield dimin¬ 
ishing returns in every branch of business; and, one may say, in all the affairs of life.” Give 
illustrations of this. 



Chapter 3 . 

Land 


Definition of land 

Land has been defined by Marshall as ‘‘the 
material and the forces which Nature gives 
freely for man’s aid, in land and water, in air 
and light and heat.” This definition would 
serve reasonably well, but we have already 
seen that the gifts of nature include more than 
is mentioned here: not only the soil and water, 
but urban sites; all the minerals beneath the 
surface of the soil; everything above the sur¬ 
face of the soil, including not only “air and 
light and heat” but the rain and snow and all 
that goes to make up climate; the fish of the 
sea and the native wild game on the land, 
virgin timber and wild fruits; and finally, the 
forces of nature, such as wind, waterfalls, and 
tides. Electricity, except in the unusuable form 
of lightning, is not a source of energy but 
merely a new form into which existing energies 
can be changed. 

Classification of land 

Land may be classified in different ways, but 
perhaps the following classification will serve 
as well as any: 

I. Agricultural land: 

Ordinary agricultural land 
Land deficient in rainfall: 

Range land 
Irrigable land 
Desert land, non-irrigable 
Wet or swamp land 
Forest land 

II. Urban land: 

Industrial sites 


Wholesaling sites 
Retailing sites 
Apartment sites 
Residential sites 
Suburban sites 

III. Mineral land: 

Metalliferous: 

Iron 

Copper, etc. 

Non-metalliferous: 

Hydrocarbons: 

Coal 
Oil 

Natural gas 
Fertilizing minerals: 

Potash 
Phosphate 
Building materials: 

Stone 

Marble, etc. 

IV. Recreational land: 

Parks, national, state, and city 
Wilderness areas 
Beaches and lakes 
Wild life 

V. Water resources: 

Water power 

Transportation, navigable lakes and 
rivCrs 

Irrigation waters 
Urban water supplies 

Value of different kinds of land 

Valuation of land is a difficult problem, but 
one American statistician has made the follow- 
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ing estimates for the United States for the year 

1938:* 


Natural Resources, Value, 1938^ 
Land used for production: 

Farm land 26 billion dollars 

Industrial and commer¬ 
cial land ■ 20 

Railroad land 2 

Utilities land 3 


Total 

Land used for comfort: 
Non-farm residential 
land 

Tax-exempt lard 
Total 

Total land (natural 
resources) 


51 “ 

48 billion dollars 
18 “ 

66 , 
117 billion dollars 


Land as the ''gifts of nature'" 

In defining land as the gifts of nature, we do 
not assume that such gifts are generally avail¬ 
able without tlie efforts of man. It is true that 
air, sunlight, and moonlight need not be 
'Tound* or ‘mined” or converted into some¬ 
thing else. They may be enjoyed by all as 
nature provides them; yet in the cities better 
air and sunlight and moonlight are available 
for those who can afford to move to the sub¬ 
urbs, Urban lands cannot be utilized without a 
heavy expenditure for streets, sewers, water 
mains, lighting, and traction systems; in fact, 
it is sometimes claimed that the total cost of 
such man-made utilities is greater than the 
value of the land. Coal in the bowels of the 
earth is useless; oil and gas and minerals must 
be found and brought to the surface; fish must 
be caught, game must be hunted, wild fruits 
must be gathered, wind must be harnessed by 
windmills, expensive dams and machinery arc 
required for the utilization of water power, a 
salubrious climate is useless unless there are 
houses for those who would enjoy it, and the 
richest agricultural land in the world must lie 
idle until man makes it accessible. 


The "productivity^* of land 

Land may be productive of different kinds 
of utilities. Agricultural land provides us with 


plant food and other valuable commodities— 
grass, wheat, corn, apples, cotton, timber, and 
the like. Uiban land is productive of utilities 
of a different sort—sites for homes, for indus¬ 
trial operations, and for business transactions. 
The ocean and some large lakes and rivers 
provide a means of cheap transportation; oil 
deposits provide us with heat and power; fall¬ 
ing water may be converted into power, and 
perhaps into heat; iron and copper and the 
other mineral deposits afford the metals from 
which to make machines; mineral springs pro¬ 
vide water of healing properties, and the cli¬ 
mate of c ertain locations is valuable in the 
treatment of disease.* 

Land is sometimes referred to as a peculiarly 
dun/hJe agent of production. Ricardo wrote of 
thf “original and indestructible powers of the 
soil,” but such a phrase is misleading, for even 
the richest agricultural land is to some extent 
liable to exhaustion. The various kinds of land 
vary widely in durability. 

The fundamental attribute of land 

Marshall has pointed out that “the funda¬ 
mental attribute of land is its extension. The 
right to use a piece of land gives command 
over a certain space—a certain part of the 
earth's surface”; and in its “extension” land is 
indestructible. A farm may lose much of its 
original fertility and its valuable chemical 
elements, it may be eroded by rains, may grow 
up in destructive weeds; but its area, its “ex¬ 
tension,” will remain the same. Subject to 
slight climatic changes arising from drainage, 
from the creation of lakes, or from the destruc¬ 
tion or planting of forests in the vicinity, this 
plot of land will receive “an annual income of 
heat and light, of air and moisture” over which 
man has but little control. “Extension” and 
climate are largely indestructible qualities of 
land. 

It is in urban land that the quality of exten¬ 
sion is most important. Urban land is inde¬ 
structible in the sense that its location, which 
gives it value, is unchangeable. Man s action 
may change the value of one district of a city 
as compared with another, for instance in 


^ Robert R. Doane, The Anatomy of American Wealth, p. 147. The corresponding figures for the 
present are much higher. 

^For a careful discussion of this, see E. U. Zimmermann, World Resources and Industries, espe¬ 
cially chap. 6. 
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building a depot or a schoolhouse in a certain 
part, or in permitting undesirable industries to 
be built nearby; and man's action may even 
create or destroy most of the land values in 
a city. Many towns and cities owe their origin 
partly to the building of railroads, and in the 
past few years many towns have been aban¬ 
doned because railroads were tom up. Gener¬ 
ally, however, the growth of large cities, and 
of land values in cities, is due largely or partly 
to natural conditions, and is to that extent un¬ 
changeable. New York, with her fine harbor, 
on the Hudson River-Mohawk valley route to 
the Great Lakes and the interior of the coun¬ 
try; Chicago, at the southern end of Lake 
Michigan; Duluth, at the west end of Lake 
Superior; Toledo, at the west end of Lake 
Erie, and Buffalo, at the east end; New Or¬ 
leans, near the mouth of the Mississippi; Port¬ 
land, near the mouth of the Columbia; Phila¬ 
delphia, near the head of navigation on the 
Delaware; St. Louis, at the junction of the 
Mississippi and Missouri Rivers; Kansas City, 
at the junction of the Missouri and Kansas 
Rivers; Omaha, near the junction of the Mis¬ 
souri and Platte Rivers—all these were des¬ 
tined by nature to be important cities, although 
man-made railroads have added greatly to 
their importance. 

Differences in the destructibility of various 
resources 

Nattural resources differ greatly in their de¬ 
structibility. Water power, once developed, 
may last a long time, but the impounding reser¬ 
voirs created by dams will eventually fill with 
silt and lose much of their value in equalizing 
stream flow. Timber lands, properly cared for, 
may be regarded as entirely indestmctible and 
will produce a forest crop for an indefinite 
time, but of course the virgin timber may be 
cut in a very short time. Wild game and fish, 
properly protected, may be maintained in¬ 
definitely, but some species may be largely 
destroyed or even completely exterminated in 
a short time. Some sixty-six species of birds 
that once lived in the United States are now 
extinct. Mineral resources not only may be 
destroyed, but must be destroyed in the proc¬ 
ess of rendering their utilities; yet a distinction 


must be drawn between those which are in¬ 
evitably destroyed in use and those which in 
one form or another may be preserved a long 
time. Coal, oil, and natural gas are destroyed 
in burning; phosphate or potash applied to the 
soil lasts only a few years at most; ores are de¬ 
stroyed in conversion into metal, but the metals 
may last a long time as finished products, if 
properly protected. Such metals should, how¬ 
ever, be regarded as capital or consumers' 
goods. 

The distinction between land and capital 

One of the controversial questions in eco¬ 
nomics relates to the distinction between capi¬ 
tal and land. Not a few able economists insist 
that no valid distinction can be drawn; that to 
the individual farmer or businessman the in¬ 
vestment in land is quite like investment in 
capital; that land is not "indestructible," as 
Ricardo seemed to suggest, but that many 
kinds of land may be wasted or ruined, just 
like capital; that while it is impossible to create 
land, it is possible to irrigate dry land, drain 
swamp land, fertilize poor land, and by the 
development of better transportation even to 
increase the amount of usable land. Scarcely 
any agricultural land has its "original and in¬ 
destructible powers"; almost all of it has a 
mixture of original qualities and man's con¬ 
tribution, a mixture that could not possibly be 
resolved and identified.^ 

With much of this we must agree. There is 
no precise and absolute distinction between 
land and capital. With respect to every signifi¬ 
cant quality of land, land shades gradually into 
capital. With respect to its natural origin, it 
can only be said that land as a ‘productive 
agent generally owes more to nature than does 
capital. A farm of rich, level Iowa land owes 
much to nature and little to man's efforts; a 
poor, sloping farm, if by terracing and fertiliza¬ 
tion it is made productive, owes less to nature 
and more to man. An irrigated farm in Califor¬ 
nia owes much to nature, to the fact that nature 
has provided a warm and equable climate and 
mountain snows from which water may be 
secured; yet man has done much here in bring¬ 
ing the water down from the mountains. With¬ 
out his contribution, as without nature's, the 


^ See American Economic Review, March, 1930, pp. 78, 79. 
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land would be nearly worthless. Irrigated land 
may be regarded as partly land in the economic 
sense and partly capital. An urban site in New 
York City owes much to nature—to the fact 
that New York has the best harbor on the east 
coast and is connected with the Great Lakes 
region by the Hudson River and the Mohawk 
valley; but much of the productivity and value 
of land in New York City is due to the build¬ 
ing of railroads and the Erie Canal. Land in 
such cities as Wichita, Kansas, and Dcs 
Moines, Iowa, owes less to nature and more 
to man-made railroad connections. 

All capital, on the other hand, owes some¬ 
thing to nature. Steel rails are made from iron 
ore produced by nature, smelted and refined 
by man; the blade of a knife comes from the 
same source, with a greater relative contribu¬ 
tion by man. A wooden bridge in Oregon owes 
much to nature and something to man. A hand- 
carved desk owes less to nature and much more 
to man. To the extent of nature's contribution, 
capital might be considered land; and to the 
extent of man's contribution, land may prop¬ 
erly be considered capital. It is a question of 
more or less, and not an absolute distinction. 

Land is said to be fixed in amount, whereas 
capital is indefinitely expansible. Nature has 
provided only a certain amount of natural re¬ 
sources and is not adding to that amount; but 
by working and saving we can increase the 
amount of capital to almost any extent. From 
our definition of land as the gifts of nature this 
distinction would appear to be valid; yet it is 
not so precise as we might wish. We can make 
land usable and productive which was not so 
before, and whether we then call it land or 
capital may not seem to be an important mat¬ 
ter. The amount of usable land is not deter¬ 
mined altogether by nature, because there are 
many grades of land, and changing economic 
conditions often increase or reduce the amount 
of land used. A rise in the price of farm prod¬ 
ucts, for instance, will tend to bring more land 
into use, land which formerly was not worth 
cultivating. Other resources are similarly of 
di£Ferent grades—^forests, water power, and 
mineral deposits—and changes in the prices 
of such resources will bring changes in the 
amounts that can be profitably utilized. The 
supply of urban land is limited only by trans¬ 
portation facilities. 
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Land is generally more durable than capital, 
but here again the distinction musit be loosely 
drawn. In its “extension" land is indeed in¬ 
destructible. A quarter section will always be 
the same area and will receive the same “an¬ 
nual income of heat and light, of air and 
moisture"; but the fertility of even the richest 
level land may be reduced by continuous crop¬ 
ping if no fertilizer is applied, and sloping land 
may be worn out in a few decades, or even less. 
Such land may be less durable than the build¬ 
ings on it. In some parts of the United States 
fairly good houses are still standing on farms 
that have been ruined by erosion. Land is 
generally more durable than capital, but this 
is not always true. 

It must be conceded, finally, that to the in¬ 
dividual farmer or businessman land does not 
differ from capital in any important respect. 
To him the land is not a gift of nature, for he 
must pay for it just as he pays for his capital; 
to him it is by no means fixed in amount, since 
he can buy all that he wants and can pay for; 
his land may be more durable than his capital, 
but the distinction is not of fundamental sig¬ 
nificance to him. 

Granting all this, we must nevertheless con¬ 
cede that the distinctions between land and 
capital are significant. While the supply of 
usable land is not absolutely fixed, it is much 
more nearly fixed than the supply of capital, 
and the supply of land of any particular grade 
is absolutely fixed. From the broad social point 
of view this may be a very important matter. 
More than half the human race live in poverty 
because their land area is insufficient to pro¬ 
vide a good living. It is true that the people of 
the United States have suffered little in the 
past from land scarcity, yet our mineral and 
forest reserves are growing smaller every day, 
and we shall probably suffer some day from 
scarcity of timber, natural gas, oil, many min¬ 
erals, and finally even coal. Since the supply of 
land of any particular grade and in any partic¬ 
ular location is absolutely fixed and since it 
cannot be moved, its price may rise almost 
infinitely, as in New York City, whereas the 
price of capital, as indicated by the rate of 
interest, seldom varies much from its normal 
level of 2 to 4 per cent. A further consequence 
of the inelasticity in the supply of land is the 
fact that taxes on land do not reduce the sup- 
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ply of it« and therefore do Oot raise the prices 
of the products of the land, whereas taxes on 
capital always tend to reduce the supply of 
capital#. Fini^, the land provided by nature 
must ahvaya be the home of the human race 
and is a powerful factor in determining the 
quality of every civilization, and therefore any 
permanent waste or destruction or deteriora- 
ticm of the land may have grave results on all 
future generations; waste of capital, on the 
other hand, can usually be made good. A wise 
and enlightened government will guard its 
hmd resources with particular care. 

Land '^shades'* into other factors of 

production 

Just as land, in its definition as the gifts of 
nature, shades gradually into capital, according 
to the principle of relativity, so does it also 
shade into labor and into the entrepreneurial 
factor. Some of the qualities of labor— 
strength, alertness, natural intelligence—are 
in a sense gifts of nature, although less endiur- 
ing than the fertility of good Iowa land; and 
the business sagacity of successful entrepre¬ 
neurs is also largely a natural gift. Since land 
is the gifts of nature, some economists consider 
rent an unearned income; and to the extent 
ihat high wages and profits are due to natiiral 
gifts they are also in a sense unearned. 

Significance of land 

It is difiBcult to exaggerate the long-run 
significance of the land factor in economics. 
Unless countries that have rich land resources 
are overpopulated, they are able to maintain 
a high standard of living, with all that it im¬ 
plies, whereas the people in countries with 
poor land resources seldom enjoy comfort, 
often living in a state approaching savagery. 
Most of the great civilizations of antiquity 
prew up where the climate was mild, where 
agricultural land was highly productive, and 
v^ere natural barriers protected the people 
from invasion, or, in somewhat later antiquity, 
where the natural environment was favorable 
to commerce. Only in favorable environments 
was it generally possible for primitive savages 
to accumulate a surplus that would enable 
them to start their long climb up to wealth and 


civilization. As Buclde puts it: ^*In the first 
formation of society, the wealth must accumu¬ 
late before knowledge can begin. As long as 
every man is engaged in collecting the mate¬ 
rials necessary for his own subsistence, there 
will be neither leismre nor taste for higher pur¬ 
suits; no science can possibly be created, and 
the utmost that can be effected will be an at¬ 
tempt to economize labor by the contrivance 
of such rude and imperfect instruments as even 
the most barbarous people are able to invent.'’* 

Egypt, with her fertile Nile valley inundated 
each year by river floods to renew its fertility, 
was the home of the first important civilization. 
The Chaldeans, Babylonians, and Assyrians in 
the Tigris-Euphrates valley were obliged to 
use irrigation, but under irrigation the land was 
very fertile. In the fertile valleys of India and 
China civilization likewise appeared early, al¬ 
though for some reason, as in Egypt and Meso¬ 
potamia, it did not flourish greatly during the 
later centuries. Phoenicia, on the eastern shores 
of the Mediterranean Sea, was admirably situ¬ 
ated for commerce with Egypt and the other 
developing centers of civilization, just as 
Greece was at a later date. Much of the land 
in Rome was originally fertile, although its 
fertility declined greatly during the later Re¬ 
public. The Italian cities were able to lead 
Europe out of the Dark Ages because of the 
profits of commerce, for which their location 
gave them many advantages, and because of 
the stimulating influence of their commercial 
activities. 

It is interesting to speculate on the reasons 
why such ancient civilizations as those of 
Egypt, Babylon, India, and China, with the 
long start that they had, did not continue their 
development. No conclusive answer can be 
given, but probably the climate, at least of 
Egypt, Babylon, and India, was less invigorat¬ 
ing than that of countries farther north. Buckle 
suggests that while the first appearance of 
civilization depended mainly upon the fertility 
of the soil, its continued progress depended 
upon the energy of the people, which was 
greatly influenced by the climate. At any rate, 
as certain peoples developed the wealth neces¬ 
sary to witfistand the rigors of a colder climate, 
centers of civilization moved northward, par- 


^Heaty Thomas Buckle, History of Civilization in England, vol. i, p. 31. 
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ticularly to those countries that had ah invigor* 
ating climate, fertile land, and the minerals, 
such as coal and iron, essential to industrial 
development—^France, and later England, 
Germany^ the Scandinavian countries, and 
America. England had not only a variety of 
minerals but a long coast line with excellent 
harbors which served well in her expanding 
commerce. 

On the other hand, certain other peoples, as 
for instance those of Africa, India, and China 
—^in fact, most of the peoples of Africa and 
Asia—^have made relatively little economic 
progress. There may be various reasons for this, 
but without a doubt an important one in most 
cases is the lack of a favorable natural environ¬ 
ment—a lack of generous gifts of nature. The 
climate of ;nost parts of Africa is too hot for 
healthful living, and many parts of that dark 
continent are either too dry or too wet for pro¬ 
ductive agriculture; furthermore, natural en¬ 
emies of Ae human race, animal and insect, 
thrive in such numbers as to make life pre¬ 
carious. In parts of India and the interior of 
Asia conditions are similarly imhealthful and 
rainfall is too heavy or too scant for productive 
agriculture. Much of South America too, in the 
Amazon and Orinoco valleys, is tropical and far 
too wet for ordinary agriculture, and other 
parts are too mountainous or too dry. In the 
regions of good climate and fertile soil, and in 
those where minerals abound, wealth is grow¬ 
ing and important centers of culture are de¬ 
veloping. 

It has often been assumed that civilization 
develops best in temperate rather than in 
warmer climates because a temperate climate 
offers more obstacles to man's efforts, more 
hardships to strengthen his character. The 
truth is, however, that temperate climates, with 
their alternating cold and warm seasons, are 
really most favorable to man’s efforts. As Car¬ 
ver says; "He has here fewer tmconquarable 
enemi^ than in the tropics or in the frigid 
zon^s. He finds a wid^er variety of useful mate¬ 
rials, such as gras^, timber and minerals, and he 
finds them in greater abundance here than 
elsewhere. Here the advantages to be gained 
by work are more obvious and more easily 
comprehended than anywhere else.”” In the 


temperalte zone there are fewer veiiomous in¬ 
sects and reptiles, fewer disease g^rms deadly 
to man and his livestock, fewer insects to 
his products when matured. Frost in such cli¬ 
mates kills many injurious insects and loosens 
the soil, snow provides soil moisture for the 
coming season’s cropi^, and summer days are 
longer farther north. 

A favorable natural environment, fertile soil, 
and rich natural resources not only make pos- 
sthle the accumulation of wealth, but stimulate 
energy and enterprise by offering large re¬ 
wards for productive activity, and so are an 
important factor in the determination of human 
character. Iowa farmers are energetic, ambi¬ 
tious, and progressive, not only because the 
climate of Iowa is healthful and invigorating, 
but because these farmers know that their ef¬ 
forts will be generously rewarded. The hill¬ 
billies of the Ozark Mountains are lazy and 
unprogressive and lacking in ambition, not en¬ 
tirely because of their warmer climate, and 
not at all because of racial inferiority—^for they 
are of as good racial stock as America can 
boast—^but because they know that their ef¬ 
forts will bring small reward. They are wise 
enough not to waste their energies unreason¬ 
ably. Doubtless one explanation of the general 
energy and enterprise of the American people 
is the fact that our rich natural resources 
usually offer handsome rewards for productive 
effort. 

Whatever may be said of the influence of 
climate on culture, it is generally admitted that 
one of the most important elements in cultural 
progress is the contact of many cultures, and 
that isolation breeds stagnation. Hence any en¬ 
vironment which provides easy access to other 
regions promotes Cultural advancement. This 
explains, to. some extent at least, the rise of 
such civilizations as those of Phoenicia, Greece^ 
Carthage, the Italian cities, the coast towns of 
the medieval Lowlands and Germany, and 
later those of England and perhaps Japan. It 
doubtless explains the stagnation of sudb re¬ 
gions as the interior of Russia, China, and In¬ 
dia. Such islands as England and Japan, how¬ 
ever, reap more than commercial ai^ cultoal 
* advantages from thw insular situatimi. 
are to some extent protected by water from in* 


* T« N. Carver, PrinclpUa of Nattonat EocvoMiif, p'. 141:, 
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yacbra and from all tba destruction and misery 
iniicted by foreigti armies, just as Switzerland 
is protected by surrounding mountains. 
W^t woidd be the present condition ot parts 
of Germany, Belgium, France, and the Balkan 
States tf tli^ had not for centuries served as 
battlegrounds for the armies of Europe? Ger<- 
man civilization suffered a terrible setback 
£it»n the ravages of the Thirty Years* War. The 
United States may well be thankful that she 
hsui oceans on the east and west and nations 
with small populations north and south; but 
of course the bombing plane has gravely re¬ 
duced the protective value of these ocean bar¬ 
riers, just as it exposed England to a threat 
that for centuries she has not known. 

Gei^raphic determinism 

A number of writers have advanced the 
theory that geographic factors are fundamen¬ 
tally important in all great historical move¬ 
ments—^the theory of geographic determinism* 
There is much evidence to support this theory, 
but lack of space forbids extended discussion 
of it here. Some very early ^ters insisted that 
natural envircmment is an important element 
in the determination of the culture of peoples. 
In his treatise, "‘On Airs, Waters, and Places,** 
Hippocrates made perhaps the first important 
attempt to trace the influence of physical en¬ 
vironment on character. He attributed the va¬ 
riety, vigor, and fierceness of European peoples 
to dieir rapidly changing seasons which excited 
the mind, ruffled the temper, and demanded 
fbr^tude and exertion; and the “equable and 
gentle dispositions** of Asiatics he attributed to 
dieir mild and uniform climate.^ Aristotle held 
similar views: "Those who live in a cold cli¬ 
mate and in [northern] Europe are full of 
spirit, but wanting in intelligence and skill; and 
merefore they keep their freedom, but have no 
political organization, and are incapable of rul¬ 
ing ov^ odiers. Whereas the natives of Asia 
are intelligent and inventive, but they are 
wanting in spirit, and therefore they are always 
in a state of subjection and slavery. But the 
HeBenio race, which is situated between them, 
is likewise intermediate in character, being 
hii^spirited and also intelUgent.*^ Muc^ later* 


Peschel, in his Races of Man, suggested that 
religions are the results of geographic influ¬ 
ences, monotheistic religions arising on desert 
plains, and pol3^ei8tic religions prevailing in 
rough forested countries such as Greece. 

Without following such theories too far, we 
are at least safe in assuming that natural en¬ 
vironments are fundamental factors in deter¬ 
mining human energy and the accumulation of 
wealth, and therefore, to some extent, human 
civilization. Uncle Henry Wallace used to say 
that “rich land makes rich people, poor land 
makes poor people, and rough land makes 
rough people**—a rather sweeping generaliza¬ 
tion, yet partly valid. In those sections of our 
country where the climate is enervating and 
the land poor, there is much poverty, ill health, 
illiteracy, and low standards of public adminis¬ 
tration. 

To the extent that the people of the United 
States can be said to have peculiar characteris¬ 
tics, those characteristics are no doubt in part 
the result of our abimdance of land resources 
and our consequent high average income, and 
of the fact that until a few years ago we al¬ 
ways had a frontier moving steadily westward. 
A generally sparse and scattered population, 
with plenty of room to move around on, our 
people have been and to some extent still are 
individualistic, impatient of rules, laws, and 
conventions, often lawless, with one of the 
highest crime rates in the world. With land 
available at little or no cost, the poorer classes 
did not develop the subservient attitude of 
corresponding classes in Europe; hence our 
society has been relatively democratic. ITie 
frontier, as Turner pointed out, dominated our 
national ideals and even our politics. On the 
frontier the people learned to be indifferent to 
government problems, with the result that 
private graft and political corruption have 
commonly characterized the American scene. 
For two centuries and a half American fol¬ 
lowed the westward-moving frontier, seekiug a 
profit in the appropriation ^ new lands; and in 
this quest they developed ^the restless, venture¬ 
some, speculative c^racter that to some extent 
is stiU ours. As land speculators the people al¬ 
ways wanted land prices lo rise; hence the 


*See Franklin Thomas, The EwcironmetUdl Basis of Society, for a th(m)u{^ e xamin a t ion of fliese the¬ 
ories; and various works of Ellsworth Huntiiigto, who presses geographic factors in human development. 
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heavy emphasis cm "growth’’ in numbers, the 
blatant '‘boosting” which is the first duty of 
loyal American citizens and is carried on 
tinou^ organizations in every town, ci^, and 
state. 

The richness of our land endowment 

The land area now known as the United 
States was originally one of the richest areas in 
the world; and this it is still, although it has 
suffered serious waste and depletion. Situated 
in the temperate zone, it has in various sections 
almost every conceivable climate, from semi- 
tropical in Florida ^o arctic in Alaska; and it 
offers a wide variety of rain conditions, from 
almost absolute aridity in parts of California 
and Nevada to rainfalls of 125 inches or more 
annually, along the Pacific coast. While much 
of the West is too dry to farm without irriga¬ 
tion, the climate is peculiarly healthful and 
invigorating, the scenery impressive, the soil 
highly productive under irrigation; and there 
are some magnificent forests, abundant water 
power, wide areas of grazing lands, and a great 
variey of useul minerals. East of the Alle¬ 
ghenies much of the soil is not fertile; but a 
number of excellent harbors, rivers navigable 
for considerable distances into the interior, and 
easy access to Appalachian coal deposits give 
the northern part of this section excellent ad¬ 
vantages for manufacturing and commerce. 
The five Great Lakes in the northern interior 
provide cheap transportation for coal and iron 
and farm products, which are abundant in 
neighboring regions, and thus make possible 
the vast manufacturing and commercial activi¬ 
ties of the Lake region. In the South, although 
the climate is somewhat enervating and ma¬ 
laria and hookworm are common, conditions 
for the production of cotton are unexcelled 
anywhere in the world, and this region has 
long produced more than half of the world’s 
cotton, as weU as large amounts of citrus fruits 
and truck crops. 

The Mississippi valley, particularly the com 
belt in the nortihem part within a radius of 
about five hundred miles of Chicago, is one of 
the most productive regions in the world. Here 
is soil deep and rich, climate ideally suited to 
general agriculture, with cold iVinters and sum¬ 
mers of "com weather”—eummers with long, 
warm days and warm ni^ts to speed the 


33 

growth of Com. Com is our most import^t 
agricultural crop, because it is not only an im¬ 
portant cereal for human consumption but feed 
for poultry and livestock; and we [nroduce 
nearly three-fourths of the world’s supply, 
mostly in the northern part of the Mississippi 
basin. West of the com belt is the great wheat- 
producing region of the plains—western Okla¬ 
homa, Kansas, Nebraska, and the Dakotas— 
where die rainfall is generally too light or too 
irregular for com production. 

In forest resources the United States was 
once richly endowed, with 820 million acres 
of forest lands on which was growing some of 
the finest timber in the world—^pine, spmce, 
fir, and a wide variety of deciduous trees. At 
first these forests were an obstacle to farming, 
but they afforded cheap lumber for fuel, 
houses, furniture, bams, and a great many in¬ 
dustrial uses. 

In the variety and abundance of her mineral 
resources the United States leads all other 
countries, with the possible exception of Rus¬ 
sia. The United States has about half the 
world’s reserves of coal, perhaps the most im¬ 
portant of all minerals. She had originally 
perhaps the richest, and certainly the most ac¬ 
cessible oil and gas reserves in the world, most 
of the world’s phosphate, and rich deposits 
of iron, copper, lead, zinc, silver, gold, sulphur, 
and bauxite. In potential water power the 
United States leads all other countries, and 
now has more than one-third of the world's 
developed water power. 

All ihese rich resources might provide only 
a fair living for the people if the land area 
were divided into a dozen small countries, like 
the Balkan states, which maintained high tar¬ 
iffs to prevent free trade among the various 
areas. While Ve may take only a modest pride 
in the means employed to get some of our ter¬ 
ritory, like that taken from Mexico, we are at 
any rate fortunate in having under a single 
jurisdiction this wide area of land, with its 
variety of products and industries. Free trade 
over this immense territory makes possible tev^ 
ritorial specializaticm, and specialization means 
greater production thsm would be possffde 
otherwise. Economists are agreed that two of 
the most important reasons for the hij^ pro¬ 
ductivity of industry and &e high wages of 
labor in the United States are our abundmit 
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natural resources, and free trade over this large 
area. 

Our lack of land compactness 

One serious flaw in the American land 
economy, as in that of Canada and Australia, 
is lack of compactness. The rich irrigated and 
forest lands and the cities and harbors of the 
Pacific coast region are separated from the 
central and eastern states by a vast area 
of desert and range lands which constitute a 
serious obstacle to trade and transportation. 
In this arid region of the West there are in¬ 
deed some sections of highly productive ir¬ 
rigated lands, forests on the mountainsides, 
vast stretches of range lands, and scenic re¬ 
sources scarcely excelled anywhere in the 
world; but the irrigated land is only a very 
small fraction of the total, most of the forests 
are poor, and the range lands support only a 
thin scattering of livestock. If the poor and 
worthless land could be taken out and if the 
Pacific states could be shifted about a thousand 
miles farther east, transcontinental transporta¬ 
tion would be much cheaper and the country 
would be richer. 

The waste of our land resources 

Unfortunately the people of the United 
States have wasted their land resources with 
a prodigality imequaled in history, A. E. Baker 
has estimated that "probably a quarter, pos¬ 
sibly a third, of the original soil resources of 
fully half the arable land of the nation has been 
lost" through the removal of crops without 
restoring the elements of fertility to the soil, 
through leaching of the soil, and, most im¬ 
portant of all, through erosion.^ The National 
Resources Board, in a recent report, estimates 
that there is an average annual loss of 822,- 
000,000 tons of organic matter from the farms 
of the United States, over half of it due to 
leaching or erosion; that 35,000,000 acres of 
hnd —about the area of the state of Iowa— 
have been completely ruined for farming pur¬ 
poses; that the top soil has been nearly or en¬ 
tirely removed from an additional 125,000,000 
acre8--»-an area equal to that of Arkansas, Mis¬ 
sissippi, and Nor^ and South Carolina*—and 
that another 100,000,000 acres—three times 
the area of Alabama—^are being seriously 

’'R. T, Ely, The Great Change, p, 183. 

• See Ger^d Johnson, The Wasted Land. 


eroded. Nearly 500,000 farms have been 
ruined by erosion. 

The truth is that a considerable proportion 
of the area of the United States, most of it in 
the South, is so badly eroded that it cannot 
support a high civilization, even now; and if 
erosion continues at the rate of the past for 
another fifty or one hundred years, much of 
this land will have to be abandoned for agri¬ 
cultural purposes, or will support a small, 
scattered population living in a state of abject 
poverty approaching barbarism.® 

Our forests have been wasted as ruthlessly 
as our farming land. The original 820 million 
acres of forest land have now been reduced to 
less than 500 million acres; and of course it is 
generally the poorest stands that are left. The 
northeastern and Lake states have now been 
practically cleared of good virgin timber, the 
South is largely stripped, and the western 
forests are being cut rapidly. In the country 
as a whole, the annual cut is now five times 
the annual growth, and most private timber 
owners handle their timber with little regard 
for the future. 

Some of the forest destruction was of course 
necessary to prepare the land for farming, but 
much of the commercial lumbering was con¬ 
ducted so wastefully as to bring evils which 
will persist for generations. Few of the lumber¬ 
men ever provided for reforestation, but left 
slash lying about where it would carry fires 
which destroyed young trees and seeds and 
left the ground a desolate waste. Millions of 
acres of forest land were so completely ravaged 
that they can be made to grow trees only at 
heavy cost, if at all, and other millions of acres 
have grown up in worthless brush and inferior 
species of trees. 

Perhaps the worst results of wasteful lum¬ 
bering methods are seen on the mountain 
watersheds, where the destruction of the for¬ 
ests was often followed by such erosion of the 
soil that little humus was left to support a 
later growth of timber or other vegetation. The 
soil washed away was deposited in the beds 
of rivers, an obstacle to navigation and a cause 
of disastrous floods; in the arid regions of the 
West this silt fills impounding irrigation res^- 
voirs, reducing die supply of water for irriga- 
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tion purposes and threatening the very sub¬ 
sistence of thousands of irrigation farmers. 
Rain water runs o£F of deforested watersheds 
rapidly, making floods more serious in times 
of heavy rainfall and lowering the level of the 
streams in times of drought, and so reducing 
the amount of electricity that can be produced 
by hydroelectric plants, because the capacity 
of such plants is determined by the minimum 
rather than by the maximum flow of the rivers. 
This condition is becoming increasingly serious 
in the Appalachian Mountains, particularly in 
the South. 

Our mineral resources have been exploited 
as wastefully as have our agricultural and for¬ 
est lands; and this waste is irremediable, be¬ 
cause minerals cannot be reproduced. Perhaps 
coal should be considered the most important 
source of energy in modem industrial civiliza¬ 
tion. Compared with it, the wind and tides are 
nothing, and water power is of little signifi¬ 
cance. In 1937, bituminous coal supplied 48 
per cent of the total amount of energy derived 
in the United States, anthracite supplied 6 per 
cent, petroleum 32 per cent, natiual gas 10 
per cent, and water power less than 4 per cent. 
In mining coal, we have wasted nearly as much 
as we have taken out. Except for anthracite, 
which may approach exhaustion within the 
next few decades, this does not seem an im¬ 
mediately critical matter, because oiu* reserves 
of bituminous coal are large enough to last 
hundreds of years—^perhaps as long as a thou¬ 
sand years, although the highest-grade sup¬ 
plies will be exhausted much sooner. 

The situation with regard to petroleum is of 
much more immediate seriousness. Millions of 
barrels of petroleum have been absolutely 
wasted, and that which was used has been 
used very wastefully. Oil has been wasted 
through hasty and careless drilling of the wells, 
through inefficient refining, and through use 
in automobiles that require at least twice as 
much fuel and lubricating oil as is necessary. 
Estimates of our remaining reserves of this 
essential mineral vary widely-—19 billion bar¬ 
rels is one recent estimate—and do not merit 
great confidence, but probably our oil reserves 
will approach exhaustion within the next few 
decades, possibly even sooner. When they are 
gone, or when scarcity of oil makes the prices 
^ ofl products much high^, substitutes will 
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no doubt be used. There are billions of barrels 
of oil in oil shales, largely in Utah and Colo¬ 
rado, which may be mined and run through 
retorts to extract the oil. Coal will be liquefied 
and its oil content extracted. Vegetable prod¬ 
ucts will be converted into alcohol, which is a 
satisfactory substitute for gasoline; and vege¬ 
table oils will be produced for lubrication. All 
substitutes for petroleum will probably be ex¬ 
pensive, however, and perhaps for some pur¬ 
poses inferior in quality. 

Natural gas has been wasted even more 
scandalously than petroleum. This matchless 
fuel, which should have been conserved for 
the housewife's range, has been allowed to 
escape into the air in drilling for oil, has been 
uselessly burned in great flambeaux, has been 
used in the making of lampblack, where the 
heat is wasted, has been consumed in all sorts 
of low industrial uses where the more plentiful 
coal might well have served. Even at the 
present time we are practically wasting nearly 
half our annual production of natural gas; and 
from the total that we have taken from the 
ground, it is doubtful if we have secured one- 
tenth of the utility that could have been ob¬ 
tained by reasonably careful use. No one 
knows how much natural gas remains in re¬ 
serve, but some sections of the United States 
that once enjoyed an abundance are now 
forced to substitute artificial gas, and probably 
a few decades will see the supply dwindling 
toward exhaustion. 

With respect to some of our metals a brief 
discussion must suffice. The peak of our pro¬ 
duction of gold was passed in 1915, and we 
seem to have passed the peak of silver pro¬ 
duction. Known reserves of copper recoverable 
at 9 cents a pound are estimated to last only 
fifteen years, but the poorer and less accessible 
reserves will last much longer. Depletion of 
lead and zinc reserves is already far advanced; 
“the geologists would find it hard to tell where 
the supplies of twenty years hence will be 
found.'' The iron ore of the incomparable Me- 
sabi range, in Minnesota, is nearly half gone, 
and the rest will hardly last another forty years, 
although fortunately there are large amounts 
of low-grade ore. 

The significance of all this may be seen if 
we consider that our high standard of living 
has been possible largely because of our rich 
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natural resources of many kinds, and if we face deterioration in the condition of fanners throu^ 
the feet that already that standard is being the wastage of their lands. If we are to 
threatened by the devastation of some of those maintain our present standard of living long, 
resources. More than threatened indeed, for in we must conserve remaining resources care- 
some parts of this country we can see serious fully. 

QUESTIONS 

1. Which of the following are land: a Kaw valley farm, an irrigated farm, a glacier in the 
Rocky Mountains, a spring of clear water, a gold nugget in the earth, ether waves, moon¬ 
light, hot winds, a tornado, a virgin forest, the Atlantic Ocean, a drained swamp, natural 
gas, the rock used in a house foundation, wild geese? What is the fundamental attribute 
of land? In what sense is it indestructible? 

2. An able authority in economics has ventured the opinion that if the states of New Mexico, 
Arizona, Nevada, Utah, Wyoming, Montana, and Idaho had been absolutely closed to set¬ 
tlement or exploitation, the United States would have more wealth than she now has. 
Could this be true? Why or why not? 

3. If the Mississippi River flowed north and emptied into Hudson Bay, would the United 
States be as wealthy as she now is? How would the wealth of the coimtry be affected if 
the Great Lakes emptied into Hudson Bay? What is one of the great obstacles to the 
growth of wealth in northern Russia, aside from the cold weather and short summer? 

4. Explain the growth of the following cities: New York, Chicago, Detroit, San Francisco, 
Los Angeles, New Orleans, St. Louis, Kansas City, Toledo, Buffalo, Pittsburgh, San Diego, 
Philadelphia, Miami Beach, Houston, Des Moines. 

5. Dense populations, unless they are rich enough to import meats, must generally skimp 
severely in the consumption of meats, must eat mostly grains and vegetables, perhaps with 
some fish. Why? 

6. It is said that very heavy crops of certain truck products can be grown on some of the 
land in Alaska. Why do not more people go to Alaska to farm this land? 

7. Why might a population dependent on irrigation develop an unusually high civilization? 

8. Only about 1 per cent of the total land under cultivation is irrigafed, yet much more than 
1 per cent of our food expenditures go for products of irrigated land. How can this be? 
Cdculate the amount that you spend each year for food products grown under irrigation. 

9. The land in Louisiana is certainly more productive than that in Nevada, yet the average 
per capita income in Louisiana in 1940 was only $350, whereas in Nevada it was $960. 
How do you account for this? 

10. Is the standard of living low in Japan because the land is poor? More than half the popu¬ 
lation of South and Central America have not the essentials of healthful living. Is this be¬ 
cause of poor land, overpopulation, racial inferiority, lack of education, or what? 

11. Is there an)^hing in Germany’s situation with respect to land or natural resources which 
would account for her industrial efficiency and her militaristic disposition? 

12. Why is there not excessive production of com as commonly as excessive production of 
wheat in the United States and in the world? 

13. Why is absentee ownership of farms worse than absentee ownership of a city lot, or of an 
industrial plant through the ownership of shares of stock? Is there any social danger in the 
general tendency toward absentee ownership? 

14. Name some natural resources that may be very scarce within the next fifty years. 

15. “As long as we are plagued with overproduction of farm crops, we need not worry about 
the erosion of some of our farms.” Do you agree? Why or why not? 

10. Good varnish costs about $10 a gallon; most houses no longer have shingle roofs; more and 
more houses are built without wood door casings; the picket fences so common a genera¬ 
tion or two ago are now seldom seen. Why, in each case? 

17* What are some of the American characteristics that can be explained by reference to our 
history of pioneering? 
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Significance of the problem of population 

If the people of any country are to enjoy a 
high standard of living, the population must 
not be too large and it must be of good stock 
—it must be right in numbers and in quality. 

With respect, first, to the question of the 
number of people, it is obvious that no matter 
how rich the soil of any country there is a limit 
to the number of people who can live well on 
it. If the country has mineral resources and can 
engage in manufacturing, exchanging its man¬ 
ufactured products, for food products of other 
countries, it may indeed maintain a high stand¬ 
ard of living with a dense population, as 
England has done for more than a century; but 
otherwise no given land area will support more 
than a given number of people in comfort. 

History of population growth 

For thousands of years man lived much like 
the animals, multiplying up to the physiologi¬ 
cal limit, saving only a small proportion of his 
offspring, and dying himself at an early age 
from violence, famine, disease, or from the 
many hardships of his life. 

Practically nothing is known of thf popula¬ 
tion trends of the various countries of the 
world before the eighteenth century, but there 
is no doubt that the population of practically 
all of them increased considerably during that 
century and rose even more rapi^y during the 
ntoeteenth century and up to the time of the 
First World War. This increase was possible 


because of the rapid rise in industrial pro¬ 
ductivity and wealth and the rapid decline in 
the death rate, particularly in the last half of 
the nineteenth century. During the First World 
War the population decreased in most of the 
belligerent countries and also in Europe as a 
whole; and while the population of almost all 
the countries is rising, the birth rate in most of 
those in northern and western Europe has de¬ 
clined greatly since that war, promising an 
early stabilization of their population at prob¬ 
ably not far from the present level.^ 

During the second half of the eighteenth 
century the Industrial Revolution was in 
full swing; commerce, industry, and national 
wealth, particularly in England, were growing 
by leaps and bounds; and an increasing popu¬ 
lation could be sustained at rising standards 
of living. Near the close of that century and 
the beginning of the next, however, the condi¬ 
tion of the laboring classes of England became 
desperate because of a series of poor harvests, 
the exhausting Napoleonic Wars, high taxes, 
rapid changes in industrial methods, and an 
injudicious poor law which was pauperizing 
many of the laborers. It was such conditions 
that led Malthus to his famous doctrine, pub¬ 
lished in 1789, that population inevitably out¬ 
runs the food supply.^ 

History of population attitudes 
Malthus was not the first one to tak^ an in^ 
terest in the question of population. As Maf- 


^ R. H. Kuczynski, in Encyclopaedia of Ihe Social Sciences, voL xii, pp. 240 ff. 

^ See M. M. I^ght, H. E. Barnes, and F. Fliigel, Economic History of Europe, pp. 39S-398^ 437^ 438« 



38 ECONOMICS 


shall said, this question *lias occupied the at¬ 
tention of thoughtful men in all ages of the 
world.”* Primitive man usually held the pro- 
creative powers in religious veneration. Among 
the Greeks, who were usually at war and 
needed soldiers for their armies, marriage was 
regarded as very much the business of the 
state, which encouraged the birth of children 
in many ways; yet children were sometimes 
"exposed,” abortion was practiced, and Aris¬ 
totle himself, in his famous argument with 
Plato, called attention to the danger of over¬ 
population in a communist state where the 
government assumes the care of children. 

In Rome as in Greece, the government 
looked favorably on a high birth rate. The 
Roman ideal of the state involved ppwer, con¬ 
quest, and empire, which constantly called for 
more soldiers and more population* Marriage 
was encouraged, special taxes were imposed 
on bachelors, and special privileges were ac¬ 
corded parents of large families of children. 
Julius Caesar prohibited women twenty-four 
years of age who were unmarried and child¬ 
less, from wearing precious metals and jewels 
and using litters, and he ordained that the 
Campanian lands should be held only by citi¬ 
zens having at least three children. Apparently 
these regulations were not very eflFective, for 
during the later Republic and early Empire 
there was great concern about the stationary 
or declining population of Rome. 

With the birth of the medieval Christian 
church came a different attitude. The fact that 
Christ and many of His disciples were celibates 
gnd that Mary was associated with virginity, 
and probably also the preaching of Saint Paul, 
naturally led to much emphasis on chastity, 
which was thou^t the best state for man, al¬ 
though proper marriage was not generally con¬ 
demned. Since the celibate state was one of 
greater sanctity, the priests were usually for¬ 
bidden to marry, although it is recorded that 
spine prelates did pot carry their asceticism to 
extremes. Altogether it seems that the doctrines 
of the early church were less favorable to 
fecundity than those of any other important 
reUgion; but fhe church leaders were not much 
interested in the question of population. 


With the spread of mercantilism came a 
reversion to a favorable attitude toward in¬ 
creasing populations, although the reason for 
this was somewhat different from that of an¬ 
cient times. The Greeks, and even more defi¬ 
nitely the Romans, had wanted many children 
because of the need for soldiers; the mer¬ 
cantilists desired many babies, partly for that 
reason, but mostly because a large population 
was thought to increase the nation s wealth. 
National wealth, rather than per capita wealth, 
was the primary concern of most mercantilist 
writers. Great states were being formed, and 
for the support of the governments of these 
growing states increased revenues as well as 
armies were needed; while, on the other'hand, 
the growth of commerce and industry made 
possible the maintenance of larger populations. 
The views of Malthus represent a reaction 
from the mercantilists^ attitude toward popu¬ 
lation, just as the free-trade views of Adam 
Smith represent a reaction from the mercan¬ 
tilists’ attitude toward trade. 

A few thoughtful men, since very early his¬ 
tory, have recognized the disadvantages of 
overpopulation. Aristotle objected to Plato’s 
communism on the ground, often urged today 
by opponents of socialism and communism, 
that the population would rise too high if peo¬ 
ple were relieved of responsibility for their own 
children: “The legislator who fixes tlie amount 
of property should also fix the number of 
children.” The physiocrats in France, about the 
middle of the eighteenth century, held that 
the state should aim at augmenting the na¬ 
tional income rather than the population, and 
soon afterward a number of men began to call 
for a similar policy.* 

The Malthusian doctrine: analysis and 

criticism 

According to Malthus, the population tends 
to increJise by geometrical ratio, doubling 
about every twenty-five years—2, 4, 8, 16, S2, 
etc.—^whereas the means of subsistence in¬ 
creases only by arithmetical ratio—1, 2, 3, 4, 5, 
6, etc. Therefore the population tends con¬ 
stantly to outrun the means of subsistence, and 
is held in check by “vice and misery,” which 


* Albert Marshall, Principles of Economics, p. 173. 

^Qn tihifl subject, see Q- S* Stf^ngul^d, JPre*l4(flihusian Doctrines of PopufaHon, 
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include **all unwholesome occupations, severe 
labour and exposure to the seasons, es^reme 
poverty, bad nursing of children, great towns> 
excesses of all kinds, the whole train of 
mon diseases and epidemics, wars, plague, and 
famine.*" 

These are the "positive checks” on popula¬ 
tion. In later editions of his work, Malthus 
added the "preventive check” of voluntary 
abstinence from sex indulgence and marriage; 
but in doing this he stripped his doctrine of 
its real significance, for to the extent that the 
people adopt the preventive check, the popula¬ 
tion does not incrc'^se beyond subsistence, and 
"vice and misery” and the other evils do not 
follow. Malthus apparently did not expect 
much from moral restraint anyhow, and he 
was strongly averse to contraception. 

The Malthusian doctrine is complementary 
to the law of diminishing returns and is valid 
only to the extent that that great law is opera¬ 
tive. If it were possible to increase the product 
of land indefinitely and proportionally by ap¬ 
plying more labor and capital, the population 
might of course increase indefinitely without 
encountering the evil results of vice and mis¬ 
ery; and in new countries such as the United 
States, Canada, and Australia, where the law 
of diminishing returns has not yet set in 
sharply, the population question is not of criti¬ 
cal significance. With the Malthusian doctrine 
went also the subsistence theory of wages, ac¬ 
cording to which wages always tend toward 
the level barely necessary to the subsistence of 
the laborer. This theory of wages, perhaps with 
some qualifications, was held by almost all 
economic writers before Malthus, and by most 
economists for half a century after him. 

The Malthusian doctrine has been attacked 
vigorously, and often bitterly, by laymen and 
by some economists, since the day it was pub¬ 
lished; and during his own lifetime Malthus 
was regarded as a sort of moral leper by some 
of the English churchmen. In 1848 the Ameri¬ 
can economist Henry C. Carey launched an 
attack on both the population doctrine and the 
law of diminishing returns. Influenced by the 
fact that he saw no excess of population and 
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no dire povi^ly in the United States, but on 
the contrary a rising standard of living as the 
populaticm increased, Carey came to die con¬ 
clusion that there was no law of diminishing 
returns, but rather a law of increasing returns 
as the peculation increases.” 

Other criticisms of the Malthusian doctrine 
would doubtless receive more general sanction 
today. Cannan has pointed out that Malthus 
put too much emphasis on food, as if it were 
the only element in subsistence. This was the 
natural attitude at a time when hunger and 
malnutrition were still common; but today we 
recognize that much more than food is neces« 
sary to subsistence, and that scarcity of food 
is much less to be feared than scarcity of some 
other things^lumber and petroleum, for in* 
stance. It has often been pointed out, too, that 
Malthus’s contrast of the geometrical progres¬ 
sion in population increase and the arithmeti¬ 
cal progression in subsistence increase assumes 
more mathematical exactness than the facts 
justify.® 

As far as the Malthusian doctrine related to 
conditions existing at that time and in earlier 
times, it was doubtless valid. The birth rate 
was almost everywhere very high. Adam Smith 
said (1776) that families of as many as twenty 
children, of which perhaps two survived, were 
not uncommon among the poorer people of 
Scotland. Kuezynski records average families 
of ten or twelve children in French Canada 250 
years ago, an average of six or seven children in 
the United States at the beginning of the nine¬ 
teenth century-—only a few years after Mal¬ 
thus wrote—and average families of seVen or 
eight children in the Ukraine in Russia as late 
as 1896-1897/ In new countries this birth rate 
did not bring vice and misery, but it did so 
in countries already well populated, or at any 
rate it tended to prevent improvement in liv¬ 
ing conditions. In the fourteenth century "the 
population of France had reached the approxi¬ 
mate maximum supportable by the then-l^wn 
agricultural technique”;® and the fact that the 
Black Death in 1348 brought a considerable 
improvement in the cmiditions of the laboring 
classes in England indicates that thet country 


• Henry C. Garey, The Past, Present and Future, 

• Cannan, Economic Scares, pp. 93-95. 

^ The Nation, November 4, 1931, pp. 485, 486. 

• M. M. Knight, H. E. Barnes, and F. Flugel, Economic ttkiory of Europe^ p. 194. 
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was suffering from the Malthusian principle, of land previously used to produce feed for 

The death rate was extr^ely high eveiy- horses. The result of this revolutionary devel- 

where^ more than half the children died in opment has been to make food products more 

infancy, and intermittent wars and famines plentiful and relatively cheaper than ever be¬ 

took a good share of the adult, men. There fore. 

were 600 recorded famines in Europe from For the United States as a whole, and for a 
AJ>. 6 to 1855. few of the more sparsely populated countries. 

The logic of history has to some extent re- overpopulation is not a present evil or an im- 

futed the gloomy predictions of Malthus. Dur- mediate danger; yet some parts of the United 

ing the century following the publication of his States are imquestionably suffering from excess 

on the Principle of Population wide areas of numbers. In certain sections of the South the 

of fertile land were opened to settlement in the population is too dense, relative to the quality 

Americas and Australia; new types of agricul- of the land and natural resources; many of the 

tural implements were invented, which en- farms are not only infertile but far too small 

abled farmers to increase their production to provide a good living for their operators; 

many-fold; and developments in steam trans- and the Malthusian results are in clear opera- 

port by land and sea, and later the develop- tion—poverty and malnutrition, such diseases 

ment of refrigeration, enabled the peoples of as hookworm, malaria, and trachoma, and a 

Europe to obtain the products of the rich new high death rate, particularly among children, 

lands at small cost. Millions of Europeans also In twenty Kentucky counties surveyed a few 

migrated to the new lands; the population of a years ago, the average farm was found to in- 

few European countries even declined for a elude only 77 acres, of which only one-fifth was 

time, and that of many other European coun- in crops—entirely too little land to support 

tries increased less than it otherwise would properly a family of 5.5 persons. And, as usual 

have done. Even in such countries as Germany, under such conditions, the birth rate was very 

where the population increase was very great, high. "Retarded development,as Lorimer and 

the standard of living rose generally during Osbom point out, "fosters the maintenance of 

the century. excessive fertility; and excessive fertility tends 

Toward the end of the nineteenth century to retard economic and cultural development.”® 
and during the early years of the twentieth, 

wh^n free land had practically disappeared in The evils of overpopulation 
the new countries, there was renewed appre- In most parts of the world the Malthusian 
hension about the world s food supply. The principle is in constant, unrelenting operation 
^liigh cost of living” was a common subject today. The population of the world is now 
fdr discussion; and while most economists about two billion; and of this total, at least 
agreed that it was largely due to monetary one-fourth live in abject want, misery, and 
causes, that it was merely a general rise in the degradation; at least another fourth live in 
price level, many people feared that our popu- pinching poverty, on the simplest food, often 
lation was in danger of outrunning our food insufBcient, with few or none of the comforts 
supply and that the dire results of the law of of life; another fourth also live in poverty, but 
diminishing returns were upon us. with a reasonable plenty of the plainest food 

About diis time, however, new forces were and a few of the simplest comforts; perhaps 
at work which were destined to postpone again another scant fourth may be said to live in 
the evil days predicted by Malthus; the most comfort, with adequate food of fair variety, 
important of these forces was the development with decent clothing, and in attractive houses, 
of the internal combustion engine in the auto- Certainly not more than one-fourth of the 
mobile^ truck, and tractor. This not only in- world’s inhabitants could be said to live in 
creased the eflBciency of farmers, and Of anything approaching what Americans <-hlnlr 

industry generally, but released for the pro- of as comfortable circumstances, 

duction of food for mankind millions of acres In such overpopulated countries as China 

• Frank Lorimer and Fred^ck Osbom, Dynamics of Population, p. 185; see also an article bv £ A 
Ross in New Republic, January 9,1924, 170 ff. . * 
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and India, not only are many people subject to 
chronic undernourishment, but frequent fam¬ 
ines take a horrible toll of human life. Between 
108 B.c. and a.d. 1911 there were 1828 fam¬ 
ines in China; and in 1920-1921, and again 
in 1928, millions of Chinese were reported 
starving as the result of several years of 
drought. In India, ten famines between 1860 
and 1900 are estimated to have resulted in 
fifteen million deaths. Terrible and dramatic 
as such catastrophes seem, they are of small 
consequence compared with the suffering that 
much larger numbers of people, half-starved 
and hopeless, end^ re all the time. The standard 
diet of the rural people of China includes prac¬ 
tically no meat, eggs, fish, or milk, and some¬ 
times not enough grain and vegetables; their 
chief concern is to get enough food to maintain 
life. Perhaps worst of all, even humane and 
sympathetic observers cannot help sensing the 
hopelessness of such a situation and the futility 
of relief measures, for people saved at such a 
time are saved only for a life of want, perhaps 
to be ended in another such famine a few years 
later. There is no real relief for a nation so 
overpopulated as China.^^ 

Maurice Hindus has drawn a similarly har¬ 
rowing picture of conditions in Russia before 
the Revolution. 

The brutal fact is that the Russian peasant has 
been starving. Try as hard as he might, he simply 
could not make both ends meet. Since about 1875, 
scarcely a year has passed but in some one or 
series of provinces hunger visited tlie peasant dis¬ 
tricts as regularly as snow, and lingered even 
longer. In 1891-1892 no less than thirty million 
peasants in the rich black soil region were stricken 
with famine, which resulted in the virtual extinc¬ 
tion of many villages. True, there was a crop 
failure in that region in the years mentioned. But 
even in years of abundant yields the average peas¬ 
ant did not have enough to eat, or else had to 
contrive to live on foods that did not possess the 
nutritive elements the body requires. In 1899, 1902 
and 1906, famines on a large scale again assailed 
many peasant districts, and devastated many vU- 
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kges* . . . Because of such living conditions dis¬ 
ease is rampant in the Russian village, and the 
death rate is appallingly high, more than twice 
that of the Unit^ States. Smallpox, typhoid, croup, 
diphtheria, dysentery, invade the Russian village 
with cruel regularity, and exact a heavy toll from 
the peasant population, especially from children.^^ 

A few years ago there was considerable dis¬ 
cussion as to yvhether England was not suffer¬ 
ing from overpopulation, and an o£Bcial British 
report in 1928 suggested that the loss of for¬ 
eign markets had so reduced the demand 
for English goods that the country could sup¬ 
port its former population only on a reduced 
standard of living. There may indeed be seri¬ 
ous doubt whether England will ever regain 
her nineteenth-century preeminence as the 
“workshop of the world*'; and it seems certain 
that the English people, like those of practi¬ 
cally every other country in Europe, could live 
better if there were not so many of them.^® 

The evil effects of overpopulation are not 
confined to the physical hardship resulting 
from it. People who are too poverty-stricken 
to enjoy physical comfort are usually subject 
to diseases, not only those caused by mal- 
nurtition, hard work, and exposure, but those 
contracted through lack of proper sanitary 
provisions; and the death rate is high, par¬ 
ticularly among babies and younger children. 
Figures covering the period 1934 to 1938 show 
the following death rate for babies under one 
year of age, per 1000 live births: 


New Zealand 

32 

Sweden 

44 

United States 

56 

England and Wales 

57 

Germany 

65 

Italy 

103 

Chile 

248 


The infant death rate is generally highest in 
those countries where the birth rate is highest; 
and as Taussig says, this “means simply that 
babies are brought into the world who can¬ 
not survive. It means suffering, with never a 
chance of a happy outcome. Those children 


A graphic picture of famine in China may be found in Pearl Buck’s The Good Earth, Katherine 
Mayo's MMer India, while not a fair picture of Indian life, contains much truth regarding the misery 
of the people of India. 

From Maurice Hindus, The Russian Peasant and the Revolution, pp. 19,139. By permission of Henry 
Holt and Company, publishers. 

N^'B^blic, September 5,1928, p. 66; M. M. Knight, H. E. Barnes, and F. FlUgel, Economic 
tory of Europe, p. 620; W. H. Beveridge, in Economic Journal, December, 1923, p, 447. 
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who do survlvd and grow to mature age must 
face low wages and hard conditions of life; 
yet tliey in their turn marry early and procreate 
freely. The round of misery goes on without 
ceasing."^® 

Where the disease and death rates are high, 
people are often hard, brutal, and mean, with 
scant consideration for human suffering, or 
even for life itself. A famous traveler tells of 
CShinamen laughing at the sight of a man dis¬ 
emboweled by the wheels of a heavy cart; and 
of course China has long been the land of 
frightful tortures, probably not because of any 
natural cruelty on the part of the people, but 
because people who suffer much themselves 
and see suffering constantly about them can 
hardly develop a sensitive attitude toward it. 

With dire poverty go not only suffering and 
callousness to suffering, but dirt and filth, and 
indifference to them. The cleanliness which is 
next to godliness is an expensive luxury, avail¬ 
able to only a small proportion of the people 
of the world. It is true that some poverty- 
stricken people, as for instance those of Japan, 
maintain a generally high standard of cleanli¬ 
ness, but only with great effort and sacrifice. 
Clean clothes, bathtubs and clean water for 
bathing, clean food, and even soap are too ex¬ 
pensive to be available to the over-crowded 
masses of China or India, or to many of the 
people of Europe. Even in America many are 
too poor to enjoy the luxury of being clean. 

Overpopulation and wars 

It is often assumed that overpopulation is a 
very important cause of war, but perhaps it 
is more important as an excuse than as a cause. 
Germany, Japan, and Italy, the worst aggres¬ 
sors in recent years, are indeed densely popu¬ 
lated, and they continually harp on their need 
for more room; but they are not more densely 
populated than most other countries in Europe 
and Asia. It is probably true that if these coun¬ 
tries had populations half as large as they now 
have they would be less bellicose, but this 
would be quite as much because they would 
not be so strong as because they were less in 
need of room. Small countries, like small boys, 
do not dare to be bullies. To the extent that a 
dense population contributes to military power 
it is doubtless a cause of wars. 


Unfortunately the policy of imperialism is 
likely to bring little relief from overpopulation. 
Italy, for instance, with her program of military 
aggression, tried to raise the birth rate by 
propaganda, prizes, bounties, and benefits for 
large families, and by special taxes on unmar¬ 
ried men and women. Such efforts are not 
likely to be very effective, but to the extent 
that they are they bring the very evils that the 
coveted colonies were designed to prevent. 
Even if the military adventures should be suc¬ 
cessful, it is usually not possible to induce 
enough people to migrate to relieve the con¬ 
gestion at home appreciably. The experience 
of Japan indicates that such migration has to 
be organized as a government enterprise and 
financed by the government, and tiiat it is 
expensive. Capital must be exported with the 
laborers in order that they may be able to 
establish themselves, and it is altogether prob¬ 
able that the export of capital will have to be 
relatively greater than the export of people, 
which means that the home coimtry will be in 
a worse plight than before. Japan has never 
succeeded in inducing any significant number 
of people to emigrate to Formosa, Korea, or 
Manchuria. England had a desperate unem¬ 
ployment situation for more than a decade, yet 
was unable to induce any considerable number 
of her unemployed to migrate to her colonial 
or Dominion territories. 

Differences in the birth rates of various 
countries have sometimes caused anxiety in 
countries with low rates. During the period 
of German imperialist expansion in the second 
half of the nineteenth century, many French¬ 
men looked anxiously across the hills of Alsace 
and Lorraine at the teeming population of 
Germany, fearful of the military catastrophe 
which was finally to overtake them, and the 
French government adopted measures de¬ 
signed to raise the birth rate: prohibition of 
public discussion of birth control, annual 
bonuses for each child after the second, and 
"family allowances”-—annual payments to gov¬ 
ernment employees on the basis of the number 
of children. There is some evidence that these 
various measures, reinforced by patriotic and 
religious appeals, were not entirely ineffective, 
for the French birth rate did for a time cease 
declining; yet Spengler is of the opinion that 


F. W. Taussig, Principles of Economics, 4th ed., voL li, p. 265. 
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France* and probably some other nations of Russians, and other eastern peoples out of wide 
western Europe, face a gradually declining areas of land in order to settle Germans there, 
population—‘depopulation," as he boldly In that case there might have been a great 
puts it.^* increase in her population. But with the loss 

Since 1900, and particularly since the First of the war it is likely that her birth rate will 
World War, the birth rate in Germany has fall again. This is the general tendency in 
fallen rapidly, much to the consternation of highly industrialized and urbanized nations, 
some of her military-minded leaders who saw and Germany will be a land of poverty and 
as a future threat the spawning millions of hopelessness for some years, as will also japan. 
Russia, Poland, and some of the Balkan states There is some cheer in the fact that the 
to the east. It has even been suggested that birth rates of all enlightened countries have 
Hitler started the Second World War when he declined. In some countries the decline set in 
did because he foresaw a time when the coun- more than fifty years ago. The population of 
tries east of him, particularly Russia, would France increased only a little between 1840 
become more powerful than Germany, simply and the end of the century, which suggests that 
through weight of numbers. the birth rate was doubtless declining before 

If present European birth rates are main- the middle of the century. The “effective fer- 
tained for a considerable time, the population tility” of the United States began to decrease 
map of that continent will change greatly, almost from the very founding of the nation. 
With the present rates, most of the countries first in the industrial North Atlantic states, 
of western Europe would not only cease to and later in the rest of the coimtry. According 
grow but would presently begin to decline, to estimates of Willcox, the “proportion of 
whereas the population of Russia, with an children under 5 years of age to 1000 women 
annual increase almost equal to that of all 16 to 44 years of age" declined from 976 in 
other European countries, would almost dou- 1810 to 407 in 1930.'® Even in such countries 
ble in fifty years. It is conceivable that within as Russia, Japan, and Italy, the birth rate has 
the next century, or perhaps even half a cen- fallen appreciably in recent years. In practi- 
try, the populations of England, France, and cally all countries this decline has been ac- 
Germany might fall to 30 millions each, or less, companied by a drop in the death rate, par- 
while that of Russia might reach 300 millions, ticularly that of children. In the United States 
or even more. In that case Russia would prob- the infant mortality rate per 1000 live births 
ably be the only great European power. If fell from 99.9 in 1915 to 45 in 1941. 

Germany had won the Second World War she There are various reasons for the decline 
might have swept the Poles, Czechs, Serbians, in the birth rate. With the growing urbaniza- 

Joseph J. Spengler, France Faces Depopulation; Frank Lorimer and Frederick Osborn, Dynamics of 
Population, pp. 301, 302. 

Walter F. Willcox, Studies in American Demography, p. 267. His table is worth quoting: 

Proportion of Children Under 5 
Years of Age to 1000 Women 
16 to 44 Years of Age 


Date 


1810 

976 

1820 

928 

1830 

877 

1840 

835 

1850 

699 

1860 

714 

1870 

649 

1880 

635 

1890 

554 

1900 

541 

1910 

508 

1920 

489 

1930 

407 
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of the X>eop]e there have been a general agencies, such as schools, hospitals, museums, 
rise in the age of marriage and an increase in theaters, and musical organizations. It is not 

tihe proportion of the people who never many, at all certain that the people of the United 

Probably more important is the spread of the States would live better if the population were 

practice of birth control. At various times in smaller. 

history mankind has employed difiFerent meth- As far as food for the people is concerned, 

ods of keeping down ntimbers when necessary there need be little concern for the indefinite 

the killing of the old and infirm, infanticide, future, even if our population should increase 

particularly of girl babies and weaklings, even greatly. There will be food enough, of health- 

cannibalism occasionally, abortion, enforced ful character and of excellent variety. By sub- 

celibacy', and finally birth control. A gradual stituting to some extent such foods as milk, 

humanization and refinement of this process cheese, nuts, vegetables, and fruits for meat, 

are observable here, although abortion is still we could easily double our food supply with- 

practiced, and some of the cruder methods of out reducing the healthfulness of our diet. We 

population control are still in use by primitive could exchange some of our products for cer- 

peoples. tain tropical products, such as copra, bananas, 

and cassava, and so tap an almost limitless 
The future population of the United States supply of good foods. We are already doing 
Our total population is still increasing, but some of these things. It seems likely, further- 

the percentage of increase has been falling; more, that chemists will find food substitutes 

some authorities believe that the population and ways of economizing on our scarcer foods, 

will become stationary within a few decades, or even means of making human food from 

and a fetv even predict that it will then decline, inorganic substances. Only a rash man would 

Such a situation would give many American set limits to the achievements of chemistry. 

‘lxx)sters” a terrible headache, but there is no And finally, we can greatly increase the pro¬ 
reason why a slightly declining population ductivity of our land by more scientific fer- 

should be considered a national calamity. No tilization and cultivation. Our food problem 

matter what the future popiolation of the coun- would not be serious, even with a population 

try, the age distribution will change. There of 200 million or more. 

will be fewer children and more middle-aged As to clothing, somewhat the same may be 

and old people than at present, and a greater said. We could produce much more cotton 

demand for old-age pensions.^® than we have produced in the past, and we 

have usually exported about half our produc- 
Optimum population tion. We could make more of our cotton into 

There has been considerable discussion of rayon, silk we have always imported anyhow, 

what is termed the "optimum population" for and nylon and other chemical fabrics will 

the United States, this term referring to the be more plentiful. We have never produced 

density of population that will yield the largest enough wool for domestic requirements, and 

per capita production. It might seem at first hence should have to increase our imports— 

thought that this would be a sparse popula- which would call for increased exports of 

tion, since the fewer people there are in a something else. It would not be difficult to 

given area, the more natural resources per clothe a considerably larger population than 

capita they have at their disposal. Such a we now have. 

sparse population would, however, lack to As to housing, the situation is perhaps a little 
some extent the advantages that come with less cheering; yet for some time to come we 

population density: some goods that can be could house a considerably larger population 

made cheaply only for a very large market; without diflSculty. Cutting each year five or six 

some transportation facilities which could not times our annual growth of timber, we face a 

be operated profitably for a much smaller scarcity of lumber within a few decades, even 

population; some cultural and recreational with our present population; but we can make 

See an article by Joseph J. Spengler, New Republic, Sq[>tember 3, 1930. p. 61. 
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brick and cement as long as we have coal. 
The metal for plumbing and heating will be 
available as long as our ores hold out. Shingles 
can be made from a wide variety of materials 
in practically any amount. 

With respect to some of the other necessities, 
comforts, and luxuries of life, we must take a 
somewhat di£Ferent view. Could we supply 
gasoline and natural gas, automobiles and rail¬ 
roads, for a population of 200 million? For a 
time we probably could, but we would of 
course exhaust our resources sooner. 

Thus in conclusion we may say that although 
in most of the Wf^dd the Malthusian principle 
is in operation, and overpopulation is a cause 
of much poverty and misery, in the United 
States as a whole we need not fear such a con¬ 
dition for any predictable future. 

The quality of the population 

For the United States, the concern must be 
for the quality rather than the quantity of the 
population. If die people are to enjoy a high 
standard of living, the quality of the popula¬ 
tion must be high—^physically, mentally, and 
morally. There has been much apprehension 
on this point. Many writers have expressed 
alarm at what they regarded as the inevitable 
decline of the quality of the people because of 
the influx of "inferior” races and peoples and 
the high birth rates of some of these and of the 
"unfit” classes in general. 

Ours a heterogeneous population 

The population of the United States in¬ 
cludes immigrants and descendants of immi¬ 
grants from many different countries and of 
many different races. Great Britain, Ireland, 
Germany, and the Netherlands have contrib¬ 
uted nearly 75 per cent of our present white 
population. Great Britain gready predominat¬ 
ing. Poland has contributed slighdy over 4 per 
cent, Italy less than 4 per cent, Norway and 
Sweden together less than 4 per cent, and 
France, Czechoslovakia, and Russia somewhat 
less than 2 per cent of our total white popula¬ 
tion. The French influence has been somewhat 
augmented in recent years by a considerable 
immigration from French Canada, and in 1930 
French Canadians constituted 14 per cent of 
the total foreign-bom population of New Eng¬ 
land. In 1940 the total foreign-bom white pop¬ 
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ulation of the United States was nearly 11.5 
million, or 8.7 per cent of our total poptdadon. 
It is estimated that there are more than 4 mil¬ 
lion Jews in this country, comprising 3.58 per 
cent of the entire population. The Jewish peo¬ 
ple are mainly city dwellers; they make up 
nearly 30 per cent of the population of New 
York City, and 11 per cent of that of all cities 
of 100,000 or over. Their influence in business, 
as in the fine arts and in most lines of intellec¬ 
tual achievement, is out of proportion to their 
numbers. 

The Mexican population in the United 
States has been increasing so rapidly in recent 
years as to cause considerable concern. There 
were 700,000 Mexicans in the country in 1920, 
and ten years later this had increased to 1,400,- 
000, the increase coming partly from immi¬ 
gration and partly from a high birth rate. The 
Mexicans have aroused less hostility than the 
Orientals, especially the Chinese and Japa¬ 
nese, because they have not generally aspired 
to landownership or to leadership in business; 
but no one who has studied recent agricul¬ 
tural tendencies in the West and Southwest 
can escape the belief that a serious population 
problem is developing there. Many of the beet 
sugar growers use mostly Mexican laborers to 
cultivate the fields. 

The Orientals, who have caused so much 
public discussion and international friction, 
constitute altogether only one-half of one per 
cent of the population, but their habit of sav¬ 
ing money and buying land has brought the 
active hostility of the whites, particularly in 
California, and their high birth rate suggests 
that they may become a more important ele¬ 
ment in the future population. 

Negroes present the most serious race prob¬ 
lem now facing the people of the United 
States. It is true that Negroes constitute a de¬ 
clining percentage of the total population— 
19.3 per cent in 1790, 14.1 per cent in 1860, 
and 9.1 per cent in 1940; but, although effi¬ 
cient workers, they are the victims of a strong 
race prejudice which generally prevents them 
from following any but the most menial call¬ 
ings. Greatly outnumbering the whites in some 
parts of the South, they are usually prohibited 
from voting there, often from acquiring an 
education; and any advance econcWcally or 
culturally is viewed with apprehensmn and 
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distrust by die roUto^ ^vliltes. In recent years 
many Negroes have migrated to the northern 
oities where wages are higher, but there the 
tiOM perplexing race issues arise. 

Most the foreign races and stodcs in the 
United States have higher birth rates than do 
native Americans. The number of children un¬ 
der S years of age per 1000 women aged 20 
to 44 for differait races in the United States 
has been estimated for 1930 as follows: 


"White 

481 

Negro 

497 

Mexican 

906 

Indian 

924 

Chinese 

1051 

Japanese 

824 

Filipino 

1090 


In 1940, the birth rate per 1000 females was 
51.0 for whites and 60.4 for all other races, 
and the infant mortality rates were also higher 
for all other races—^73.8, as against 43.2 for 
whites, per 1000 live births. The birth rate 
has as a rule been highest among the people 
who came from agricultural countries, and 
among Catholics, as for instance French Cana¬ 
dians and Italians. Present conditions of liv¬ 
ing, however, seem more important than eth¬ 
nic origin or remote national background in 
determining the size of families.^^ For most 
foreign-bom peoples the birth rate tends to 
decline, with longer residence in this country, 
toward the level of the community in which 
they find themselves. This long-run tendency 
is of course more important than the birth rate 
of the first generation of foreign-bom who be¬ 
come "native” in the second generation. 

The notion of race superiority 

The United States is a great racial melting 
pot, and one of the first questions to arise is 
whether, irrespective of the quality of races, 
a mixture of different ones is likely to produce 
a strong race or a mongrel race of inferior 
quality, perhaps inferior to both parent races. 
Animd breeders rely largely upon purity of 
stocks; the better breeds of animals are the re¬ 
sult of careful inbreeding. Some eugenists in¬ 
sist that the same principle should apply to 
people, diat the pure races of humans are the 


best, and that the American melting pot can 
only bring forth an infarior racial amalgama¬ 
tion. Unfortunately for this argument, it ap¬ 
pears that there is no really pure race. Even 
the Jews have many strains of blood in their 
veins. 

The question of racial superiority is fraught 
with grave uncertainties. There is the initial 
difficulty of choosing standards of excellence. 
The English have contributed greatly to hu¬ 
man civilization through their colonizing enter¬ 
prise and their business leadership; but the 
Germans and Italians have made vastly greater 
contributions to some of the fine arts, particu¬ 
larly music. Some Americans who are largely 
of Anglo-Saxon blood have a somewhat con¬ 
temptuous attitude toward Mexicans; yet a 
few American cities which have a considerable 
population of Mexicans, as for instance San 
Antonio, are delightful places in which to live. 
The civilization of Mexico has a fine quality of 
its own. Negroes are not so well adapted to an 
industrial civilization as the white race, but 
they have a carefree cheerfulness \mder ad¬ 
verse circumstances, a spontaneous gaiety, a 
genuine love for the simpler forms of music, 
and superior histrionic talent, as yet largely 
undeveloped. In general, intelligent men do 
not talk much about race superiority. 

The tendency of modern thought is to em¬ 
phasize environmental influences more, and 
natural racial differences less, than formerly. 
A savage in his harsh natural environment in 
Africa, the Negro often achieves high distinc¬ 
tion in our American universities, in spite of 
poor home surroundings and economic status. 
No one knows just how much talent the black 
race might develop if it could be given the 
most favorable physical and cultural environ¬ 
ment. Franz Boas at any rate is of the opinion 
that it cannot be shown that any race is, on 
account of its hereditary character, unable to 
participate in any one of the existing civiliza¬ 
tions; and Lorimer and Osborn consider it 
"wise absolutely to reserve judgment about 
the comparative hereditary capacities of large 
racial groups.”^® 

Even if we discard all notions of race su¬ 
periority, we may well believe that the heter¬ 
ogeneity of racid atocks in the United States 


Frank Lorimer and Frederick Osborn, Dynamics of Population, pp. 43, 50, 53. 
^ Ibid,, p. 252. 



POPULATION 


is in some respects unfortunate* In the first 
place, some of the alien races in America are 
slow to be assimilated. The Germans, Irish, 
and Scandinavians of our earlier immigration 
soon adopted the language and manners of the 
new coimtry, married into American families, 
and largefy lost their racial identity; but more 
recent types of immigrants, such as die Russian 
Jews, Italians, and Mexicans, have been very 
slow to be assimilated. They form colonies in 
which they speak their own language, read 
their own newspapers, and hang rather tena¬ 
ciously to their own customs. From some 
points of view t! ’s is of course unfortunate, 
although Abraham Flexner points out that the 
preservation of the cultures of these racial 
groups lends variety to our cultural landscape. 

In the second place, the problems of gov¬ 
ernment are no doubt complicated by the ra¬ 
cial heterogeneity in this coimtry. With so 
many different nationalities and ideals repre¬ 
sented, it is more difficult to work out policies 
that will be generally satisfactory to the peo¬ 
ple. In such a country as Sweden, where the 
people are more homogeneous, there is likely 
to be more unity, less internal dissension, than 
in a heterogeneous population like that of the 
United States; governmental problems are 
simpler and more people can be satisfied with 
any given policy because their ideals are some¬ 
what the same. 

In the third place, and more immediately 
important, many of our immigrants, largely of 
the laboring class and accustomed to the low 
wage scale of foreign countries, work for less, 
at least for a generation, than American labor 
is accustomed to, and so tend to beat down 
wages; and these workers are often difficult to 
unionize. They compete with native labor not 
on the basis of efficiency but on the basis of 
standards of living, and their influence is gen¬ 
erally to reduce the standard of living of 
American labor. It might seem that this reduc¬ 
tion would be to some extent compensated for 
by a reduction in the population of the parent 
country and by a rise in wages there; but prob¬ 
ably there is little of such compensatory effect 
abroad, because the high bii^ rate in the 
home country promptly makes up the scarcity 
of labor there. It is doubtful if wages in Italy 
are appreciably higher than they would have 
been if that coimtry had not lost the swarms 
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of laborers who migrated to the United 
States. 

The problem of *‘race deterioration” 

The quality of the American “race” is often 
thought to be deteriorating, not only because 
of the influx and high birth rate of alien races 
and peoples but because of the high birth rate 
of the “unfit” classes within our country. Sta¬ 
tistics of many investigators tend to show that 
the birth rate is generally higner for the poor 
than for the well-to-do and rich, hi^er for un¬ 
educated than for educated classes, higher for 
those of low intelligence than for those of 
higher intelligence. Some students believe that 
as a nation we are breeding from our culls. 

That the poor tend to have large families 
has been observed often since the time of 
Adam Smith. There is evidence that in Lon¬ 
don, at least as early as 1851, the size of fam¬ 
ily varied inversely with income; indeed, a 
few years earlier than this, John Stuart Mill 
noted that prudential restriction of family size 
was practiced more by the middle classes and 
skilled artisans than by the common laborers. 
Almost everywhere in the United States, it ap' 
pears that large families go with small incomes, 
small houses or apartments, and small cars. 
One study indicates the same general situation 
in rural communities, farm laborers having 
larger families than tenants, and tenants larger 
families than farm owners; but it is doubtful 
if the difference here is great enough to be 
significant. 

Just what are or will be the effects of these 
birth rate differentials on the quality of the 
American population is a question of possible 
importance. If we grant that economic income, 
financial competence, is an indication of natu¬ 
ral intelligence, there can be litde doubt that 
the race is undergoing progressive intellectual 
deterioration; but there may be some doubt as 
to the extent that economic income is indica¬ 
tive of natural intelligence. That the upper 
classes are somewhat larger physically and 
have greater vitality is generally conceded, 
and some careful students are convinced that 
they are superior mentally. 

Certainly it is unfortunate diat the dasses 
which are least able to bear the expense of 
rearing and educating children should have 
the most offspring, for this means a heevy bur- 
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den bn the parents, and usually a hi^ death 
rate and poor training and education for their 
children; while the well-to-do and rich, on the 
other hand^ are able to pamper their few oflF- 
isprihg to their detriment. As long as the diflEer- 
ence hi birth rates persists, social classes tend 
eonst^tly to pull further apart. 

It is worth noting that in some European 
cdties Ais birA-rate differential has been re¬ 
versed in recent years—^in Stockholm, Rotter¬ 
dam, Glasgow, in Berlin, Dresden, and several 
oAer 'German cities before Ae Nazi regime- 
while in Paris, Hamburg, Edinburgh, and Lon¬ 
don it is diminishing, although still large. A 
possible reason for this may be Ae fact Aat 
in many European coimtries, until the advent 
of the Fascist dictatorships, there was no law 
against the teaching of birA control.^® 

Perhaps more disturbing Aan Ae adverse 
correlation of wealth and birth rate is Ae ad¬ 
verse correlation between education and Ae 
birth rate. The fact that graduates of many 
colleges have an average of less than two chil¬ 
dren each has often been noted. The average 
number of chilAen for women college gradu¬ 
ates, according to one study, was 1.67. Vari¬ 
ous reliable studies have shown that Ae per¬ 
centage of college women who never marry 
ranges from 50 per cent or less to about 75 
per cent. A study made by Mary Roberts Smith 
inAcates Aat women college graduates marry 
two years later Aan relatives in Ae non-col- 
lege group, alAough Aeir fertility rate after 
marriage was no lower; and in recent years it 
appears Aat Acre has been a marked increase 
in Aeir marriage rate and fertility. A study of 
the men and women in Who*s Who in America, 
most of whom attended college, shows an av¬ 
erage family of slightly over two children. The 
professional classes have, on Ae whole, Ae 
lowest birA rate of all. 

It would be easy to exaggerate Ae signifi¬ 
cance of such figures. College attendance in 
Ae United States is largely a form of social 
activity, and it is generaUy Aose in Ae upper 
social classes who participate in it—^people 
who would have a low birA rate anyhow. 
WiAin Ais class, however, it is Ae most alert 
and intelligent who try to secure an education; 
and in coUege Aey usually develop a few in¬ 


tellectual interests and new attitudes toward 
all human affairs, some of which are incom¬ 
patible with marriage and Ae rearing of fam¬ 
ilies. 

There is other evidence, however, of an ad¬ 
verse correlation between intelligence and fe- 
cunAty. Lorimer and Osborn cite a number of 
studies, all of which reveal a definite adverse 
correlation between intelligence—^the psychol¬ 
ogist's LQ.—^and size of family; and Haggerty 
and Nash, in one of Ae stuAes cited, conclude 
that Aere is an unmistakable tendency toward 
a “gradual lowering of Ae average cultural- 
intellectual level of the American people, as an 
effect of present reproduction trends among 
different social groups.” Mental tests are prob¬ 
ably less reliable indices of natural intelligence 
than some psychologists assume, and measure 
environmental influences rather than heredi¬ 
tary qualities; yet Aere is no doubt that men¬ 
tal ability and mental weakness are likely to 
be inherited. In his study of 1000 highly gifted 
chilAen in California, Terman found that one 
out of every 25 was in some way related to a 
member of America's Hall of Fame. A few 
families in New England have played impor¬ 
tant parts in the intellectual life of that sec¬ 
tion for generations. 

It may be that Ae higher intelligence which 
appears in small families is the result of the 
better care which children in the small-family 
group receive, raAer than an indication of 
better hereAtary endowment; but the conclu¬ 
sions arrived at by Haggerty and Nash are in 
line wiA common reasoning. Herbert Spen¬ 
cer's suggestion Aat there is a natural antip- 
aAy between intelligence and fecundity seems 
reasonable. A man of intelligent and inquiring 
mind, one who is interested in all sorts of 
things—^literature, history, philosophy, eco¬ 
nomics, drama, music, and the fine arts—one 
who loves to study and travel, can harAy be 
as much interested in Ae biological functions 
of begetting and rearing chilAen as a man of 
lesser intelligence wiA none of Aese oAer in¬ 
terests. Even if Ae intellectual man were 
equally interested in rearing a family, he 
would probably many later and have fewer 
chilAen, because maniage and chilAen inter¬ 
fere wiA most intellectual pursuits; and he 
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would probably compromise somewhere be¬ 
tween children and study, as indeed he usu¬ 
ally does. Two children are about "standard 
equipment” in the homes of professional men. 
The less intelligent man has less need for such 
compromise. For women, this principle would 
seem to work even more rigorously, for family 
responsibilities interfere more with the outside 
interests of women than of men. The choice 
whidi many able women must make between 
home and career need not be made by those 
whose capabilities are such that a career is im¬ 
possible. 

Following this g meral line of reasoning, we 
might logically arrive at the conclusion that 
intelligence, wherever it appears, tends to be 
eliminated and that stupidity and mediocrity 
shall inherit the earth if we wait long enough, 
but we might have to wait a long time. 

Comparison of rural and urban birth rates 
lends no cheer to the picture. The birth rate 
declines from farms through villages and small 
towns to large cities. Perhaps worst of all, the 
highest fertility is found in large rural groups 
whose economic status is already low. The 
population of the cities would decline rather 
rapidly were it not for the steady streams of 
fresh blood from the farms. Apparently this 
has been true of large cities since the time of 
ancient Rome. 

It may be important to know what kinds of 
people leave the farms and go to the cities, 
where they tend to become "sterilized.” If it 
is the people of the highest native capacity, it 
means that the rural exodus to cities involves 
the sterilization of the best blood we have, and 
the breeding of our future stock from the 
lower-grade individuals who remain. It is un¬ 
safe to generalize dogmatically on tliis point, 
but there is reason to believe that, along with 
a reckless element unfitted for the steady and 
undramatic work of the farm, the ones who 
leave include many of the ablest, most intelli¬ 
gent, and most enterprising of the rural popu¬ 
lation. There is evidence enough to give some 
pertinence to Carver's warning: "No other 
problem is even second in importance to that 
of maintaining the native quality of the rural 
population. The rural districts are the seed bed 
from which even the cities are stocked with 
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people. Upon the character of this stock, more 
than upon anything else, does the greatness of 
a nation and the quality of its civil^tion ulti¬ 
mately depend. If the native vigor, physical 
and mental, of the people should decline, noth¬ 
ing could save its civilization from decay 

Rural overpopulation 

Regardless of its effect on our racial quality, 
the high rural birth rate has unfortunate eoo- 
nomic consequences about which there can be 
no dispute. An excess of farmers inevitably 
means low farm incomes which will persist as 
long as there are too many people on the 
farms. The average money income of farmers 
is normally only a little over half that of city 
dwellers, and the large families of farmers im¬ 
pose a considerable economic burden, in spite 
of the fact that the children usually work and 
partly earn their own way. Farmers have mwe 
than their share of the task of rearing and edu¬ 
cating the next generation, and with their 
small incomes and poor educational and cul¬ 
tural facilities they can do only an indifferent 
job of it. Farm people spend millions rearing 
and educating children who finally go to large 
cities to do their productive work. They are in 
the position of making expensive gifts to the 
cities in the form of diousands of able young 
men and women, many of them well trained 
and ready to go to work. It is not surprising 
that farmers are not generally very prosperous. 
There is some cheer in the fact diat the birth 
rate in most farm regions is declining, but it is 
still much higher than that of the cities. 

George Bernard Shaw on the birth rate of 

the poor 

On fhe attitude of the upper classes toward 
the birth rate of the poor, George Bernard 
Shaw has written with wit, if perhaps too much 
eloquence: 

But indeed the more you degrade the workers, 
robbing them of all artistic enjoyment, and all 
chance of respect and admiration from their fel¬ 
lows, the more you throw them back, reckless, on 
the one pleasure and the one human tie left to 
them—^the gratification of their instinct for pro¬ 
ducing fresh supplies of men. You will aj^laud this 
instinct as divine until at last the excessive suf^ly 


20 T. N. Carver, Principles of Rural Economics, p. 334. 
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becomes a nuisance; tihen comes a plague of men; 
and you suddenly discover that the instinct is 
diabolic and set up a cry of “over population.” 
But your slaves are beyond caring for your cries: 
they breed like rabbits: and their poverty breeds 
filthy ugliness, dishonesty, disease, obscenity, 
drunkenness, and murder. In the midst of the 
riches which their labor piles up for you, their 
misery rises up too and st^es you. You withdraw 
in disgust to the other end of the town from them; 
yea appoint special carriages on your railways and 
spedal seats in your churches and theatres for 
diem; you set your life apart from theirs by every 
class barrier you can devise; and yet they swarm 
about you still: your face gets stamped with your 
habitu^ loathing and suspicion of them: your ears 
get so filled with the language of the vilest of 
Aem that you break into it when you lose your 
self-control: they poison your life as remorselessly 
as you have sacrificed theirs heartlessly. You begin 
to believe intensely in the devil. Then comes the 
terr(»r of their revolting; the drilling and arming 
of bodies of them to keep down the rest; the 
prison, the hospital, paroxysms of frantic coercion, 
followed by paroxysms of frantic charity. And in 
the meantime the population continues to increase. 

Eugenics 

Eugenists not only would permit the dis¬ 
semination of knowledge of birth control, but 
some of them urge various measures to stop 
what they regard as the progressive deteriora¬ 
tion of the racial stock, or offer proposals for 
breeding a superior race of men. Aside from 
the fact that a taint of class snobbery under¬ 
lies some of the solicitude for the future of the 
“superior” classes and the fear of the coming 
inimdation by the inferior “riffraff,” there are 
a number of objections to the more radical eu¬ 
genic proposals, such, for instance, as steriliza¬ 
tion of some of the lower classes, or the pro¬ 
hibiting of marriage for those on the lowest 
economic level. In the first place, the more 
radical eugenists exaggerate the seriousness of 
the trend. It is quite true that the poor and 
the illiterate multiply more rapidly than the 
rich and the educated; but there are other fac¬ 
tors that modify the gravity of our situation. 
The recc^rds of such spawning morons as the 


Kallikaks and the Jukes are often cited as char¬ 
acteristic of the feeble-minded; but it has not 
been proved that the character of these peo¬ 
ple was altogether the result of bad heredity. 
It is not certain that the feeble-minded mul¬ 
tiply more rapidly than normal persons. Their 
birth rate is higher, but their death rate is also 
higher—^several times as high,^^ 

In the second place, the relative roles played 
by heredity and environment are not very well 
understood, and the more radical eugenists us¬ 
ually fail to appreciate all the complexities and 
uncertainties in the problem. Apparently infe¬ 
rior parents may have a superior child, and 
superior parents may have an inferior child; 
very brilliant or very stupid children may be 
bom in families where nothing that can be de¬ 
tected in the character of either parent or of 
near relatives can account for this fact. Ac¬ 
cording to one authority, for every feeble¬ 
minded person there are some thirty normal 
individuals who carry one of the genes for 
mental deficiency, that is, who may be called 
“carriers” of feeble-mindedness. And only 
about 11 per cent of the feeble-minded come 
from the feeble-minded of the preceding gen¬ 
eration; the other 89 per cent come from nor¬ 
mal “carriers” of the weakness. Therefore steri¬ 
lization of the feeble-minded would eliminate 
only 11 per cent of the defective in the next 
generation.^^ 

Even if we could wish these difficulties 
away, another would emerge. On what basis 
should we select our future stock? What qual¬ 
ities should be preserved and developed? The 
livestock breeder knows what he wants, and 
it is a perfectly objective quality—^beef or milk 
production in cattle, mutton or wool in sheep, 
lard or bacon in hogs—and fortunately for the 
breeder, animals do not have votes. Further¬ 
more, as Clarence Darrow once pointed out, 
man never bred an animal that could stand 
competition with those produced by natural 
selection. In the struggle for survival the razor- 
back hog would be far superior to the Berk¬ 
shire, however much man might prefer the 
latter.^® Are physical qualities in man impor- 


^ Ccxmmittee of the American Neurological Association for the Investigation of Eugenical Sterilization, 
Eugenic SteriUzaHan: A Reorientation of the Problem, 1936. On the environmental situation of the Kalli* 

. kaks and Jukes, see O. M. Mehus, “Crime—^A Community Responsibfiity,” Northwest Missouri State 
Teachers College Studies, vol. iff, no. 1, 1939. 

** H. S. Jennings, The Bidogteal Basis of Human Nature, 

^American Mercury, June, 1926, pp. 129 ff. 
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tant enough to serve as the standard? And if 
so, should we seek tallness, or hardiness, or 
merely good general health? Healthy men and 
women are doubtless to be preferred to sicMy 
ones, other qualities being die same; yet it is 
conceivable diat we might breed a stock with 
superior physical qualities but without intel¬ 
lectual distinction. Not a few of the greatest 
intellects have functioned in weak bodies. Hit¬ 
ler is reported to have conceived a grandiose 
scheme of race improvement through encour¬ 
agement of childbearing by the fit and sterili¬ 
zation of the unfit; but one shudders at the 
thought of the "superior race” that would rep¬ 
resent his ideal. 

If we use an intellectual standard in selec¬ 
tion, what qualities should we seek? Should it 
be business sagacity, balanced judgment, or 
more emotional qualities? Any eugenic pro¬ 
gram which aimed at the selection of the eco¬ 
nomically fit, such as Carver s scheme for pro¬ 
hibiting marriage for anyone earning less than 
five dollars a day, might tend to produce a 
race with business judgment, but perhaps lit¬ 
tle else. Jesus, Gandhi, Shelley, Schubert, and 
a vast army of the greatest spirits of all time 
would be termed ‘unfit” in such a scheme. 
Much of the highest type of creative work is 
done by men who have no interest in money. 
Even the selection of people with sane, well- 
balanced minds might eliminate some of the 
greatest geniuses, because the line between 
insanity and genius Is sometimes diflScult to 
draw. Many of our greatest artists, poets, and 
musicians have been badly balanced men¬ 
tally. 

Some of the more modest proposals of the 
eugenists will meet with general approval: 
sterilization of idiots, imbeciles, and perhaps 
of certain types of epileptics and criminals. 
There are about a million feeble-minded per¬ 
sons in the United States, and nearly half as 
many insane and epileptics; and many of these, 
at least, should be prevented from begetting 
their kind. A sterilization policy like this should 
be accompanied by such changes in our eco¬ 
nomic life as would make it possible for indi¬ 
viduals of exceptional promise to marry at an 
earlier age and rear families. The specific meas¬ 
ures that are necessary to accomplish such a 
program, however, are outside the scope of this 
book. 
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Planes of living and the character of the 
population 

Turning now to the influence of planes of 
living on the character of the population, we 
find ourselves on more solid ^und than we 
have been treading in our discussion of heredi¬ 
tary influences. Food, clothing, shelter, recrea¬ 
tion, and education—^these factors have much 
to do with the productive eflBciency of the peo¬ 
ple. The United States is relatively fortunate 
with respect to all of these. Most Americans 
have plenty of food, such as it is; most of them 
are fairly well clothed; and the houses in which 
the majority of them live are more comfortable 
than can be found in most other countries. 
With our thousands of movie houses and mil¬ 
lions of cars, we probably have recreational 
facilities equal to those of any other people, 
at any rate if high-power drama and rapid 
transportation are to be regarded as the best 
sort of recreation; and a higher proportion of 
our children and young men and women are 
in school than is true of almost any other na¬ 
tion. 

Yet there is no justification for complacency. 
It is true that standards of living are “rela¬ 
tive”; they are viewed from the perspective of 
time and cannot be appraised by any absolute 
standard. Many of the “poor*' of today, even 
some who are on relief, eat better food and 
live in more comfortable houses than did the 
fairly well-to-do of three or four generations 
ago; but a considerable proportion of our peo¬ 
ple do not have the essentials of healthful liv¬ 
ing. The National Resources Committee came 
to the broad conclusion that there was an “ur¬ 
gent need for improvement in the purchasing 
power and standards of living of more than 
half of the Nation's consumers.” 

Let us see just how we stand. The National 
Resources Committee estimated in 1939 that, 
among the poorest third of the people, the ex¬ 
penditures for food per family unit, including 
“unattached persons maintaining an indep^d- 
ent status,” averaged $236 per year-*^less than 
$25 per month. This is of course entirely in« 
adequate to maintain physical efiSdency. The 
Brookings Institution estimated that, lat 1929 
prices, $800 per year was required to provide 
an “adequate diet at moderate cost” for a fam¬ 
ily. It also foimd that of the non-farm families 
as a whole, 16 million, or 74 per cent, did not 
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have iiio^e ia 1929 to ,provide such 

a diet; while 19 milUon families^ or 90 per 
bent, were not in a position to enjoy a 'liberal 
diet”^—ra .liberal diet being one that "would 
furnish adequate nutrition, a substantial mar¬ 
gin of safety in respect to vitamins and min¬ 
erals, and a satisfying variety of foods.’* All 
this may seem rather fantastic, yet it is imques- 
tiopaUy true that in normal times the major¬ 
ity of fam^ies do not enjoy a very healthful 
diet~do not have enough milk, fruit, and per¬ 
haps meat. Even most farm families do not 
have enough of some expensive foods for maxi¬ 
mum health and efficiency; most farmers in 
the South are gravely undernourished. Better 
food would raise the efficiency of the great 
majority of people, including farmers.^^ 

Clothing need not detain us, for most of us 
have enough for reasonable health require¬ 
ments; yet the National Resources Commit¬ 
tee’s estimate of $47 spent for this item an¬ 
nually per family in the lowest third of the 
population indicates that a considerable pro¬ 
portion of our people are not adequately 
clothed. In housing the situation is probably 
worse. The Committee estimated that there 
were in 1935 more than 4,000,000 dwelling 
units "in need of major repairs or entirely un¬ 
fit for use,” and that among the poorest third 
of the people the average outlay per family 
for shelter—Chousing, household operation and 
furnishings—^was only $178 a year. This is less 
than $15 a month, far less than is necessary 
for healthful living, to say nothing of comfort. 
In every city too many people live in slums 
where health and sanitation and aesthetic con¬ 
siderations can receive little attention; and 
only a small proportion of the farm population 
live in comfortable homes. Running water, 
electj4city, and plumbing are uncommon on 
farms in most sections of the country. 

Recreation is essential to health and effi¬ 
ciency, but the poorest third of the people 
spent only $9 a year for this purpose—^movies, 
ball games, fairs, circuses, dmces, radios and 
music, club dues, and the like. Clearly this is 
only enough for a dreary and uninspiring life. 
Only $^6 for automobile expenses would seem 
worse to many Americans, but an even more 


serious deficiency, in its relation to health and 
efficiency, is the annual expenditure, by this 
same group, of only $20 for physicians’, ocu¬ 
lists’, and dentists’ bills,, for medicines and 
drugs, eyeglasses, accident and health insur¬ 
ance. This is supplemented in some cases by 
a certain amoimt of free medical care, but even 
so, it is gravely inadequate. It is not surprising 
that there is much sickness among poor peo¬ 
ple, and that strength and vitality often de¬ 
cline rather early. "In an average year one- 
half of the people receive no services from a 
physician, four-fifths get no attention from a 
dentist, five-sixths receive no health examina¬ 
tion or similar preventative service, less than 
four per cent of all adult persons receive an 
examination of any sort, and four out of ten 
receive absolutely no medical, dental, or eye 
care of any kind.”^® 

Negroes suffer particularly from poverty and 
its attendant ills. The infant mortality rate is 
almost twice as high for them as for whites, 
and at every age their health is much worse 
and their death rate much higher than those of 
wliite people. In New York, the Negro death 
rate from tuberculosis is four times as high as 
for whites—^and twelve times as high among 
children. The difference in economic status is 
well indicated by the fact that in New York 
the percentage of Negro children who work is 
four times as high as for white children. Such 
differences in the economic status and health 
of the two races are due not to differences in 
natural abilities, for there is no conclusive sci¬ 
entific evidence of any such differences as these, 
but to race prejudice and economic discrimina¬ 
tion. 

Minds need stimulus and training too, but 
the poorer classes of the United States spend 
little for these items. Fortimately, government 
agencies—state, local, or municipal—pay most 
of the cost of education; but the poorest one- 
third of our families spend less than $5 an¬ 
nually for education, and about $6 for news¬ 
papers, magazines, and books. On this intel¬ 
lectual provender millions of Americans are 
supposed to learn not only to work efficiently 
but to understand the grave economic and po¬ 
litical problems inherent in a complicated cap- 


^Matuflce Leven, Harold Moulton, and Clark Warburton, America’s Capacity to Consume^ pp. 
122-124. 
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italist system. It is. not surprising if they do 
this only indifferently. 

Thus we find that for all oiir boasted wealth 
a fairly large percentage of our people lack 
adequate food, clothing, housing, recreation, 
medical services, and education. If we could 
provide these things more generously, we 
would have a more eflScient and a happier peo¬ 
ple; but the means of doing this are not easy 
to find. Many of these people, for instance the 
sharecroppers of the South, some of the farm¬ 
ers in the Dust Bowl, seasonal laborers in the 
sugar beet fields and on the berry and fruit 
farms, sweated la’-'or in city slums—^indeed, a 
fair proportion of our worst-paid labor—are 
helpless in their struggle against economic 
odds; some of them, particularly those of for¬ 
eign birth; are exploited, held in subjection by 
various economic and political controls. They 
cannot rise through their own efforts; yet not 
only are they a paralytic arm of our economy, 
producing less than they well could and gladly 
would if their plane of living were higher, but 
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they are a political danger as well, for when 
they have votes they sometimes vote for rather 
fantastic relief schemes such as the Townsend 
plan. When the government embarks on the 
policy of giving them goods and services, it is 
likely to undermine their self-reliance and in¬ 
duce in some of them the pauper’s attitude to¬ 
ward relief; but if their status and eflBciency 
are to be raised, the government will need to 
help them to help themselves. It seems fairly 
evident that the government will have to clear 
up urban slum districts and build homes and 
apartments for the low-income groups; in addi¬ 
tion, it will have to help to establish some 
of the poorest farmers on better farms where 
they can earn a decent living. It will indeed 
have to do much more than this; but we can¬ 
not consider the details of such a policy here. 
With all our vaunted wealth, we have a fairly 
large number of people whose plane of liv¬ 
ing is below that of many people in relatively 
poor countries. We ought to be ashamed of 
ourselves. 


QUESTIONS 

1. State die essentials of the Malthusian doctrine. Is there a necessary conflict between men¬ 
tality and fecundity? Is there any logical connection between the law of diminishing re¬ 
turns and the Malthusian doctrine? 

2. “I cannot understand the stress laid by economists on the necessity of checking the growth 
of population. Every person born into the world brings with him not only a need for goods 
but the power to produce these goods.” Criticize. 

3. Since early times, statesmen have generally favored a high birth rate. Why? J. P. Morgan, 
Sr., the great banker, is said to have been responsible for the federal law against the dis¬ 
semination of information on birth control. Account for his interest in the matter. 

4. "If the United States sends food to some of the overcrowded and starving peoples of Asia 
in an effort to raise their standard of living, the only result will be an increase in the num¬ 
bers of these peoples, half-starved as before.” Do you agree? 

5. "Efforts to raise the planes of living of poverty-stricken peoples often run in a vicious cir^ 
cle: their incomes can’t be raised much as long as there are so many of them, and there 
will be a high birth rate and excess of people as long as their incomes are so low.” Do you 
agree? How would you break this circle? 

6. Gennany has long stressed her need for Lebensraum (living room) as a reason why she 
must have more territory. China, with a denser population and a much lower standard of 
living, has always been a pacific nation. How do you explain this? 

7. Why is imperiahsm no remedy for overpopulation? 

8. A student of Indian affairs estimates that the food production of India increased twice as 
fast as the population between 1910 and 1933. How does this square with the Malthusian 
doctrine? 

9. If we could in some way eliminate all feeble-minded persons, how much would this reduce 
the number of these people in the next generation? Explain. 

10. What factors in our population situation suggest the possibility that the hereditary quality 
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, of the people may be deteriorating? What is wrong with some of the arguments commonly 
used to prove thbP 

11. Why are some white people proud of their Indian blood, whweas even a trace of Negro 
bkx^ is a fatal handicap in white society? Is the Indian race superior in most ways? Do 
ethnologists concede that any race is generally superior to others? 

12. Is the Negro problem an economic problem, or is it mainly one of social significance? What 
would you suggest as a solution? 

13. Would the poor people of the urban and rural sliuns be helped more by better food or by 
bettet education? , 

14* Among registrants examined for the Army, there was a higher rate of rejection for boys 
from rural communities than for boys from urban communities. Is not the farm a healthy 
place for boys? If Tarzan had been born in New York City, would he have been so won- 
. dcrfully strong and virile? 

16. More than 4,100,000 of the 16,000,000 draft registrants examined during the first two 
years of World War II were rejected because they did not measure up to the service stand¬ 
ards of physical or mental fitness. What do you suppose were some of the causes of this? 
Would ihe percentage of rejections have been higher in the First World War if we had 
set equally high standards? 

16. According to certain estimates, the newcomers to our labor force (those 20 to 24 years 
old), who now constitute 16.1 per cent of the population, may decline to 12 per cent by 
1980; the mature workers, those 25 to 44 years old, now comprise 51 per cent of the popu¬ 
lation but may decline to 46.1 per cent in 1980; and the older workers, those 45 to 64 
years old, who now number about 33 per cent of the population, may rise to 41.9 per cent 
in 1980.^ If these estimates prove true, what will be the effect on the cost of our schools, 
on the burdens of old-age pensions, on the relative production of toys and spectacles? Can 
this decline in the proportion of children persist until there are no children at all? What 
could put an end to it? 

Temporary National Economic Committee, Hearings, Part 30, p. 17287. 



Chapter 5. 

Labor in Production 


Labor defined 

It is difiBcult to say exactly what part of the 
total population should be regarded as labor¬ 
ers, or as ‘labor,” to use the common term for 
the general body of laborers. For some pur¬ 
poses it is well to have in mind only skilled 
and unskilled manual workers largely em¬ 
ployed in industrial production and transpor¬ 
tation, perhaps the lower grades of salesmen 
and saleswomen in merchandising establish¬ 
ments, and agricultural laborers in a few sec¬ 
tions of thenountry. These constitute the body 
of labdr which Is most definitely “labor- 
minded.” Most of,them expect to be wage 
workers always, and therefore develop an in¬ 
terest in promoting their common interests, a 
definite class consciousness, and often a hos¬ 
tility toward the employer. In these respects 
they differ from most cl^ical laborers, fore¬ 
men, and supervisory laborers, who hope to 
rise to the capitalist class _and are therefore 
“capitalisticall^minded” and often-little con¬ 
cerned with promoting the interests of labor. 
In labor disputes it is labor in the first and nar¬ 
rower sense that is significant. 

In a broader sense, all those who are en¬ 
gaged in the production of utilities should be 
classed as laborers—^not only manual workers, 
but clerks, managers, farmers, entertainers, 
barbers, professional men of all kinds, house¬ 
wives who work for their “board and keep.’* 
They all contribute utilities, in physical pr^- 
ucts or services. Since most adults are lasers 
in this sense, we must not think of laborers as 
existing merely for the purpose of production, 
like horses, for they are the end of all eco¬ 


nomic endeavor, too. They are not only pro¬ 
ductive agents but humanity itself, whose wel¬ 
fare we are seeking. 

Relation of the labor supply to the population 

The proportion of the population engaged 
in productive labor in any country depends on 
various conditions, national customs, and tra¬ 
ditions. In some nations, such as Spain and the 
South American countries, there is a rather te¬ 
nacious tradition that labor, particularly man¬ 
ual labor, is degrading;' and in such countries 
the cult of parasitic idleness affected by the 
upper classes reduces the proportion of labor¬ 
ers. While this cult is not very strong in the 
United States and in northern European coun¬ 
tries, it has some influence even here, particu¬ 
larly among women. Most upper-class Ameri¬ 
can men are not ashamed to work, but their 
wives and daughters are not expected to do 
any but the nobler kinds of work, that is, sudi 
work as will not indicate an economic need for 
additional income. 

Women in industry 

An increasing number of women, on the 
other hand, are going into industry, doing 
work that was formerly done by men. The 
percentage of “gainfully emplc^ed” women 
has almost doubled since 1890. This is due to 
several causes. The development of power- 
driven machines in our factories has created 
many jobs that do not call for great pfaysioel 
strong^. With later marriages, &ere are more 
unmarried women who can work, and with the 
somewhat changed attitude toward Mfoddng 
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women they feel free to do so. At one time, 
unmarried women or "*old maids’' were thought 
unfortunate, if not actually disgraced. In re¬ 
cent years this attitude has changed com¬ 
pletely, and many women train for business 
and professional work as if marriage were 
scaicely thought of. There is much less for 
married women to do in their own homes. 
Houses are smaller and families are smaller; 
children enter school at an earlier age and re¬ 
main longer. Labor-saving devices in the home 
have reduced the work of housekeeping, and 
many tasks formerly done by the housewives 
have been taken out of the home. Canned 
goods in wide variety are available for the 
table—^the most important kitchen utensil in 
some homes is the can opener. Dining and 
even entertaining have been to an increasing 
extent transferred to restaurants or hotels. All 
this of course calls for money, and many 
women have gone into business and industry 
to help earn it. 

This increase in the number of women who 
work outside the home is doubtless an eco¬ 
nomic gain if it does not result in neglect of 
home and children. It means an enlarged pro¬ 
duction of goods and a generally higher stand¬ 
ard of living, fewer dependents on each wage 
earner, and a better life for the working women 
themselves. It is unfortunate that women in 
the lowest income groups must work outside 
the home, often leaving little children with in¬ 
adequate care; but even here it is perhaps bet¬ 
ter Aat the wives should earn what they can. 
Tlie tragedy lies in the fact not that such 
women work, but that wages are so low as to 
make it necessary and that the combined wages 
of men and women do not provide a decent 
living, while among people of higher income, 
so many women are hard-pressed for ways to 
entertain themselves. 

Old men and the modern economy 

The nature of our modem economy has 
robbed us of the services of a considerable 
number of old men who in a simpler economy 
could have found something to do. A centuiy 
tigo most people lived on farms or in small 
towns. On farms there are usually chores and 
easy tasks that old men can do; and in small 
towns, where life is leisurely and some of the 
work not very exacting, su(^ men can gener¬ 


ally find some work that is not beyond their 
strength. At present, however, a growing pro¬ 
portion of the people live in large cities—140 
cities contained more than half of our popula¬ 
tion in 1940—^and here the speed of life is 
much greater and there are not many jobs for 
old men. Because the increasing stress and 
speed of modem industry demands young 
men, it is often diflBcult for men above forty 
or fifty years of age to find jobs, particularly in 
times of depression. Men who are forced to 
quit work comparatively early in life because 
of inability to keep up with the speed of fac¬ 
tory processes often represent tragic personal 
problems, perhaps even cases for relief, and 
years of valuable labor are wasted that they 
would gladly have rendered. The fact that 
such men cannot turn out the maximum out¬ 
put is not a good reason why society should 
altogether waste their services. There are more 
old men too, relatively, than there used to be. 
In 1850, only 8 per cent of the population was 
over 50 years of age, but by 1930 the propor¬ 
tion had doubled, and in 1940 it was 20.4 per 
cent. This increase in the number of old men 
does not indicate a corresponding decline in 
the vigor of our people, however, because with 
better living conditions and better medical 
facilities we retain our health and strength 
longer. Indeed, at every age, people are 
healthier and stronger than any earlier genera¬ 
tion was. 

Children as workers 

For various reasons children do a smaller 
amount of the work done, smaller with each 
generation. In the first place, the proportion of 
children to the total population has declined 
from 50 per cent in 1850 to 34.4 per cent in 
1940. In the second place, children do less 
work outside the home. Child labor laws and 
school laws keep them out of the factories and 
in school longer. In the third place, they do 
less work around the home than they did in 
the more largely rural society of earlier days. 
With our increasing wealth and income we do 
not need to call on our children for so much 
work; we can afford to let them play more^., 

The changing character of work 

Work is of different kinds and demands a 
wide variety of qualities, physical, mental, and 
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moral. Physical strength is muoh less impor¬ 
tant than it once was. The galley slaves of 
Roman times needed physical strength, as did 
almost all laborers when human muscles pro¬ 
vided much of the power. In poverty-striven 
countries, such as China and India, many 
kinds of work, such as pulling rickshaws or 
pumping water by hand or foot power, still 
call for physical strength. Even in the United 
States there are still some jobs, particularly 
farming, that require physical strength and en¬ 
durance. Power machinery tends generally, 
however, to take over the heavier jobs, espe¬ 
cially those of a routine character. Power- 
driven planes, saws, drills, and sanders now do 
much of the carpenter’s hard work; mechani¬ 
cal cranes, levers, hammers, riveters, drills, and 
cutting tools have assumed most of the heavy 
work of the metal worker. Farmers who once 
had to work hard for two or three weeks every 
winter sawing wood can now do the same work 
in a day or less with a power saw, with little 
muscular strain. 

Physical and nervous hardihood, as con¬ 
trasted with muscular strength—^the ability to 
stand up under nervous stress and strain, to 
preserve health with little exercise and under 
artificial conditions of life—^this is more needed 
now than ever. There is a little evidence, in 
the rising death rate from heart disease and 
other degenerative diseases, that the speed and 
strain of life in America may be too great for 
our physical resources; but the statistics are 
not very reliable. The death rate from heart 
disease is indeed rising, but this may be due 
to the fact that this is an ailment of fairly ad¬ 
vanced age and a larger proportion of our peo¬ 
ple live to an age where they may die of it. 

Many types of work require skill and intelli¬ 
gence as well as physical health; and these 
qualities are rarer. Most laborers can attend to 
a routine job in a factory, many of them can 
develop sldll, but not many can be trusted with 
work Aat calls for intelligence and resource¬ 
fulness. Farmers often have difiSculty finding 
hired men who can be trusted with horses or 
expensive implements. As Marshall well says: 
‘TTo be able to bear in mind many things at a 
time, to have everything ready when wanted, 
to act promptly and show resource when any¬ 


thing goes wrong, to accommodate oneself 
quickly to changes in detail of the work to be 
done, to be steady and trustworthy, to have 
always a reserve of force which will come out 
in emergency, these are the qualities which 
make a great industrial people.”^ Any social 
measures, whether educational or eugenic, 
that would raise the general standard of intel¬ 
ligence would greatly increase the productiv¬ 
ity of labor. 

Reliability, trustworthiness, is to some ex¬ 
tent a matter of intelligence, yet not altogether 
so; and it is a quality somewhat lacking in 
many peoples. Some primitive people are too 
careless and unreliable to meet the exacting 
demands of a machine civilization. Like chil¬ 
dren, they are unable to persevere at any kind 
of work for a long time. Civilized nations dif¬ 
fer considerably in this respect, northern peo¬ 
ples like the English, Germans, and Scandina¬ 
vians usually being more trustworthy than 
those of milder climates; perhaps they are 
compelled to be so by the requirements of a 
rigorous climate. People in the United States 
are educated to a higher general standard of 
technical skill than those of any other country, 
and the moral qualities of steadiness and reli¬ 
ability are generally high; yet even here em¬ 
ployers often find it difiScult to secure laborers 
who can be trusted fully. 

Vocational education and labor efficiency 

If a country is to have high economic pro¬ 
ductivity and a high standard of living, its 
workers must be individually competent and 
efBcient and they must work together in a 
properly functioning economy. Hence the two 
fundamental productive aims of education are 
to develop individual efficiency and to foster 
the social intelligence needed to keep the econ¬ 
omy operating efficiently. The ffist aim is 
served by vocational education, the second by 
general education, particularly in the social 
sciences; but this distinction cannot be drawn 
very clearly. 

The oldest form of vocational education was 
of course apprenticeship; but the development 
of large-scale industry, with mechanizatkm, 
standardization, and specialization, reduced 
the importance of the crafts and oS the appren*^ 


^ Alfred Marshall, Principles of Economics, pp. 206, 207. 
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ficofliiip was the appropriate form of 

traieiiig for tfiem. Large->scale industry de* 
ereased the amount of skill needed by the 
masses of the workers, but at the same time 
it demanded far greater knowledge and sldU 
of those in managerial and supervisory posi¬ 
tions. The crafts have by no means been elimi¬ 
nated but tfiey are relatively less important; 
workers doing the common, simple tasks of the 
factory do not need much industrial training. 
It is die engineers who design and maintain 
the madhinery, the accountants who draw up 
the balance sheets, the general managers who 
superintend the plant operations who should 
be highly trained, many of them college grad¬ 
uates. 

There are various difficulties in the way of 
vocational training. Adolescents at the age at 
which apprenticeships would ordinarily be 
served are likely to be in high school, where 
die general cultural traditions of education are 
usually followed, although many high schools 
now offer vocaticmal courses. Ihere is a con¬ 
siderable hazard, too, in training for a given 
kind of work, because technological changes 
sometimes render such training almost useless, 
perhaps make it necessary for the worker to 
train himself for some other sort of job. To 
mitigate the hardship of such circumstances, 
vocational training should be rather broad. It 
should not be entirely divorced from general 
education, for workers are human beings and 
they are voting citizens and hence should have 
cultural advantages and civic intelligence. 
There are some who insist that since much of 
our industrial work is narrowly specialized and 
in some respects deadening, work^s are in 
particular need of broad cultural training. On 
the whole, the tendency has been to insist on 
a fairly general education as a prerequisite to 
vocational training. 

Tbe theoiy underlying vocational education 
carries some puzzling social implications. In 
the United States we have the democratic the¬ 
ory that all—^that is, all white people—^who 
want a general education and can do the work 
requhed may go to school, in fact must go to 
sc^l for a specific number of years, or until 
they have completed certain prescribed years 
of work. This theory seems apprE^iriafee to our 

s See the article on vocational education by J. L, 
XV, pp. 272-275. 


democratic institutions, since most (white) 
men and women vote and should therefore 
have a general education. But vocational edu¬ 
cation below the college level is often advo¬ 
cated for those who do not have the ability to 
pursue the general course—a rather aristo¬ 
cratic but realistic view of the educational pro¬ 
gram, which does not quite square with the 
principle of universal suffrage. Students whose 
intellectual limitations prevent them from do¬ 
ing high school work are not very well 
equipped to help decide government policies. 

Vocational education received only a mod¬ 
est amount of attention in the United States 
prior to the present century. There were a few 
business colleges, correspondence schools, and 
manual training high schools, and some engi¬ 
neering schools at the college level, but the 
total enrollment was not large. In 1917, the 
Smith-Hughes Act provided federal subsidies 
for the states to promote education in agricul¬ 
ture, trades and industries, commerce and 
home economics; and later amendments added 
other types of vocational work carried on in 
continuation schools, part-time schools, and 
extension schools. There has been a tremen¬ 
dous expansion of vocational education under 
the Smith-Hughes Act, some of it at die col¬ 
lege level. The tendency has been strongly to¬ 
ward federal and state support of such work, 
and little is on a commercial basis, although a 
few great corporations operate schools for the 
training of their own employees.^ 

Some authorities assert that Soviet Russia’s 
government has developed vocational educa¬ 
tion further than any other country, Russia has 
a variety of schools for training different kinds 
of workers, in which socially useful work and 
general education are combined in all curricula 
above the primary level. The entire system is 
adapted to the needs of the Soviet’s planned 
economy. It is easy to see why Russia should 
emphasize vocational training. She needs more 
industrial production badly, and her general 
educational problem is in some ways simpler 
than that of capitalist nations. She has a plan 
to follow, knows rather definitely what she 
needs for that plan, and can use strong pres¬ 
sure to steer students into needed types of 
training. As for training in citizenship, that is 

Kandel in Encyclopaedia of the Social Sciences, voL 
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relatively simple too. Whereas students in a 
democracy are exposed to different points of 
view and, in theory at least, are expected to 
develop the power to make intelligent decisions 
on economic and political questions, Russian 
students need only accept the doctrines deter¬ 
mined upon by the party. 

The productive value of college vocational 
education is easily seen. Without our engineer-^ 
ing and technical schools, the marvelous engi* 
neering achievements of the present age would 
have been impossible. Without our schools of 
medicine, our college courses in biology, bac¬ 
teriology, and cheL istry, medicine could never 
have made such remarkable strides in the pre¬ 
vention of disease and the saving of human 
life. Schools of law have similarly contributed 
to the legal learning needed for the successful 
operation of our complicated economic system, 
although the legal profession has not per¬ 
formed its functions with conspicuous success. 
The schools of business which have grown up 
in almost all American universities in the past 
two or three decades have not yet won the 
standing of the older schools of engineering, 
medicine, and law; yet they have contributed 
greatly to productive efficiency, particularly in 
training accountants and statisticians. 

General education 

General education is doubtless a great aid to 
production as well as a stimulus to better liv¬ 
ing. In Marshall’s classic phrases, ‘'A good edu¬ 
cation confers great indirect benefits even on 
the ordinary workman. It stimulates his mental 
activity; it fosters in him a habit of wise in¬ 
quisitiveness; it makes him more intelligent, 
more ready, more trustworthy in his ordinary 
work; it raises the tone of his life in working 
hours and out of working hours; it is thus an 
important means toward the production of ma¬ 
terial wealth; at the same time that, regarded 
as an end in itself, it is inferior to none of those 
which the production of material wealth can 
be made to subserve.”® 

In discussing general education, both ele¬ 
mentary and advanced, it is necessary to dis¬ 
tinguish several different functions of sudi 
education: (1) the function of aiding eco¬ 
nomic production directly or indirectly; (2) 


59 

the function of finding and developing ^eat 
leaders; and (8) the function of helping stu¬ 
dents to live fuller and richer lives. 

1. Education, both elementary and ad¬ 
vanced, has done much to increase produc¬ 
tion. The simplest land of work may be done 
about as well by an illiterate workman as by 
an educated man, and the illiterate workman 
may even be more contented at such a task; 
but much of the work of modem times de¬ 
mands some education. It is difficult for liter¬ 
ate people in the present age to realize how 
night-dark was the mind of man before the 
advent of printing, how limited was his intel¬ 
lectual horizon, how difficult it was for him to 
learn new ways, new attitudes, how difficult it 
was indeed for him to learn to want to know 
anything new. The invention of printing was a 
more important factor in increasing produc¬ 
tion than the invention of the spinning jenny 
or the fly shuttle. 

The successful operation of a complex eco¬ 
nomic system calls for broad economic intelli¬ 
gence. Economic productivity depends not 
only on the technical efficiency of individual 
firms, but on wise government policies; and 
such policies are possible only in a country 
where there is a fairly high level of social and 
economic intelligence. Here our education has 
accomplished little. The aim of education in 
the social sciences in elementary schools, high 
schools, and most colleges seems to be mainly 
to train students to conform to economic creeds 
determined upon by dominating economic in¬ 
terests, to inoculate them against thinking 
about important economic questions; and con¬ 
scientious teachers who wish to lead their stu¬ 
dents to think critically about the important 
economic problems must work surreptitiously 
and at great danger of losing their jobs. Edu¬ 
cation of this kind is much better ordered in 
the Scandinavian coimtries, where teachers are 
more free to express their honest opinions and 
where there is a more tolerant and open- 
minded attitude toward critical economic ques¬ 
tions. On the other hand, in sudi Fascist cdun^ 
tries as Germany and Italy, education in this 
sense was virtually abandoned, with the re^t 
that the younger generation grew up ^rilhout 
any training in economic thinking at afl, and 


* Alfred Marshall, Principles of Economics, p. 211. 
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icKieiilated against any such process. What this 
may mean to the future of the world can only 
be guessed; but certainly if the economic in¬ 
telligence of much of the world were higher^ 
there would not be the want and hunger and 
inseourify that haunt so many lands today. It 
now seems possible that the lack of economic 
and social intelligence demanded by the mod¬ 
em complicated world may mean the loss of 
all human freedom^ and perhaps the end of 
civilization itself. 

2. There may well be a diflFerence of opin¬ 
ion as to the efiFectiveness of our educational 
machinery in finding and developing great 
leaders. No very serious efforts have been 
made by most colleges to encourage the un¬ 
usual students discovered in the elementary 
and high schools, many of whom are finan¬ 
cially unable to attend college. Referring to 
England, Marshall says: "It is not unlikely 
that more than half the best natural genius 
that is bom into the country belongs to them 
[the manual labor classes]; and of ihis a great 
part is fruitless for want of opportunity.”^ If 
we include farmers with the manual laboring 
class, this would also be true of the United 
States, in spite of our democratic theory of 
education. As Marshall further states: ""Ihere 
is no extravagance more prejudicial to the 
growth of national wealth than diat wasteful 
negligence which allows genius that happens 
to be bom to lowly parentage to expend itself 
in lowly work. No ^ange would conduce so 
much to a rapid increase of material wealth as 
an improvement in our schools, and especially 
those of the middle grades, provided it be 
combined with an extensive system of scholar¬ 
ships, which will enable the clever son of a 
working man to rise gradually from school to 
school till he has the test theoretical and prac¬ 
tical education which the age can give.”® All 
the older and wealthier universities have a 
considerable number of scholarships for the 
encouragement of brilliant students; but the 
American people have not shown much appre¬ 
ciation of the importance of finding and edu¬ 
cating brifiiant young men and women. 

It is difficult to appraise the effectiveness of 
education in developing the unusual leaders, 
once found. Many of the great leaders of his- 

♦JWi.,‘p. 212. 
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tory—^business, political, literary, and artistic 
—have had little of the advantages of formal 
education. One might well wonder how much 
Carnegie would have profited from a college 
course in business, how much better Shake¬ 
speare and Mark Twain could have written 
had they taken a Ph.D. in English. It is pos¬ 
sible that our education irons the freshness and 
originality out of many exceptional minds; yet 
on the whole, the balance in this matter is 
doubtless on the credit side of the ledger. As 
Taussig has pointed out, all training for the 
arts and professions tends to become more and 
more systematic, and outstanding work in al¬ 
most every field requires more knowledge and 
a broader outlook Aan ever before. So educa¬ 
tion becomes increasingly important, for many 
lines of work absolutely essential; and the 
standards of work required for entrance into 
such professions as law, engineering, medicine, 
teaching, and the ministry are rising steadily. 

The effectiveness of education, particularly 
for the professions and tlie more important 
functions, would be increased greatly if chil¬ 
dren could begin training earlier in life. We 
have recognized the importance of this only in 
music. It has long been recognized that the 
musician must begin his training very early in 
life if he is to achieve real competence. Start¬ 
ing to train in early childhood, he learns man¬ 
ual dexterity, and probably a certain corre¬ 
sponding mental skill essential to the higher 
functions of the musician. This skill is prob¬ 
ably best learned early in life, and if learned 
then is not easily lost. Perhaps those functions 
learned earliest are forgotten last, while those 
learned in middle life are quickly forgotten. 
In the common adage, “It is hard to teach an 
old dog new tricks.” The man or woman who 
studies languages after reaching maturity often 
speaks them with difficulty. Whether this is 
due to an absolute decline in the freshness and 
retentiveness of the mind, or to the fact that 
most people find themselves subject to more 
distractions as they grow older and incur 
greater responsibilities need not be discussed 
here. Many psychologists are inclined to the 
view that, al&ough skill is test acquired early 
in life, the power of the mind does not decline 
perceptibly until middle life or possibly even 



LABOR IN PRODUCTION 


later; but certainly distractions increase with 
age, and concentration becomes more difiBcult. 
Furthermore, the boy or girl who begins train* 
ing in a specific field early has more years in 
which to master it thoroughly. 

Unfortunately, specialization is likely to be¬ 
gin earliest in those trades which are easiest 
learned and therefore should require the least 
training. Many of the boys who iift into com¬ 
mon labor, factory work, or even the skilled 
trades—^work that could be learned in a few 
weeks or months, or at most a year or two— 
begin to work while still yovmg, perhaps with¬ 
out having finished elementary school; whereas 
those who plan to practice law or medicine or 
engineering commonly start getting the rudi¬ 
ments of their special training only after they 
enter college. The professions demand much 
knowledge and require a long period of train¬ 
ing, and it would be highly advantageous if 
this training could begin earlier. 

Training of women generally has little rela¬ 
tion to the work they do later and therefore, 
from the point of view of productive eflBciency, 
is very wasteful. In the United States and in 
most democratic countries, the two sexes re¬ 
ceive much the same training, although the 
work that they finally do is generally quite 
different. The women in our colleges often 
work hard preparing themselves for vocations 
that they are likely to drop when they marry. 
Most women do marry and engage in house¬ 
keeping, for which they have had little or no 
training at all; their college training, if they 
have gone to college, has perhaps sapped their 
energies to some extent and so tended to ren¬ 
der Siem unfit for the functions of childbear¬ 
ing and housekeeping, or may even have given 
them a distaste for the routine and humdrum 
tasks of housekeeping. To the extent that edu¬ 
cation is really cultural, it should not be de¬ 
nied to women, to be sure; civilized peoples 
have finally come to the view that women are 
human beings, and not mere instrumentalities 
for giving men pleasure and for bearing and 
rearing children. Moreover, they are citizens, 
with die privileges and"^ duties of citizenship, 
and therefore need training in intelligent citi¬ 
zenship. But to the extent that college educa¬ 
tion, for women is vocational it is extremely 
wasteful. The remedy for this is, however, dif¬ 
ficult to find and apply. 
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One of the most serious faults of our educa¬ 
tional process, from every point of view, is 
that formal and systematic education often 
ends on the day of graduation. Graduated, en¬ 
dowed with a diploma, stuffed with odds and 
ends of information like an intellectual bo¬ 
logna sausage, perhaps also trained in thinking 
to some extent, the student throws his notes 
into the furnace, sells his textbooks, and goes 
forth to conquer the world, an "educated'^ 
man. Seldom indeed does he ever again pursue 
any systematic course of study, either voca¬ 
tional or cultural. The exceptional doctor or 
teacher may take a year off for study, but few 
men develop the habit of reading worth-while 
magazines or anything more substantial than 
The Saturday Evening Post, They usually 
work hard at their jobs and become more pro¬ 
ficient; but for most of them cultural atrophy 
begins on the day of graduation. Education, 
as John Dewey has said, consists in learning 
to continue one’s education. It should continue 
throughout life. 

3. Education may, finally, be regarded as 
an end in itself, as a consumers’ good. As such, 
to repeat the words of Marshall, “It is inferior 
to none of those [ends] which the production 
of material wealth can be made to subserve.” 
Education for this purpose encounters no pow¬ 
erful economic opposition and has been car¬ 
ried on with considerable success. Devoted 
teachers have brought many pupils to a new 
appreciation of the riches of music, art, litera¬ 
ture, and philosophy, to a broader outlook and 
a finer attitude toward life. Notwithstanding 
all the cynical gibes at American college stu¬ 
dents, there is no denying that many of them 
have developed sufiBcient culture to enable 
them to live better if not happier lives. Almost 
never do we hear college graduates express 
regret for the years they spent in college* 

It is often said that education enables peo¬ 
ple to live happier lives. Happiness, however, 
is very difiBcult to define. Some philosophers 
insist that there is no such thing, others say it 
is a matter of “systematized delusions.” Cer¬ 
tainly if we define happiness as comfort and 
satiety and contentment, it cannot be a by¬ 
product of education, and education cannot 
have the purpose of making people happy. 
The aim of education, as Frank Knight says, 
“is certainly not to make anyone happy; its 
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aim is rather to raise problems than solve 
them; the association of sadness and wisdom 
Is proverbial, and the most famous of wise 
men observed that ‘in much wisdom is much 
grief, aifd he that increaseth knowledge in¬ 
creased sorrow/ For happiness we must go 
not to the wise men but to the uneducated and 
simple-minded. For examples of complete hap¬ 
piness we may picture a million Germans (a 
few years ago), with their brains turned ofiF, 
yelling, “Heil Hitler*'; twenty thousand stu¬ 
dents throwing their hats in the air when the 
home team makes a touchdown; or ten thou¬ 
sand patriotic Americans at a political rally, 
with bands and ballyhoo, saving America from 
God knows what. Education does not make 
people happy, nor does civilization itself. 

Religion and economic productivity 

Religions have greatly influenced economic 
ideals and economic conditions. Brahmanism, 
with its pessimism, its asceticism and renunci¬ 
ation of the world, and particularly its em¬ 
phasis on caste, has doubtless benumbed the 
economic vitality and energy of the Indian 
people. The three thousand castes and im- 
numbered subcastes, with lines drawn not by 
economic achievement but by birth, constitute 
a rigid and static society hostile to economic 
advancement; and the 50,000,000 hopeless 
"untouchables” can have little incentive to be¬ 
stir themselves for their own betterment. Al¬ 
though Buddhism lacks the emphasis on caste, 
it is similarly ascetic, fatalistic, and pessimis¬ 
tic, similarly unconcerned with wealth or eco¬ 
nomic achievement. Confucianism, stressing 
ancestor worship and reverence for parents, 
doubtless is in some measure responsible for 
the lade of economic progressiveness in China, 
as it is for the tragic overpopulation of that 
unhappy country. 

Early Christianity, like Brahmanism and 
Buddhism, was ascetic and little concerned 
with the things of this world. Man must not 
heap up riches, for die rioli man could not 
enter the kingdom of heaven; yet work was a 
duty, and the parable of the^ talents seemed to 
indicate approval of business activity. In gen¬ 
eral it is probable that early Christianity and 


the medieval church, through emphasis on 
other-worldiness, through their condemnation 
of usury, and through die subjection of men's 
minds to traditional religion, were hostile to 
the development of business enterprise. Yet 
the church was itself a considerable business 
enterprise; and, although it held slaves, it en¬ 
couraged the emancipation of fellow Christian 
slaves and so tended to give free labor a dig¬ 
nity it had lacked. 

Calvinism was a constructive force in the 
development of the modern attitude toward 
economic activity, although its influence is 
often exaggerated. Calvin justified moderate 
interest, dignified economic activities as "call¬ 
ings” or tasks set by God, encouraged thrift 
and industry, and condemned extravagance 
and laziness. It is hardly surprising that those 
lands to which these doctrines spread should 
have developed energetic, individualistic, and 
wealthy peoples. 

''Hopefulness, freedom, and change*’ 

and productivity 

"Hopefulness, freedom, and change” are im¬ 
portant factors affecting the energy and effi¬ 
ciency of labor. As Marshall says, "All history 
is full of the record of inefficiency caused in 
varying degrees by slavery, serfdom and other 
forms of civil and political oppression and re¬ 
pression. . . . Freedom and hope increase 
not only man's willingness but also his power 
for work; physiologists tell us that a given ex¬ 
ertion consumes less of the store of nervous 
energy if done under the stimulus of pleasure 
than of pain; and without hope there is no en¬ 
terprise.”^ Slave labor has always been noto¬ 
riously inefficient; and without a doubt the 
freedom, hopefulness, and changefulness of 
life in America have been important reasons 
for the energy of the American people. It is 
true that the changefulness and restlessness of 
American life have their bad effects, encour¬ 
aging careless, hasty, scatter-brained activity; 
the tremendous rush and hurry of American 
life do not indicate corresponding efficiency, 
for much energy is wasted. The best artisans 
of England are perhaps better workmen than 
those of America, and some of the professions 


Knight, The Ethics of CompetUion, pi 32. 

^ AllM Marshal, PHneipks of Economics^ p. 194. 
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in a few European countries command a gen¬ 
erally higher grade of ability and training tfian 
those in the United States. The mobility of 
the people shakes us loose from our reputa¬ 
tions, as Marshall says, and so takes from us 
one of the best external aids to the formation 
of a high moral character. Thlb is one of the 
reasons why cooperative enterprises have been 
less successful in the United States than in 
some European countries. Successful coopera¬ 
tion requires stability and integrity which have 
often been lacking in American communities. 

Many people have a notion that most la¬ 
borers will work only if they have to, and only 
as hard as they have to. As a corollary to this, 
they believe that wages should not be too high 
because high wages will merely enable labor¬ 
ers to loaf more. This "slave-driver's” view of 
labor incentives is held by so many business¬ 
men that we must examine it rather carefully. 
In doing so, we are led to an examination of 
some of the most fundamental and significant 
problems of human nature. 

First of all, to what extent do people really 
dislike to work? Some socialists and commu¬ 
nists assert that men do not naturally dislike 
to work, under proper conditions; and they 
bring some rather impressive evidence to sup¬ 
port this view. Man is an active animal, they 
say, and finds joy in genuinely creative work; 
in fact, he would be bored to tears if it were 
not for work. Businessmen who have made 
enough money to enable them to retire do not 
usually do so; and if they do, they are often 
discontented and unhappy away from work. 
Retired farmers are often seen driving out to 
their farms at daybreak, hoping to find odd 
jobs that will make their lives seem worth¬ 
while again. Lawyers find the battles of the 
courtroom so interesting that they seldom re¬ 
tire until their strength wanes. Most professors 
find their greatest happiness in their class¬ 
rooms and research laboratories and are glad 
when vacation is over and they can get back 
to work. Many musicians, actors, and actresses 
find their work essential to happiness and re¬ 
main at it long after they have accumulated 
enough wealth to enable them to live in lei¬ 
sure tf they wished to do so. 

Yet most of the necessary work of the world 
is far less interesting than that of artists and 
professional men, more dangerous, and more 
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injurious to health. Some work involves great 
muscular strain, as for instance that of steve¬ 
dores, miners, farmers, iron and steel workers, 
spade and shovel men—^in fact, most day la¬ 
borers. Some involves strain from the neces¬ 
sity of standing or walking a great deal, such 
as that of salesmen and saleswomen in stores, 
policemen, bellhops, elevator operators, wait¬ 
ers and waitresses in restaurants. Much fac¬ 
tory labor involves strain because of the speed 
and accuracy of the motions required; whereas 
other work is so sedentary as to be injurious 
to health, as for instance that of bookkeepers, 
typists, and seamstresses. In various kinds of 
labor there is also a serious danger to health 
and life itself because of accidents, dust, heat 
or dampness, general exposure, and industrial 
poisons; and much of the work of modem so¬ 
ciety is done under conditions of dirt and im- 
sightliness. Much industrial labor is painfully 
monotonous. Even the highest kinds of work 
are often so—a musician, for example, must 
practice many hours a day—but monotony is 
a more serious matter with industrial workers 
who feed machines or remove completed ma¬ 
terial from them, endlessly repeating simple 
operations that call only for the simplest men¬ 
tal reactions, deadly dull, boresome, meaning¬ 
less, hardly worthy of a man. Surely it is rea¬ 
sonable to assume that men dislike such work. 

Much of the work necessary in a modem so¬ 
ciety, finafiy, commands so little public respect 
and esteem that it would not be done except 
under the whip of economic compulsion. It is 
possible that under a different economic sys¬ 
tem much of it could be invested with dignity; 
but under any system some kinds of labor 
would be recognized as requiring no high 
ability, and therefore not worthy of great re¬ 
spect. 

While we must thus conclude that much 
work is unpleasant and that people would not 
do it if they did not have to, we need not ac¬ 
cept the "slave-driver's" philosophy of human 
labor. People work partly because they must, 
but they work more energetically under the 
spur of hope and ambition than of grim neo^ 
sity. If it were otherwise, if the "slave-driver^s'* 
theory were valid, labor in the United States 
would be the most lazy, indolent, and in^- 
dent to be found in the world, for it would be 
easier f(M: a man to make a bare living in diis 
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country than anywhere else, if that were aU he 
wanted; yet labor in the United States is about 
the most energetic and efficient in the world. 
Among some uncivilized peoples in tropical 
countries, men seem to want only a bare exist¬ 
ence and will not work for anything beyond 
that; but the more advanced and energetic 
peoples do not work for bread alone. They 
want jam on the bread, and sirloin steak, and 
automobiles and radios and electric refrigera¬ 
tors; and they work harder for the jam than for 
the bread. We may look forward to higher 
wages and better conditions for labor with no 
fear of their reducing the laborers’ energies. 

Wages and the hours of work 

Is is thus clear that high wages lead not to 
loafing and debauchery, but on the contrary to 
energetic and efficient work, and generally to 
better living. What of the effect of high wages 
on the number of hours of labor that will be 
done? Will higher wages in a given line of em¬ 
ployment induce the laborers to work longer 
hours, or will the workers, now able to make 
the same income with less work, reduce their 
workday and take more time for leisure and 
recreation? Here again we meet our old friend, 
human nature. To the extent that laborers, 
like tropical savages, want merely their daily 
bread, tiiey might well work fewer hours; but 
to the extent that their wants are indefinitely 
expansible, they might well be induced by 
higher wages to work longer hours. The effect 
of high wages on energy of work and on the 
lengih of the workday is not exactly the same. 
By working hard the laborers sacrifice only 
whatever satisfaction or avoidance of pain 
there may be in dawdling; by working long 
hours they sacrifice recreational pleasures that 
they might enjoy—^movies, hunting, driving, 
perhaps even reading. Their indefinitely ex¬ 
pansible wants will include some which can 
be satisfied by working longer hours and earn¬ 
ing more money, and some which can be satis¬ 
fied only with a shortened workday. In gen¬ 
eral, it is probable that the longer the work¬ 
day already is, the less the laborers will be in¬ 
clined to lengthen it for higher wages, because 
toward the end of the day there is a sharply 
rising disutility of labor. Also, if their wages 
are already fairly high, it is likely that they 


will be less willing to work more hours for 
higher wages, or even that they may wish to 
work less. Higher wages for the lowest-paid 
laborers might tend to reduce the amount of 
labor done by the family, since such wages 
would make it unnecessary for wives and chil¬ 
dren to work s8 much. But the total effect of 
higher or lower wages on the number of hours 
laborers are willing to work cannot be very 
great for any class of workers, and for those in 
factories it will be entirely negligible, because 
there the whistle sets the workday. 

Even in farming, in business and the pro¬ 
fessions, there is something analogous to the 
factory whistle which prevents men from 
changing their routine much, as incomes rise 
or fall. If farmers’ incomes rise with farm pros¬ 
perity, the farmers may pay for their farms 
sooner and retire earlier, and some may retire 
who could not otherwise have done so; but as 
long as they remain in the business they are 
likely to put in the ordinary hours of farmers. 
If incomes rise, their wives may work less and 
the children may remain in school longer, but 
they themselves will not be likely to change 
their habits to any great extent. Somewhat the 
same thing is true of business and professional 
men. When business is good and incomes are 
high, these men could indeed afford to work 
less; but since they are being well rewarded 
they are likely to feel inclined to push their 
work with about as much zeal as ever, and to 
put in as many hours at it, for a prosperous 
business or profession must be attended to. 
The requirements of the business may not be 
much less imperious than the factory whistle. 

Causes of labor inefficiency 

The efficiency of industrial workmen is often 
lower than it should be for a number of rea¬ 
sons. In the first place, such work is often in¬ 
efficiently ordered, by rule of thumb rather 
tlian by careful calculation. Sometimes opera¬ 
tions are not carried on in such a way as to 
require the least possible effort, machines may 
be badly placed, workmen may be assigned to 
jobs for which they are ill fitted. In the second 
place, physical conditions in some plants are 
far worse than they need be, as to light, heat, 
dust, moisture, and general cleanliness, with 
the result that the workers’ health suffers. 
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In the third place, conditions of employ¬ 
ment are often such that the workers do not 
give their best energies to their jobs. Laborers 
di£Fer in their attitudes, but most of them have 
certain desires and aspirations to which many 
employers have given little sympathetic atten¬ 
tion. Most workers are not interested merely 
in wages. They want to have some voice in the 
determination of the conditions under which 
they work, want to feel that they are human 
personalities, want to maintain a certain self- 
respect, want even to do their work well. Like 
other classes, they have something of what 
Veblen calls the "in‘"<^inct of workmanships and 
are likely to resent conditions which make it 
diflBcult to do their work well. In World War 
II there were innumerable instances of labor 
dissatisfaction with plant management which 
prevented the men from doing satisfactory 
work, and a few workers even quit highly paid 
jobs because they were not given enough to do. 
Generally, indeed, they object to being driven 
hard, partly because of their infection with 
the “lump of labor theory” (the notion that 
there is only a certain amount of work to do, 
and that anyone who works too efficiently 
merely hastens the day when the jobs will be 
gone). But most workers want to do work that 
seems worth while and to do it well; and the 
modem factory system, even when manage¬ 
ment is efficient and intelligent, does not al¬ 
ways provide the opportunity for that kind of 
work. The craftsman, at his best, could take 
fine pride in his work, for he really produced 
things of worth; he experienced the genuine 
satisfaction of skillfully fashioning and com¬ 
pleting products that represented his own con¬ 
ception of worth. The old cabinetmaker found 
a creative joy in making fine furniture; he 
looked upon his completed product and “saw 
that it was good”—^if it was good. In the mod¬ 
em factory, with its minute division of labor, 
no one completes anything, no one is really 
making anything, everyone is endlessly repeat¬ 
ing certain minute operations that are not ob¬ 
viously related to the final product; and in 
this sort of work the “instinct of workmanship” 
is to some extent denied its fulfillment. When 
management is inefficient or unintelligent, 
when the worker can see that he is not per¬ 
forming even these minute operations to the 
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best advantage, his work is likely to be drear¬ 
ier and more uninspiring. 

Employers have tried out various schemes 
to raise the efficiency of their labor. The best 
known is the scientific management system of 
Frederick W. Taylor, a plan for applying the 
scientific, analytical method to the problems 
of industrial management. Under the Taylor 
system, “time and motion studies” are em¬ 
ployed to find the most efficient way of doing 
given operations such as setting eyes and hooks 
in shoes or scooping sand into tmcks. Much of 
the experimentation, however, relates to the 
broader problems of factory management. 
Thus standards are set up by which the per¬ 
formance of given operations can be evalu¬ 
ated, all the interrelated and interdependent 
processes in the factory are planned in such a 
way as to secure the greatest efficiency, and 
the experimentation and research are carried 
on continuously. The Taylor system, and other 
similar plans, have increased efficiency in some 
of the plants where they have been tried, but 
they have been opposed by most unions as 
schemes for speeding up work, and in general 
they have not enlisted the hearty cooperation 
of labor; they have not given enough atten¬ 
tion to the psychological attitudes and aspira¬ 
tions of labor. 

Personnel administration, “the science of 
management, or human engineering in indus¬ 
try,” is a plan for securing greater productive 
efficiency by giving more attention to human 
forces in industry, more sympathetic consid¬ 
eration to the attitudes and interests of the la¬ 
borers. Personnel departments of business con¬ 
cerns perform a considerable variety of func¬ 
tions: hire the workers needed, giving careful 
attention to their fitness for the particular kind 
of work to be done; try to maintain a satisfac¬ 
tory relationship between each worker and his 
job; help him to understand his task and to do 
it in the best way; promote health and safety 
programs within the plant; decide on shifts, 
promotions, and dismissals of workers; and, if 
properly organized, operate to give employees 
some voice in management problems that di¬ 
rectly concern them. In many establishments 
such departments represent mere “window- 
dressing,” a false pretense that the workers are 
given some voice regarding the conditions un- 
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der Mdiich they work; but where these depart- intefligently Aey may be designed and oper- 
mrats are so organized as to give employees a ated, can have little effect in many fields of 

real voice in factory conditions they can do a industrial production. With modem technol- 

great deal to enlist the workers' cooperation ogy, labor eflBciency depends largely on the 
and so increase industrial production. mechanical equipment used, and not much on 

It must be conceded, however, that schemes the workers, who need only to keep up with 

for enlisting the cooperation of labor, however machine operations. 

QUESTIONS 

1. About half the early settlers .in the Virginia Colony were "gentlemen,” and as a result little 
work was done and most of the colonists starved. What might have been the history of our 
country if most of the settlers everywhere had been this type? 

2. Physical strength is needed in workers less than it used to be. What qualities are needed 
more? During World War II did you hear any employers complain about the character of 
some of their workmen? What faults were stressed? 

3. If women were not allowed to work in industry would the wages of men be higher? Does 
the law of diminishing returns have anything to do with the answer? Would the total in¬ 
come of the people be as high as it is if women did not work outside the home? 

4. Should women be given a general education? Why or why not? Does it make them better 
housewives? 

5. In what ways may religions affect wealth production? In what ways may they otherwise af¬ 
fect the standard of living? 

6. What difficulties would an employer face whose workers could not read or write? 

7. Why should the education of laborers be rather general in character? 

8. Under our present technology, mostly automatic, the efficiency of labor depends largely 
on the mechanical equipment used, and not on the workers. What does this suggest as to 
the sort of training that workmen should have? 

9. Henry Ford used to say that it was good business for him to pay high wages because it 
increased the market for his cars. Do you agree? Why or why not? 

10. Argue that from the point of view of wealth production alone, no state can afford to allow 
brffiiant children to go without the training they need. Could you calculate the value of an 
Einstein, Mark Twain, Tschaikowsky, or Woodrow Wilson? 

11. Suppose the people of the United States had the social and economic intelligence of the 
Scandinavian peoples. Would the United States be a richer and more productive nation? 
Why or why not? 

12. As a general rule, the less training required for a given vocation, the earlier that training 
begins. Give illustrations of this rule. Does it seem unfortunate? 

13. What kinds of laborers would work less energetically for higher wages? What classes of 
labor might work fewer hours if wages were raised? 

14. What are some of the important functions of the personnel department of an industrial 
concern? 
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Labor specialization a characteristic of the 

modern economy 

If every man, like Robinson Crusoe, made 
all the goods and provided all the services 
that he used, the problems of economics would 
be simple indeed. There would be no prob¬ 
lems of value, of exchange, of wages, of dis¬ 
tribution of wealth in so simple a society; in 
fact, about the only serious problem would be 
that of production, of securing enough goods 
to satisfy the elementary wants of the people. 
To picture such a society we should have to 
go far back of the earliest recorded history, 
for there was some division of labor and ex¬ 
change in the earliest societies we know of. 

Specialization, or division of labor, as Taus¬ 
sig says, is one of the great central facts of 
modem society. Adam Smith thought it so im¬ 
portant that he began his first chapter with a 
discussion of it: "The greatest improvement in 
the productive powers of labour, and the 
greater part of the skill, dexterity, and judg¬ 
ment with which it is anywhere directed, or 
applied, seem to have been the effects of the 
division of labour.'" Practically everyone in a 
complicated economic society like ours is spe- 
ciali^g in some task and is dependent on the 
cooperative efforts of others for most of the 
goods and services he needs. The general ten¬ 
dency for centuries has been toward more in¬ 
tensive specialization. 

Forms of labor specialization 

The division of labor takes three broad 
forms: (1) vocational division of Idbor^ such 


as we see in the work of the tailor, the car¬ 
penter, the farmer, and the physician; (2) 
technical division of labor, meaning the sub¬ 
division of each specialized trade into separate 
tasks, as for instance the subdivision of the 
process of making a shoe into some sixty dis¬ 
tinct tasks, each assigned to a separate worker; 
and (3) territorial division of labor, by which 
we mean the specialization of different regions 
in the production of certain commodities. 

Vocational division of labor. Vocational 
specialization has existed since the dawn of 
history, and there was, of course, division of 
labor between the sexes long before this. Bibli¬ 
cal history begins with a division of occupa¬ 
tions: "Abel was a keeper of sheep, but Cain 
was a tiller of the ground." In the earliest pe¬ 
riod of Egyptian history of which we have any 
record there were farmers, priests, miners, and 
workers in metals; and in ancient Babylon 
there were a surprising number of different 
occupations. Plato and Aristotle gave consider¬ 
able attention to the division of labor, and 
Plato noted the advantage, to persons of "ex¬ 
cessive physical weakness," of being able to 
do work fitted to their condition. Xenophon 
went even further in his Cyropaedia, pointing 
out that the growth of cities made possible a 
more minute division of labor because in a city 
there were enough people who wanted various 
products so that a specialized artisan could 
maintain himself by producing only one thing. 
From Xenophon’s account it appears that there 
was even some technical division of labor in 
Athens, one man cutting the leather for shoes. 
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another putting the pieces together, and still 
another stitching them. Taussig points out how 
many of our modem names-^arpenter, Ma¬ 
son, Smith, Weaver, etc.—vindicate crafts that 
go back into the Middle Ages. 

Vocational specialization seems to have been 
based primarily on the material to be worked: 
workers in wood, stone, iron, leather, gold, and 
the like. Later there followed further special¬ 
ization within each group, wood workers being 
divided into carpenters, cabinetmakers, ship¬ 
wrights; and metal workers into smiths, mold- 
ers, machinists, and pipe fitters, for example. 
In the building crafts, and in most lines of busi¬ 
ness such as banking and retailing, vocational 
specialization persists, although there is no 
uniform trend in any one direction. In drug¬ 
stores, for instance, the tendency has been 
toward less specialization, for one function 
after another has been added until they re¬ 
semble department stores in the variety of 
goods carried. Only a decade or two ago, the 
retailing of meats and of groceries was usually 
a separate function; today the two are gener¬ 
ally combined in the same store. In many lines 
of business there is a drift toward assuming a 
wider variety of functions, in some cases for 
the greater convenience of customers, in others 
to provide more continuous use of the plant 
or for other reasons. On the other hand, the 
function of lending money has been split up 
and has gone to a number of agencies—Thorne 
finance companies, automobile finance com¬ 
panies, mortgage companies, as well as banks 
—^but there has been a contrary tendency for 
commercial banks to take on more functions. 

Vocational specialization in the industrial 
field culminated in the craft gilds of the Mid¬ 
dle Ages. It declined after this, particularly fol¬ 
lowing the development of the factory system, 
which eliminated almost entirely such handi¬ 
crafts as weaving and spixming and substituted 
the minutely divided tasks of the factory in 
the technics division of labor. 

In the professions, narrower and more in¬ 
tensive specialization has been the strong gen¬ 
eral tendency. Within the memory of people 
now living there were men who combined such 
callings as law and real estate, perhaps with 
moneylending or a grocery business in addi¬ 
tion. The writer once knew an old settler who 
in the early days of Kansas had been a lawyer. 


doctor, dentist, druggist, tailor, farmer, and 
politician. Many of the lawyers in the large 
cities at the present time, on the other hand, 
scarcely pretend to know the whole field of 
law, but specialize in constitutional law, cor¬ 
poration law, criminal law, abstract law, con¬ 
tract law, real estate law, or collections. Some 
of the large law firms include a dozen or more 
lawyers, each a specialist in a narrow field. In 
medicine, similarly, the old doctor of physic 
and leeches, who perhaps combined his pro¬ 
fessional vocation with the drug business and 
dentistry, has become more and more of a 
specialist. He usually must choose at least be¬ 
tween surgery and medicine; and if surgery, 
perhaps surgery of some particular part of the 
body—eye, ear, nose, throat, or abdomen. In 
some of the large medical centers, such as the 
Mayo Clinic in Rochester, Minnesota, there are 
a score of medical experts, specialists in various 
fields of medicine and surgery. Even the minis¬ 
try has seen the development of narrower spe¬ 
cialization. Some of the larger churches hire 
several men who specialize in the diflPerent 
functions formerly performed by the pastor— 
preaching, social work, or work with young 
people. In teaching, specialization has been 
carried far during the past century. Herbert 
Spencer, whose first book was published in 
1850, was able to cover much of the scientific 
knowledge of the time, including engineering, 
physics, natural history, biology, religion, edu¬ 
cation, government, economics, sociology, so¬ 
cialism, and ethics. Today it would require a 
hundred scholars to cover the same fields ade¬ 
quately. Only a generation ago, economists 
were expected to know the entire field of eco¬ 
nomics; today it is split up into a dozen or 
more special fields, and an able man can have 
a thorough knowledge of only one or two of 
these fields. As the amount of scientific knowl¬ 
edge increases, the area covered by each man 
must be narrowed. 

The specialist in the professions today does 
not know less about the general field itself 
than the relatively unspecialized worker of 
some years ago; he merely has a smaller per¬ 
centage of the knowledge that is available. The 
eye specialist today knows far more about gen¬ 
eral medicine than the doctor of fifty years 
ago; the corporation lawyer or the criminal 
lawyer knows more about the general prind- 
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pies of law than the relatively untrained gen¬ 
eral practitioner of earlier days; the economist 
is often better trained in general economics 
today than his predecessor a generation ago, 
but he knows a much smaller proportion of die 
total that is known. In the professions we in¬ 
sist up on a better general training than was 
possible a generation or so ago, and in addi¬ 
tion we demand specialized knowledge and 
skill. For that reason, the leading professions 
require long and exacting training. 

Vocational specialization brings important 
social advantages. In the first place, as Plato 
suggested, it make: possible the fullest utiliza¬ 
tion of different capacities, talents, and apti¬ 
tudes. The man with a strong back can be a 
stone mason, the weaker man can be a tailor, 
the shrewd judge of men can be a banker, the 
persuasive and energetic man can be a sales¬ 
man, the lover of truth will perhaps find happi¬ 
ness in teaching and research. Psychologists do 
not stress natural aptitudes as heavily as they 
once did. Except in the case of such special 
artistic talents as music, most men, given the 
appropriate environment and training, could 
probably do a wide variety of tasks about as 
well as the one they do, and with about the 
same satisfaction to themselves. Men do never¬ 
theless differ greatly in physical strength, in 
mental alertness, and in inclinations and apti¬ 
tudes, whether because of heredity or environ¬ 
ment and education we need not consider here. 
Some laborers easily develop the skill and 
dexterity and judgment necessary to solve 
complicated problems; others seem incapable 
of doing any but the simplest tasks. Some can 
be trusted with responsibility; others are care¬ 
less, helter-skelter, likely to be off on a pleasure 
hunt when most needed. Some men like work 
which brings them into contact with other peo¬ 
ple; others are happiest working alone. Most 
men are willing to do physical work, but a few 
prefer mental labor and have the capacity to 
do it well. Only a small proportion of the peo¬ 
ple have the ambition, industry, tenacity, and 
ability to follow the long course of training for 
some of the professions, and to do the work 
that such vocations involve. Vocational spe¬ 
cialization provides congenial work for people 
with different inclinations. 
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Doubtless a more important advantage of 
the vocational division of labor is found in the 
increased efficiency that comes with practice, 
an efiBciency which enables the worker to turn 
out far more products or services of a higher 
quality. Adam Smith long ago pointed out that 
a lad who made nothing but nails all his life 
could make them twice as fast as a first-rate 
smith who made them only occasionally. The 
expert typist and, on a higher plane, the pianist 
acquire almost miraculous speed and accuracy 
in their work; but all competent specialized 
workers acquire something much like these 
qualities. The Iowa corn farmer husking com, 
the housewife paring potatoes, the booUceeper 
adding long lines of figures, the mechanic diag¬ 
nosing car trouble, the banker sizing up an ap¬ 
plicant for a loan, the salesman selling a cus¬ 
tomer who had no idea of buying, the teacher 
of economics explaining the law of supply and 
demand—all are examples of the eflSciency re^ 
suiting from the division of labor. 

This efficiency does not necessarily involve 
mental strain, because "practice makes perfect'^ 
and, as Marshall says, "enables an operation, 
which at first seemed difiBcult, to be done after 
a time with comparatively little exertion, and 
yet much better than before.” An unskilled 
typist, for instance, must give her entire atten¬ 
tion to the task of picking out the right letters, 
and is soon tired; but an experienced typist 
does this by some sort of "reflex” action, with¬ 
out great strain and without thinking of it at 
all, perhaps even while thinking of something 
else. The skilled pianist finds the proper notes 
almost automatically and can devote his atten¬ 
tion almost entirely to the higher function of 
interpreting the music artistically.^ 

There are, it is true, some disadvantages in 
this narrow vocational specialization. In teach¬ 
ing, for instance, it has perhaps tended to de¬ 
velop experts in various lines who have little 
idea as to the relation of their own small fields 
to the general body of knowledge, little notion 
as to the function of the educational process 
as a whole. Perhaps teachers and scholars are 
less likely to have a broad philosophy of life 
than they were when they covered a wider 
field of knowledge. In the interests of a broader 
outlook for their students, many universities 


^ In his Principles of Economics, pp. 250-254, Marshall has an excellent discussion of this. 
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are trying to break up the hard and fast lines 
that specialists have drawn around their vari¬ 
ous fields, and are introducing “orientation 
courses” to give students a broader outlook 
than most of the professors have. 

It would be easy to exaggerate the loss re¬ 
sulting from our narrow vocational specializa¬ 
tion. The doctor who treats only eyes has a 
narrower field of knowledge and practice than 
a general practitioner, but he knows his field 
more thoroughly, he goes deeper. The jack-of- 
all-trades knows a little about a great deal. He 
is a smatterer; he knows no field thoroughly. 
Still worse, he does not know what it means to 
understand any subject thoroughly; he has not 
the “feel” of careful, painstaking investigation. 

At his worst, in the scientific field, he may even 
gravitate into a habit of careless, superficial 
generalization which verges on intellectual dis¬ 
honesty. According to Durkheim, “We can 
then say that, in higher societies, our duty is 
not to spread our activity over a large surface, 
but to concentrate and specialize it. We must 
contract our horizon, choose a definite task and 
immerse ourselves in it completely, instead of 
trying to make ourselves a sort of creative 
masterpiece, quite complete, which contains 
its worth in itself and not in the services that 
it renders.”* 

Specialization does, however, involve a 
heavy loss in human happiness in some ways, 
because it restricts our work to a narrow range, 
with resulting monotony of work and lopsided 
development, mental and physical. Many kinds 
of work involve too little or too much physical 
exercise, or perhaps too little exercise of certain 
faculties. It would be most fortunate if the 
typist could work in a garden part of the time, 
instead of pecking away at her typewriter all 
day; if the bookkeeper and banker could ex¬ 
change jobs with the farmer or carpenter oc¬ 
casionally. There would be fewer neurotic ste¬ 
nographers, fewer diabetic bankers, fewer un¬ 
derweight farmers. This is, of course, impos¬ 
sible, for under such a scheme the work of the 
world would not be done eflSciently. But we 
may well look forward to shorter hours of 
labor, with increasing opportunity for recrea¬ 
tion in our leisure time. This would give us 

* Emile Durkheim, Division of Labor in Society, 

* Alfred Marshall, Principles of Economics, p« 252. 


the advantages of specialization and would be 
better in some ways than shifting from one 
kind of work to another, for the best relief 
from hard work is probably found not in hard 
work of another sort, but in something that has 
an element of play in it. As Marshall says, “Any 
occupation which is so far business-like that a 
person must sometimes force himself by an 
effort of the will to go on with it, draws on his 
nervous force and is not perfect relaxation.”® 

Specialization has the effect of increasing 
interdependence among the various classes of 
society. The pioneer did most things for him¬ 
self—built his own shelter, perhaps with the 
help of neighbors, and produced all his own 
food; and his wife made his clothes. For enter¬ 
tainment he organized a spelling school or 
literary society or singing school or a prayer 
meeting. If he was sick he took a dose of 
medicine from one of the bottles he kept on 
the shelf, or perhaps it was whisky; if his wife 
was in labor, he helped her deliver her child 
or perhaps called a midwife. He lived a simple 
and meager life, but he was independent in 
many ways and was fairly certain of the kind 
of Itfe he was accustomed to. The man in a 
highly specialized society is more dependent 
on others. 

This has had some unfortunate effects on the 
family economy. The development of occupa¬ 
tional specialization means that there is a spe¬ 
cialist who can do better than the members of 
the family most of the things that were once 
done in ihe home. The farm home of two or 
three generations ago was a cooperative enter¬ 
prise with jobs for everyone, including the 
children who helped with the lighter tasks in 
the field and with the chores. Each one did for 
himself many of the things that had to be 
done: the boys learned to press their own 
clothes; the mother and the girls made many 
of their own clothes, washed and ironed them, 
washed and curled their own hair; the father 
had a shoe last with which he repaired the 
family's shoes, and scissors and perhaps even 
hair clippers with which he cut the cMdren’s 
hair. The family's expenses were modest. This 
type of simple family economy has been greatly 
modified, even on die farms, and nothing like 

translated by George Simpson, p. 401. 
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it exists in the cities, where more and more of 
the people live. In our modem economy most 
of the tasks mentioned, and many others as 
well, are now done better by specialists outside 
the home. But the specialists have to be paid, 
and here the husband and father comes in—^he 
is a specialist in paying bills. The modem mid¬ 
dle-class home throws a rather heavy financial 
burden on the breadwinner, and the other 
members of the family can do little to help, un¬ 
less they find jobs outside the home. Here is 
doubtless a reason for the later age of marriage 
in recent years, and for the declining number 
of children in the average family. 

Technical division of labor. The second 
form of specialization, historically and logi¬ 
cally, is known as technical division of labor, 
which we have defined as the subdivision of 
each specialized craft into separate tasks. It 
is impossible to draw a clear and exact line be¬ 
tween technical division of labor and occupa¬ 
tional specialization, for they shade into each 
other. No craftsman ever carries a productive 
operation from the beginning to the end. The 
tailor buys his cloth from a manufacturer or 
wholesaler; the carpenter usually buys his lum¬ 
ber already squared and planed. On the other 
hand, even in some of the professions there is 
something analogous to technical division of 
labor. Medical specialists divide the body into 
parts and each specialist takes care of one sec¬ 
tion, somewhat as one group of workers in a 
meat-packing plant break legs, another cuts off 
hoofs, and stiff another skins a certain part of 
the carcass. 

Technical division of labor developed with 
the growth of the factory system, and is both 
the cause of the use of machinery and in turn 
the result of the use of machines. When tasks 
are reduced to simple repetitive motions, they 
can be done more cheaply and accurately by 
machines than by men. Machines are more 
regular and accurate in their motions than men, 
and they do not tire. But machines, once in¬ 
stalled, caff for new lines of division of labor. 
By lowering production costs and prices, they 
make possible greater sales and therefore 
greater production, with a consequent demand 
for new types of labor—^some to design, set up, 
and attend the machines; others to t^e charge 
of the general management of the factory; 
others to sell the product; and still others. 
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largely unskilled, to feed the machines and 
take away finished or partly finished materials. 
Where machines have become fully automatic 
the latter tasks are largely dispensed with, and 
the significant jobs in the factory are those of 
unspecialized tenders of machines in general 
who set up the machines and see that they 
work properly. 

A significant social change appears with the 
development of technical division of labor. In 
the handicraft system there were apprentices, 
journeymen, and master craftsmen, and the 
apprentices looked forward to becoming jour¬ 
neymen and finally master craftsmen. TTiere 
was no social no-man’s-land between master 
and journeyman or journeyman and appren¬ 
tice, and no blind alley in the crafts organiza¬ 
tion. In the modem factory, however, labor is 
classified according to the type of skiff and 
performance required, and this is determined 
by the machines. For the unskilled workers 
there is little chance of promotion to important 
and well-paid positions. The puddler in the 
steel miff, by virtue of high intelligence and 
hard work, may become a superior workman 
and perhaps draw a few dollars extra pay, 
but a puddler he will remain in all probability. 
Engineers, technicians, and accountants are 
chosen largely from university graduates, and 
the highly paid managerial positions are often 
filled by those who have influential family con¬ 
nections or some other sort of inside track, or 
they perhaps are filled by men chosen by bank¬ 
ers who control the corporations. Managers 
sometimes come up from the ranks, but that 
is becoming increasingly di£Bcult; and even if 
they were always chosen from among the 
laborers, the chance of any given laborer ris¬ 
ing to such a position would be almost infini¬ 
tesimal—^in a factory employing 10,000 work¬ 
men it would be one in 10,000. About the only 
way for most factory laborers to rise out of their 
position is to leave the factory and enter some 
small business, and this is usually impossible. 
Thus the factory system has brought a social 
caste system scarcely less rigid than that of 
feudali^. The laborer is not a serf, but he is 
generally tied to his job by imperious economic 
necessity, and his chance of rising out of his 
position is scarcely better than that of a mano¬ 
rial serf achieving the status of freeman. 

This specialization of the work of direction. 
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of organization, of initiative in the hands of a 
small proportion of the people engaged in in¬ 
dustry is, as Henry Clay says, “perhaps the 
greatest evil of the modem industrial organiza¬ 
tion. It removes from the work of the great 
majority of people the educational element, the 
element that develops the highest faculties and 
character.”* Marshall has pointed out that “the 
business by which a person earns his livelihood 
generally fills his thoughts during by far the 
greater part of those hours in which his mind 
is at its best; during them his character is being 
formed by the way in which he uses his facul¬ 
ties in his work, by the thoughts and the feel¬ 
ings which it suggests, and by his relations to 
his associates in work, his employers or his 
employees.” There can be little of educational, 
cultural, or character-forming value in setting 
the eyes in a shoe, skinning the hind leg of a 
carcass, turning nut No. 34 on a Ford car. All 
the work of organization, of planning, all the 
work calling for initiative and broad judgment, 
is done by a very few men; the laborers simply 
obey orders, like the privates in the army. The 
vast difference between the functions of em¬ 
ployer and laborer does not measure merely the 
difference in their natural capacities. Probably 
the employer has greater native ability, in the 
beginning, in the work of organization and 
management, but the ability he finally develops 
is partly or mainly due to the constant exercise 
of his faculties through many years; whereas 
the laborers have no opportunity to develop 
such abilities as they have, or may even partly 
lose them because of the routine character of 
their work. The differences in functions, in 
income, and in social position in our modern 
society are far greater than the differences in 
natural capacity alone would justify. 

Indeed it is not certain that business organ¬ 
izers usually develop superior abilities with 
respect to anything but their particular task of 
organizing business in such a way as to make 
profits. As will be pointed out in a later con¬ 
nection, they are in some ways among the nar¬ 
rowest of men. Their social intelligence, as re¬ 
vealed by the pronunciamentos of such busi¬ 
nessmen's organizations as the National As¬ 
sociation of Manufacturers and the United 
States Chamber of Commerce, is probably 


lower than that of many labor union members. 
The function of “making money” appears to 
make men narrow in some respects. On the 
other hand, some laborers, in spite of the rou¬ 
tine character of their work, develop fairly 
broad economic and social intelligence, per¬ 
haps because of their daily contact with other 
laborers in the factory, perhaps because their 
unhappy economic status impels them to think 
seriously about economic and social questions. 
The division of labor which restricts their pro¬ 
ductive energies to a narrow range also en¬ 
courages them to study the relationship of 
their own work to that of others, including the 
directing staff; that is, it encourages them to 
study some of the broad, fundamental prob¬ 
lems of economics. As Clay says, “The general 
intellectual keenness of some of the [English] 
mill towns might put some universities to 
shame.” But obedience, docility, apathy in 
asserting their own interests—^these are the 
marks of ideal laborers from the employer’s 
point of view, the qualities most likely to bring 
employment. Aggressive, individualistic labor¬ 
ers are likely to become “troublemakers” and 
to find it difficult to secure employment. 

The loss of initiative on the part of the la¬ 
borer and the lack of opportunity for assuming 
responsibility are not evils for all, for there are 
many people who lack strong initiative and dis¬ 
like responsibility. There are fewer such people 
among laborers than employers usually assume; 
yet there are certainly many workmen who 
would not assume responsibility even if they 
had the opportunity. 

Territorial division of labor. The third form 
of division of labor, territorial division, refers 
to the specialization of certain geographic re¬ 
gions in the production of particular products: 
of Pittsburgh in the production of steel, for 
instance; of Paterson, New Jersey, in silk 
goods; of Troy, New York, in shirts and col¬ 
lars; of Lynn, Massachusetts, in women’s shoes, 
and of Brockton in men’s shoes; of North Caro¬ 
lina in cigarettes, southern California and Flor¬ 
ida in citrus fruits, Kansas in wheat, Iowa in 
com. Territorial division of labor may be inter¬ 
national, as we shall see in a later chapter. 

Territorial division of labor is based on vari¬ 
ous factors: climate, soil, mineral resources. 


* Clay’s discussion of this point, in his Economics for the General Reader, p, 40, is one of the best to 
be found anywhere. 
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raw materials, transportation facilities, markets, 
or perhaps on more superficial and changeable 
factors. In agricultural production, climate is 
of course a basic and unalterable cause of spe« 
cialization. In the United States, citrus fruits 
can be grown only in states with a semi-tropical 
climate, mainly in Florida, Texas, Arizona, and 
California; sugar cane demands a similar cli¬ 
mate; corn, the most important of all our grain 
crops because it is the basis of much of our 
livestock production, calls for a temperate cli¬ 
mate with dependable summer rains and warm 
nights; wheat can be grown where the summer 
rainfall is insuflScirnt for com growing, as in 
Kansas and the Dakotas; cotton demands a 
fairly warm climate with long summers; apples 
can be grown in colder regions. 

Climate is of some importance in other in¬ 
dustries than agriculture. Hollywood is the 
center of the moving-picture industry of the 
United States, and to some extent of the entire 
world, partly because the sunny and equable 
climate of southern California permits more 
days of work than would be possible in more 
humid regions. San Diego is an important cen¬ 
ter for aviation training for the same reason. 
One of the reasons for the shift of the American 
textile industry from New England to the 
South has been the lower cost of living and 
lower wages in the South, lower partly because 
of the mild climate. 

The character of the soil is important mainly 
in agricultural specialization. The deep, rich 
soil of Iowa and Illinois is one of the important 
factors encouraging corn production; the sandy 
soil of the Kaw valley in Kansas encourages 
specialization in potatoes and melons; the poor 
soil and lack of good grass in much of the 
South partly account for the fact that forestry 
is the important industry, rather than livestock 
production or dairying; and the poor soil of 
most of New England has been one of the fac¬ 
tors that have forced the people into industry. 

Mineral resources, particularly fuel resources 
and raw materials, are the basis of much re¬ 
gional specialization in industry. In a few in¬ 
stances the fuel and raw materials are found 
in the same vicinity. Around Birmingham, Ala¬ 
bama, there are deposits of coking coal, iron 
ore, and limestone which provide Ae basis for 
an efficient steel industry. The iron deposits of 
Minnesota and the coal deposits (d the Lake 
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states to the east are far apart, but the Great 
Lakes provide cheap water transportation from 
one region to the other. A great steel industry 
grew up first at Pittsburgh, where the coal is 
mined, the ore from Minnesota and Michigan 
being hauled to the source of the coal; but later 
some coke was hauled to the source of the ore 
as a return cargo for boats, and an industry was 
built up at Duluth, on the extreme point of 
Lake Superior. 

The extent to which industries must cluster 
around sources of fuel, power, or raw materials 
depends upon a wide variety of factors. The 
mining must of course be carried on where Ihe 
fuel resources or mineral raw materials are; 
but the manufacturing may be done there or 
at a distance which will be determined by 
various factors centering largely aroimd trans¬ 
portation. If transportation were effiicient and 
absolutely costless, industries might be estab¬ 
lished almost anywhere. Diamond cutting is an 
illustration of this. Diamonds are so light in 
proportion to their value that transportation 
costs are negligible, with the result that, until 
the outbreak of the Second World War, most 
of the diamonds mined in South Africa were 
cut in Europe, largely in Belgium. Steel pro¬ 
duction, on the other hand, calls for much fuel 
and iron ore, both bulky products, and must 
therefore be carried on near the source of one 
or the other of these necessities. Lumber manu¬ 
facturing must similarly be carried on near the 
source of the logs, which are too bulky to be 
carried far. It is cheaper to haul the finished 
steel and lumber from the mills to the consum¬ 
ing centers than to haul the coal and ore or 
logs from their source to the mills. The cement 
industry developed first in the Lehigh valley in 
eastern Pennsylvania, where there is cheap fuel 
and raw materials—^limestone and clay or shale 
—but it has since spread widely, even to re¬ 
gions where there is no coal. 

A wide variety of industries engaged in fab¬ 
ricating such raw materials as steel and lumber 
into finished products may be located almost 
anywhere, perhaps at or near the point of con¬ 
sumption. Some raw steel, for instance, is 
made into tanks and boilers in Kansas City 
rather than at the steel mills in Joliet or South 
Chicago, because i^oosts less to transport the 
steel plates to Kansas City than the finished 
products. Similarly, many oil refineries are lo- 
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caled far from the oil fields, because it is 
dbeaper to transport the crude oil through pipe 
lines or by ocean tankers than to ship the gaso¬ 
line by rail. New Jersey, without any petroleum 
production, in 1932 had a greater refining ca¬ 
pacity than Oklahoma. Much of the Texas 
crude oil is shipped by tanker to the great 
Bayonne refinery in New Jersey. In recent 
years several gasoline pipe lines have been 
built, and they have tended to shift some refin¬ 
ing back to the oil fields. 

In the meat-packing business the tendency 
has been toward a decentralization of plants, 
with a shift out toward the sources of livestock 
supplies. Such packing centers as Chicago, St. 
Paul, Cincinnati, Kansas City, and Omaha do 
not have the relative importance that they once 
had, for small plants have been built at many 
points throughout the regions which produce 
livestock. The reason for this is in considerable 
measure the improvements in refrigerator cars 
and the speeding up of freight trains, which 
make possible the shipment of dressed meat 
without deterioration. The location of our flour 
mills depends largely on the relative cost of 
shipping wheat and flour, although other fac¬ 
tors are important too. At one time much flour 
was produced at small grist mills scattered 
throughout the producing area; but almost all 
these mills have been abandoned—driven out 
by the superior eflSciency of the large mills, 
which could obtain two or three times as much 
high-grade flour from a given amount of wheat 
as they could. 

Thus transportation conditions are very im¬ 
portant in determining the location of indus¬ 
tries. Any change in the speed, efiBciency, or 
cost of transportation tends to cause shifts in 
the location of industries. The development of 
truck hauling has brought great changes dining 
the past two or three decades. 

In some cases industries grow up in certain 
localities without any particular reason geo¬ 
graphically, perhaps because certain enterpris¬ 
ing individuals happened to establish them 
there, long ago. The great glove-manufacturing 
industry at Cloversville, New York, was origi¬ 
nally started by some Scotch glovers who set¬ 
tled there in 1760; a working woman in 1830 
initiated the collar induslarj^t Troy, New York, 
which grew to dominate the field in the follow¬ 
ing century. There is no particular geographic 


reason why a great tap and die industry should 
have grown up at Greenfield, Massachusetts, 
or a hosiery industry at Cohoes, New York, or 
why cheap jewelry should be made at Attle¬ 
boro, Massachusetts, or hats at Danbury, Con¬ 
necticut. Various other locations would have 
been as good. But in one way or another the 
industries happened to be founded in a certain 
place, and prospered. 

Once an industry has become well estab¬ 
lished in a given locality, it tends to stay there 
and to grow. The entire community learns a 
great deal about the business and the children 
pick up information unconsciously, with the re¬ 
sult that there are many skilled laborers in the 
community, and children who can easily ac¬ 
quire skill. Subsidiary trades and industries 
grow up, using expensive and eflBcient special¬ 
ized machinery; trade journals are published 
which broadcast useful information to the vari¬ 
ous concerns in the trade; buyers come to the 
community to buy because they know they can 
find ample supplies and a wide variety of goods 
there. 

There are some disadvantages in such spe¬ 
cialization, A district which is dependent 
mainly on one industry may be subject to ex¬ 
treme depression in case of a serious decline 
in the demand for its product. Also it may not 
provide a market for all the kinds of labor 
available there. For instance, a locality whose 
industry is confined to steel production offers 
little opportunity for the employment of 
women and children. In many cases other in¬ 
dustries have been established in such places, 
industries in which women and children can 
work, with a resulting increase in the average 
family income. 

Analogous to the territorial division of labor 
is the localization of various kinds of business 
in certain parts of cities. Retailing is usually 
carried on in the most congested part of the 
city, banking and investment functions in a 
district just outside the retail center, automo¬ 
biles and automobile supplies in some other 
section, wholesaling still farther out, manufac¬ 
turing ki the outskirts of the city or perhaps at 
some distance away, and truck growing on the 
farm land immediately surrounding the city. 
Some cities afford examples of even more inr 
t^sive specialization: ‘‘m^ical centers,” with 
large buildmgs devoted mainly or entirely to 



LABOR SPECIALIZATION 75 

doctors’ ofiBces, various related services being economies. Thus it is convenient and economi- 
provided in the same building; and ^egal cen- cal for shoppers to be able to go to the impor¬ 
ters,” buildings given over to law o£Bces, per- tant retail stores with a minimum of effort; for 

haps with a central library of lawbooks. investors and speculators to have the banks 

Regional specialization within a city offers and financial institutions grouped together in 

great economies not only to the businessmen one district; for retailers to be able to reach 

themselves but to the general public. The econ- wholesalers with the least possible trouble and 

omies available to businessmen are somewhat expense; for the sick or injured to have every 

similar to those arising from regional industrial necessary medical service available in one 

specialization. The general public enjoys many building. 

QUESTIONS 

1. Estimate the r umber of people who participate directly or indirectly in providing your 
dinner. 

2. The home is in many respects a very ineflScient enterprise. Why? 

3. Is there any more cultural development in the work of a general physician than in that of 
an eye specialist? In teaching a course in Shakespeare than a course in general literature? 
In what respects do workmen in watch factories have pleasanter work than the handicrafts¬ 
man who used to make watches? 

4. The work of a farmer is not highly specialized. Is it more interesting than the work of a 
man or woman who sets eyes in shoes all day? Is the latter s work more interesting in any 
way? The work of a housewife is also unspeciahzed. Do you think it is interesting? Why or 
why not? 

5. "The difference of natural talents in different men is, in reality, much less than we are aware 
of; and the very different genius which appears to distinguish men of different professions, 
when grown to maturity, is not, upon many occasions, so much the cause as the effect of 
the division of labour. The difference between the most dissimilar characters, between a 
philosopher and a common street porter, for example, seems to arise, not so much from na¬ 
tures as from habit, custom, and education.” Would a modern psychologist agree with this 
statement by Adam Smith {The Wealth of Natiom)? 

6. Field believed that the narrow specialization and high concentration necessary for success 
in modem life often require the sacrifice of those well-rounded qualities which are most 
needed for parenthood and a full life, and that the devotion which family life calls forth 
cannot in turn command an economic price in the market place. Do you agree? Do fathers 
spend enough time with their children, usually? 

7. ^^at are some of the causes that have led to localization of industries? Why do miscellane¬ 
ous industries go to the large cities? 

8. How do you account for the scattered moderate-sized packing plants and flour mills in Kan¬ 
sas? Why are they not concentrated in the big cities? Why did the many small grist mills of 
a generation ago disappear? 

9. Division of labor is bound up closely with the exchange of goods. Explain how. 



Chapter 7. 


Capital and Durable 
Goods 


Capital defined 

In a sense, as Marshall says, there are only 
two agents of production, nature (land) and 
man; for capital is created by man. Yet capital 
is so important in modern production that it is 
necessary to consider it a third factor of pro¬ 
duction. The vast increase in the amount of 
capital over the past century or more is an 
important cause of the remarkable rise in the 
standard of living. 

There are many different conceptions and 
definitions of capital. To the businessman it 
usually means a fund of purchasing power, or 
perhaps the amount invested in a business. We 
have already defined capital, however, as the 
man-made goods used not for the direct satis¬ 
faction of wants but for the production of other 
goods. A shorter definition, quite as service¬ 
able, is the man-made instruments of produc¬ 
tion —^“man-made*’ to distinguish it from land, 
which is also an instrument of production but 
is provided by nature. We should include in 
the term capital such goods as the farmer s 
plow, reaper, bam, granary, horses, and cattle; 
the businessman's factory or store building, 
machines, trucks, the showcases in the store; 
the lawyer's office and office equipment, in¬ 
cluding his library; the delivery boy s bicycle, 
the lumberman’s ax, the housewife’s needle. 
These are all used not to afford direct satisfac¬ 
tion but to produce other goods which satisfy 


wants, or to produce other capital with which 
to produce the final consumers’ goods. 

Free or floating capital, and specialized capital 

Economists often classify capital as free or 
floating capital, and specialized capital. Free 
capital is defined by Marshall as command over 
goods to a given money value, which can be 
applied to any purpose; this is nearly synony¬ 
mous with purchasing power. A man with a 
thousand-dollar deposit in a bank, according 
to this definition, would have so much free 
capital, but it would not be capital in the gen¬ 
eral economic sense/fiye has defined free capi¬ 
tal as including capital goods which may be 
put to many different uses, as for instance large 
buildings in the heart of a city which may be 
used for many different purposes. This concep¬ 
tion has the advantage of referring to capital 
in its real economic sense. Specialized capital, 
on the other hand, is capital which is adapted 
only to some particular use, such as a farmer’s 
plow or harvester, a machine for making auto¬ 
mobile fenders, a steel mill, or a grain elevator. 
This distinction between free and specialized 
capital is of course only relative, like so many 
distinctions in economics, and should not be 
pressed too far. Some capital may be used for 
only one function, other capital for a few func¬ 
tions, still other capital for many functions. 

There is a general tendency for capital to 
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become more specialized, like some kinds of 
labor as in the case of the professions; and 
while this has increased its productiveness it 
often shortens the useful life of the capital. 
Some of the tools used by glass-blowers could 
be employed for various operations, and so 
changes in the types of glassware demanded 
did not make it necessary to scrap many of 
them; but today there are great machines for 
turning out certain kinds of glassware which 
would have to be scrapped or remodeled if 
consumers’ tastes changed. The abandonment 
of the breweries and distilleries at the time of 
the Prohibition Amendment has often been 
cited as illustrating the heavy loss in special¬ 
ized capital when public demands change; 
however, it is scarcely conceivable that any 
change in public demands could render useless 
most of the well-located buildings in a large 
city. 

Fixed and circulating capital 

Capital may also be fixed or circulating. 
Fixed capital, represented by factory buildings, 
railroads, and machines, may be used re¬ 
peatedly in the same operation, whereas circu¬ 
lating capital, represented by raw materials 
and fuel employed in industry, is used but once 
or a very few times. Bye includes as circulat¬ 
ing capital also “manufactured products in 
partly finished form, and stocks of goods in 
warehouses and on the shelves of dealers.” This 
may be permissible, although such goods are 
not strictly “instruments of production” within 
our definition of capital, This distinction be¬ 
tween fixed and circulating capital, like others, 
cannot be sharply drawn, for fixed and circulat¬ 
ing capital shade into each other. Coal is used 
only once and is quickly gone; lubricating oil 
lasts longer; band saws are perhaps worn out in 
a few weeks or a year, but the machinery that 
impels them may last several years; and a fac¬ 
tory building often lasts for a generation or 
more, 

A large and growing amount of the capital 
of the United States is used to produce not 
. consumers’ goods but machinery—capital. 
Steel mills are largely engaged in this, as are 
implement factories and factories for the pro¬ 
duction of trucks, tractors, spades, shovels, and 
the like. The capital may indeed be many 
stages from the final consumer. It is easy to 


imagine a steel furnace being used to make the 
steel for a steam digger to used in digging 
iron ore for the production of steel for use in 
making saws to saw the lumber to be used in 
building a factory that will be used for the 
production of dies for use in the manufacture 
of automobiles. Such a sequence might run al¬ 
most indefinitely. We should find that much of 
the country’s capital equipment is necessary 
to secure the bananas we eat for breakfast. 

■\ 

Capital historically considered 

Probably man has always used capital and 
has always had a few simple forms of durable 
wealth, for even some of the animals have 
these, although no animal ever fashions tools. 
The Neanderthal man, who probably lived at 
least fifty thousand years ago, used fire and had 
crude stone implements, some of which had 
been developed in earlier ages. It is likely that 
the first implements were for hunting and fish¬ 
ing, and among the first durable goods were 
those for personal adornment. Domestication 
of animals came later, and in the pastoral stage 
of history such animals were an important form 
of productive wealth. About this time, wells 
were dug, which became important capital in 
semi-arid countries. Later boats were built, 
and still later small ships for water transporta¬ 
tion. When man entered the agricultural stage 
he began to apply improvements to the land, 
and agricultural implements were developed, 
but they were simple, clumsy, and inefficient. 

A very important step in the development of 
capital came with the discovery of the use of 
metals. The reduction of copper ores was un¬ 
derstood in Babylonia and Egypt nearly four 
thousand years before Christ; tin was used 
about 2500 b.c,, and iron a thousand years 
later. The precious metals were less important, 
being poorly adapted to use in tools; but like 
precious stones they were employed as a means 
of hoarding wealth. Gold was used in Egypt a 
thousand years before the refining of copper 
was developed. 

Such things as these—crude implements, 
huts, and later precious metals and precious 
stones; great public edifices, mainly religious, 
like the pyramids and ancient temples; roads, 
boats and small ships, canals and inigation 
works—^were the chief forms of wealA for 
many centuries. The only trade that used ex- 
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pensive equipment was shipping, and the ships 
were small and crudely built. 

In the later Middle Ages, with the growth of 
the Italian city-states and the commercial cities 
of northern Europe, wealth began to increase 
rather rapidly; and in the eighteenth century 
the development of the factory system, par¬ 
ticularly textile factories, and the growth of 
colonies and of international trade brought a 
rapid increase of productive capital. The use of 
water power and, later, steam power in the 
factories made possible a great increase in the 
number, size, and complexity of machines. The 
making of these machines called for coal and 
iron mines, smelters and ironworks; and larger 
and better ships were built in extensive ship¬ 
yards for the growing traflfic. 

The creation of new capital continued at an 
accelerating pace during the nineteenth cen¬ 
tury, England leading, with the United States 
and the countries of western Europe following. 
Canal building, begun in the preceding cen¬ 
tury, was pursued on a more extensive scale; 
railroad construction was begun late in the 
second decade, to continue at a prodigious rate 
in the United States almost to the end of the 
century. With railroads came more and bigger 
ironworks, car foundries, the opening of more 
coal and iron mines, vastly increasing trafiic. 
Steamboats began displacing sailing vessels 
and, just before the Civil War, iron ships began 
to supersede wooden craft, with further de¬ 
mands on the growing iron industry. 

After the Civil War, railroad building in the 
United States proceeded feverishly, and one 
industry after another sprang up—steel, coke, 
lumber, oil, gas, brick, glass, farm implements, 
canning, meat packing (already well started 
before the war), cement, and a wide variety of 
smaller industries—and millions of farmers 
moved out onto the farms of the Mississippi 
valley and built homes. In the West, great ir¬ 
rigation works were built and millions of acres 
of desert land were brought into production; 
mines and smelters began to turn out a stream 


of gold, silver, and copper. Throughout this 
period die textile industry was also expanding, 
particularly in the South. 

Among the more recent industries that have 
built up important aggregations of capital are 
the electrical, telephone, automobile, rubber, 
radio, rayon, and cigar and cigarette industries. 
Over the past few decades there has also been 
a tremendous growth of durable wealth in the 
form of hotels, apartment and office buildings, 
moving picture theaters, and modem homes. 

The extraordinary growth of capital since 
1879 is shown by the figures compiled by 
Simon Kuznets in the table below. 

"Reproducible wealth outside of households” 
is not exacdy synonymous with capital, but it 
approximates our concept of capital fairly well, 
and the figures probably represent the growth 
of capital with reasonable accuracy. It is note¬ 
worthy that the amount of capital did not in¬ 
crease much in the decade 1929-1939, the 
period of the great depression, but that it in¬ 
creased greatly in the decade which included 
the First World War. Apparently war slowed 
down capital accumulation less than the de¬ 
pression did. 

These figures indicate an increase of capital 
in the United States that is probably greater 
than in any other country. Why is this so? The 
answer is that this country's abundant natural 
resources made this rapid increase possible, 
and the relative scarcity of labor and the high 
wages made it profitable for entrepreneurs to 
use much capital. Capital is made from natural 
resources, and our wealth of lumber, coal, oil, 
natural gas, and mineral deposits made it pos¬ 
sible to produce capital cheaply and in abun¬ 
dance; on the other hand, the scarcity and high 
wages of labor provided an incentive for en¬ 
trepreneurs to use capital lavishly and labor 
sparingly in productive operations. Hence, with 
an abundance of land to cultivate, an abun¬ 
dance of minerals from which to make farm 
machines, and high wages for labor, the United 
States set the pace for the rest of the world in 


Growth of Reproducible Wealth Outside of Households, by Decades, 1879-1939. 

Reduced to 1929 Prices^ 

1879 1889 1899 1909 1919 1929 1939 

Total (billions of dollan) 84.3 81.9 88.4 124.5 182.7 251.7 267.8 

Per capita (dollars) 707 850 1125 1385 1751 2086 2049 

^ Simon Kuznets, Capital Formation, 1879^19S8, Universi^ of Pennsylvania Bicentennial Conference. 
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the development of efiBcient harvesters and 
other farm implements; and thus it is that in 
practically all industrial operations we have 
built up the most efiBcient machines to be found 
anywhere in the world. 

Capital now constitutes about one-third of 
the total wealth of the United States, and cap¬ 
ital and durable consumers* goods together 
much more than half. Doane’s estimates of the 
value of the various classes of goods included 
in these categories are as follows: 


Man-Made Physical Assets (1938)® 


Used for production ( capital): 
Farm business buildings 
Farm equipment and livestock 
Industrial-commercial build¬ 
ings . 

Industrial equipment 
Railroad buildings and tracks 
Railroad equipment 
Utilities buildings 
Utilities equipment 
Stocks of goods 
Gold and silver coin and 
bullion 
Total 


$ 4,000,000,000 
9,000,000,000 

34,000,000,000 

20 , 000 , 000,000 

13,000,000,000 

5,000,000,000 

13,000,000,000 

7,000,000,000 

11 , 000 , 000,000 

17,000,000,000 

$133,000,000,000 


Used for comfort (consumers’ goods): 

Farm dwellings $ 5,000,000,000 

Non-farm residential build¬ 
ings 44,000,000,000 

Public tax-exempt buildings 28,000,000,000 

Motor vehicles 5,000,000,000 

Ships of the United States 
Navy 1,000,000,000 

Stocks of goods 16,000,000,000 

Chattel goods 39,000,000,000 

Total $138,000,000,000 

Total man-made goods remain¬ 
ing unconsumed $271,000,000,000 


It should be noted that “stocks of goods” in¬ 
cluded under the heading “Used for produc¬ 
tion” are capital only from the point of view 
of the producer, and that “stocks of goods” and 
“chattel goods” under the heading “Used for 
comfort” are presumably not all durable con¬ 
sumers* goods. Doane does not himself use the 
terms “capital” and “consumers'** goods, but 
the items he includes suggest that these terms 
are appropriate. 


Capital and roundabout production 

Production by the use of capital is often 
called roundabout. To illustrate this, Bohm- 
Bawerk pictured a peasant whose house is 
some distance from ^e spring where he gets 
drinking water. The peasant may satisfy his 
thirst, without any use of capital, by going to 
the spring whenever he is thirsty and drintog 
out of his hollowed hand. This is the most di¬ 
rect way to supply his want. Satisfaction fol¬ 
lows immediately on exertion, but the method 
is inconvenient and yields satisfaction at great 
cost in human efiFort. The peasant might take 
a roundal)out way of getting water. He might 
hew a pail out of a log and thus carry a day’s 
supply of water to his cottage. This would 
economize his time; but before he could make 
the pail he must have made an ax and perhaps 
other tools, and before he made these he must 
have accumulated enough food to work at the 
task for several days. The peasant might, how¬ 
ever, take an even more roundabout way of 
getting water. He might make an ax and with 
it cut down a number of trees, split and hollow 
them, lay them end to end, and so make a sort 
of aqueduct to bring the water to his door. 
This would take more time immediately, but in 
the long run it would doubtless save a great 
deal of time. It might well be called “capitalist 
production,” although modern industry is of 
course much more roundabout and much more 
efiBcient than this. 

The distinction between capital and 
consumers’ goods 

We have already seen that the distinction 
between land and capital is hard to draw pre¬ 
cisely. It is similarly difiBcult, if indeed not im¬ 
possible, to draw a precise line between capital 
and consumers’ goods. The farmers plow is 
clearly capital, for the farmer does not enjoy 
riding on it but uses it to produce the wheat 
from which he expects to make bread. The 
bread he enjoys eating, and it is a consumers* 
good. But what shall we say of an automobile 
used partly for pleasure and partly for busi** 
ness, or what shall we say if the owner uses 
it only for business but enjoys driving it? Ap¬ 
parently the car might be both capital and a 
consumers* good at ^e same time. Many fann^ 


* Robert R. Doane, The Anatomy of American Wealth, p. 148. 
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ers enjoy working with fine horses; perhaps 
l^ey use decorated harnesses. Horses and 
harnesses are not only capital but evidently 
consumers* goods, to tike extent that they are 
enjoyed. On the other hand, most consumers* 
goods are in a sense productive, and so re¬ 
semble capital. Good food, comfortable and 
attractive clothes, homes and home furnishings, 
golf, movies, most books, and travel—all these 
are classified as consumers* goods, yet they 
may increase our productiveness and to that 
extent they fall into the category of capital. 

Capital and durable goods 

The title of this chapter, Capital and Dur¬ 
able Goods, suggests that durable consumers* 
goods have much in common with capital. It 
is true that they serve the purpose of satisfying 
wants directly, rather than increasing produc¬ 
tion, and there may be some current expense 
in maintaining them; yet they may continue 
to afford utility for a long time. Many of the 
early settlers of New England, for instance, 
built substantial and beautiful homes which 
have served their purpose for a century or 
more—some of them indeed for over two cen¬ 
turies—^and are today worth more than when 
they were built. If instead of investing in such 
houses, the New Englanders had spent their 
money for transitory satisfactions, they would 
have created less wealth and New England 
would have been a poorer community. The 
man who invests in highly durable goods does 
not need to invest in the same type of thing the 
next year, but can devote his later savings to 
other things and so add gradually to his own 
wealth, which is also the wealth of the com¬ 
munity. His own wealth, and that of the com¬ 
munity, would presumably increase more rap¬ 
idly if he invested more largely in capital, for 
wisely chosen capital produces a fund for 
maintenance and replacement, and interest 
too; however, since capital is useful only in 
producing other goods, investment in durable 
consumers’ goods, to a certain extent, may be 
quite as productive. There should be a balance 
of capital and durable goods, and also of non¬ 
durable goods. Although, after all, the pur¬ 
pose of production is consumption, a philoso¬ 
pher looking at the American scene might well 
conclude that one of our greatest needs is not 


more gasoline and gin and cinema comedies, 
but more beautiful and substantial houses and 
other durable goods. Yet the American people 
do not seem to think so, and they are the 
final arbiters in such matters. There may be 
some cheer in the fact that the proportion of 
durable to non-durable goods has been in¬ 
creasing. In 1879, durable goods industries^ 
those producing buildings, machinery, locomo¬ 
tives, freight and passenger cars, automobiles, 
refrigerators, and the like—contributed 31 per 
cent of our industrial output; in 1929 their 
contribution had risen to 44 per cent, and it is 
of course higher today. 

It must not be assumed that all capital is 
durable. Some of it is, factory buildings, for 
instance; but the average life of much pro¬ 
ductive equipment, particularly of machines, 
is not very long. It is estimated that the aver¬ 
age life of metal working equipment is not 
more than ten years, partly because of wear 
but more largely because of obsolescence — 
depreciation as the result of the development 
of more efficient equipment which renders the 
old equipment obsolete. Most capital and dur¬ 
able goods are subject to a fairly high rate of 
obsolescence because of the fast pace of tech¬ 
nological improvement or, in the case of 
some durable goods, constant changes in styles. 
The hotels, apartments, and homes built 
thirty years ago are “old-fashioned” in some 
respects, for they lack certain shiny gadgets 
or superficial improvements that new build¬ 
ings have, and hence have lost much of their 
value. 

One of the important factors making for 
rapid obsolescence of many machines is the 
fact that they are made largely by engineering 
firms which specialize in that work. Some ma¬ 
chines are “homemade,** that is, devised by 
men in the plant where they are used. Some 
of the larger factories have staffs of technicians 
whose function is to develop new equipment 
for their own use. “Tailor-made** machines, a 
second class, are made by engineering firms 
specializing in the designing and installation 
of mechanical equipment, sometimes in ao» 
cordance with the customer*s specifications. 
A third class, “ready-made** equipment, is also 
made by machine-building firms, but in more 
or less standardized units—^trench diggers, 
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Steam shovels, automatic looms, paving mixers, 
and the like.^ 

The fact that machines are built largely by 
specialized engineering firms doubtless tends 
to make industry more dynamic, more progress 
sive and changeable in its technology, as 
Schlichter points out. When methods of pro¬ 
duction were determined by the persons who 
used them, industrial techniques had a tend¬ 
ency to become fixed, for men fall rather easily 
into a routine and dislike to change their ways 
of doing things. These specialized machine- 
building companies, however, are always striv¬ 
ing to improve machines in order to sell more 
of them, for if they can make worth-while im¬ 
provements on the old equipment they can 
virtually force industrial managers to buy the 
new. This is not all clear gain, of course, be¬ 
cause the scrapping of half-worn machinery 
is wasteful, and some people believe that 
American industry sometimes discards old 
equipment at a real loss. In some cases in¬ 
dustrial managers who have capitalized the 
older equipment add the cost of the new 
equipment to the capitalization, and so, after 
a few such shifts, their businesses are con¬ 
siderably overcapitalized, with capital stock 
outstanding for equipment that has been dis¬ 
carded. American businessmen have generally 
been readier than Europeans to scrap old 
equipment and install new.^ 

We have spoken of capital as being "pro¬ 
ductive”; but a word of caution is necessary 
here. Tools and machinery of course produce 
nothing themselves; they only serve to enable 
labor to produce more than it could without 
them. The labor that first produces tools and 
machines and works with them is more pro¬ 
ductive than labor that produces without the 
intervention of capital. The tools are them¬ 
selves made by labor. 

Capital the result of saving 

Labor alone, however, cannot create new 
capital. There must also be saving, by which 
we mean that there must be an excess of pro¬ 
duction over consumption, As Adam Smith 
said, long ago; "Parsimony, and not industry, 
is the immediate cause of the increase of capi¬ 


tal. Industry indeed provides the subject which 
parsimony accumulates. But whatever industry 
might acquire, if parsimony did not save and 
store up, the capital would never be greater.” 
In order to secure his first club or spear point, 
the Neanderthal man had to save up enough 
food to enable him to work for a whfle on this 
elementary tool; and in every century since 
that time, additional capital has been created 
only by labor and saving—^that is, by working 
and consuming less than was produced. If all 
laborers since the time of Caesar had worked 
hard and efficiently but had consumed as much 
as they produced, no capital would have been 
created, and today the world would be as poor 
as it was two thousand years ago. 

Forced savings 

Much of the saving and wealth creation of 
antiquity was compulsory, forced upon unwill¬ 
ing slaves by autocrats. The pyramids of 
Egypt, the temples of Babel and Baalbek, the 
Chinese Wall, the Colosseum, and the monu¬ 
ments around the Forum and along the Appian 
Way represented savings, excess of production 
over consumption on the part of people, mostly 
slaves or serfs, for whom saving often meant 
suffering, even starvation and death. The phar¬ 
aoh, emperor, or king took from the people the 
labor power and goods needed to build these 
monuments, thus forcing them to economize. 
Tourists who marvel at the great cathedrals 
and castles of Europe seldom picture the op¬ 
pression, hunger, and misery that were neces¬ 
sary to their construction; yet wealth was 
created that would not otherwise have existed. 
As homes of the nobles, these great castles 
were consumers’ goods but were highly dur¬ 
able; and as fortresses they should be thought 
of as productive capital for those who through 
their use were enabled to defend themselves. 

Much of the capital and durable consumers’ 
goods produced in modem times results from 
compulsory saving in somewhat similar fashion, 
although it does not represent the same meas¬ 
ure of suffering. The vast mills of the United 
States Steel Corporation, the huge Ford factory 
on the River Rouge, the long stretches of railr 
roads crisscrossing the country in every di- 


• Harry Jerome, Mechanization in Industry, pp. 51 ff. 

^ Sumner H. Slichter, Modem Economic Society, pp. 98, 99. 
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reodon^ tihe cathedral-like railroad stations in 
some of our larger cities, the great hotels and 
office buildings, ships and airplanes, mines and 
smelters—all represent the savings of certain 
people. It is usually assumed that the savings 
are made by the wealthy capitalists who pay 
for these things, and in a sense this is true; but 
the masses of the people should be credited 
with a large part of these savings. Carnegie 
could build new plants only from profits which 
he made by selling steel for more than it cost 
him. To the extent that he made his profits by 
superior efficiency in manufacturing steel, he 
really created the means of building his plants, 
and the public did not need to save; but to the 
extent that he made his profits by exploiting 
his labor, the labor had to save; and to the 
extent that he made his profits through mo¬ 
nopoly, the general public had to save. Be¬ 
hind the high tariflF wall, Carnegie was able 
to make excessive profits for some years by 
charging very high prices. 

There are various other ways in which peo¬ 
ple may be forced to save. The holders of in¬ 
surance policies or other contracts which call 
for regular periodic payments of money, al¬ 
though they entered willingly into these con¬ 
tracts, are thereafter forced to save if they wish 
to preserve their interest in them. All the peo¬ 
ple who incur debts subject themselves to the 
necessity of making forced savings, in this 
sense. Some corporations do not pay out all 
their earnings to their stockholders, but in¬ 
stead invest them in plant extensions and im¬ 
provements—another form of forced saving. 

The state, the government, may save, or may 
compel the masses of its people to save, in 
somewhat the same way that wealthy capi¬ 
talists do. The magnificent government build¬ 
ings in Washington, the battleships of the 
United States fleet, the buildings of a state 
university—all these represent savings of the 
people, who are obliged to consume less by 
the amount they paid in taxes to build these 
things. It is quite true that the people as a 
whole voluntarily voted the taxes, but all tax¬ 
payers, even those who voted against the taxes, 
must save enough to pay their share. In a 
socialist state like Russia, the government 
builds the factories and productive plants and 
forces the people to economize as much as is 
necessary to do this. The Russian people had 


to go hungry at times while the government 
was building some of the great industrial and 
power plants under the Five-Year Plan. They 
had to save in order that new capital could be 
created. 

Considerable amounts of savings are some¬ 
times ‘‘forced” by changes in the price level. 
Every change in the price level, up or down, 
transfers income from one class to another, 
enforcing saving upon the injured class. A rise 
in the price level, which means a fall in the 
value of money, transfers income from credi¬ 
tors to debtors and forces creditors to save. It 
also enforces savings on the part of certain 
other groups, particularly the salaried classes, 
whose incomes rise only tardily. An excellent 
example of forced savings of this kind is seen 
in practically every war. 

All capital is created by savings, but this 
does not mean that the more people save at any 
given time, the more capital will be created. 
It appears that in times of prosperity, when 
people are buying consumers" goods freely, the 
amount of capital created is greater than in 
times of depression, when people are skimp¬ 
ing on consumers" goods. This will be con¬ 
sidered in connection with business cycles; 
but for the present it may be said merely that 
the economic system works more efficiently at 
some times than at others, and that when it is 
working well it produces a greater supply of 
both consumers" goods and capital. The prin¬ 
ciple that capital is created by savings is still 
valid. At certain times, as for instance in 
periods of deep depression, there may be too 
much saving. During such periods the “keep- 
the-money-circulating"" principle might be 
good medicine, for money really does not cir¬ 
culate rapidly enough, and freer spending for 
consumers" goods would really give more em¬ 
ployment and create more capital. 

A significant change in the ideals of the 
people is indicated by the fact that, whereas 
most of the great monumental structures of 
ancient and medieval times were durable 
consumers’ goods, those of today are largely 
productive capital. Instead of pyramids and 
Parthenons, we build an Empire State Build¬ 
ing and Statler Hotels; instead of stately ca¬ 
thedrals, we build beautiful railroad stations 
and bridges. Perhaps this is indicative of a 
more utilitarian ideal than that of earlier times, 
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but it also indicates a more democratic phi¬ 
losophy* The pyramids were of use only to 
the pharaohs and their families after they were 
dead, and the castles were enjoyed mostly by 
the nobles and their flunkies; but the Penn¬ 
sylvania Station, the Yale University Library, 
and the Golden Gate Bridge are for the use 
of a large number of people, and mainly for 
productive use. 

Money as capital 

Is money capital? In a broad sense it is. An 
adequate, stable monetary system is essential 
to the operation of our complicated productive 
system, and in that sense is productive capital. 
If we picture a Kansas fanner trying to trade 
a load of wheat for a suit of clothes made in 
New Yorkj we can realize how production 
would be hampered by the lack of a g(X)d 
monetary system. There were many illustra¬ 
tions of this in the American colonies, which 
were too poor to afford such a system. Yet 
money is a peculiar sort of capital. You cannot 
whittle a stick with it, or sew on a button, or 
drive a nail; the only way you can use it pro¬ 
ductively is to get rid of it, trade it for the 
things you want. Assuming an adequate mone¬ 
tary system, additional money adds nothing 
whatever to production. If the amount of 
money in the United States were doubled, 
the productiveness of the people would not 
be affected at all in the long run, and their 
total satisfactions would be no greater. 

The conversion of savings into capital 

In a complicated capitalist society, the fund¬ 
amentals of the saving process are somewhat 
obscured by the use of money. The first step 
in capital formation is usually the saving of 
money. A farmer who produces two thousand 
dollars’ worth of goods and consumes only one 
thousand dollars’ worth of goods has a thou¬ 
sand dollars in money »If he spends it for brick 
and cement and builds a silo worth a thousand 
dollars, he adds not only to his own wealth 
and income (if the silo adds to his productive¬ 
ness) but to the wealth of society. The silo is 
a profitable investment to him only if it en¬ 
ables him to produce more meat and milk and 
butter than he could have produced without 
it; and of course if he produces more meat and 
mfik and butter, those products will be slightly 
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cheaper, to the advantage of all consumers. 
Thus the farmer’s investment in capital is a 
benefit to all, except to other producers of the 
same products, who now find competition more 
severe and must accept lower prices for what 
they produce. 

If our saving farmer, instead of building a 
silo, had decided to lend the money to some 
other farmer, the effects would be much the 
same if the second farmer used it to build pro¬ 
ductive equipment; and a wise lender would 
not lend for any other purpose. The wealth 
of the community would be increased, farm 
products would be more plentiful and cheaper. 
If he bought bonds issued by a railroad to 
build new equipment, the money would be 
used by the railroad to purchase the needed 
equipment, and railroad service would be bet¬ 
ter for all. If he bought a municipal school 
bond, the city would spend the money for 
brick and cement and labor, and the result 
would be a new schoolhouse. In each case, 
saving and investment would result in the 
creation of capital. 

If this farmer decided to spend his thousand 
dollars for a pleasure automobile, he himself 
might gain greater immediate satisfaction, but 
he would add nothing to the capital equip¬ 
ment of the community, nothing to his own 
productivity, if we assume that the automo¬ 
bile is used exclusively for pleasure. When it is 
worn out, the farmer will have consumed ex¬ 
actly as much goods as he produced—^two 
thousand dollars’ worth—^and the communit) 
will have gained nothing and lost nothing. 

Even a money-hoarding miser may add more 
to the wealth of society than a spendthrift. As 
already seen, the spendthrift who spends his 
entire income adds nothing. On the other hand, 
a miser who saves and hoards, in gold or 
silver, a thousand dollars a year—^the excess 
of his production over his consumption—^will 
have a hoard of $20,000 at the end of twenty 
years which will be a net addition to the wealth 
of society, for gold and silver are wealth. If he 
buried Ae money where it would never be 
found, he would be on a par with the spend¬ 
thrift; indeed he is much like the spendthrift, 
very '^extravagant” in his tastes. If it is argued 
that the spendthrift "keeps his money in cir¬ 
culation,” the answer is that the hoarding 
miser leaves goods "in circulation” to a value 
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equal to that of the money he fondles and 
buties^—“consumes.” If it is argued that the 
spendthrift gives employment to the manu¬ 
facturers of automobiles and luxury goods, the 
answer is that the hoarder gives an equal 
amount of employment to miners of gold and 
silver. This is the simple, long-run theory of 
the question. 

Savers are often thought of as selfish peo¬ 
ple; but it appears from the above analysis that 
whatever may be their motives, savers are 
social benefactors. Consumers' goods they 
might use for their own gratification, but capi¬ 
tal is useful only to produce goods. Savers deny 
themselves personal satisfactions that they 
might enjoy, and the result is that the rest of 
society as well as themselves has more goods. 
They may secure the money that they save by 
grafting, overreaching, or cheating, to be sure; 
but spendthrifts may also get their money by 
such means. Perhaps a few savers save too 
much, sldmp themselves to save money which 
would be invested more productively in their 
own health, education, and recreation than in 
bonds or additional equipment for their own 
use. Many French peasants have been accused 
of such parsimony, but it is not common in 
America. 

The above implies that the mere saving of 
money is not sufficient to insure the creation 
of capital. The money must be wisely invested. 
If our saving farmer invested in a silo which 
proved useless, or in a dry oil well, there would 
be merely an increase in the number of “useless 
things” but not in capital. A tremendous 
amount of savings is wasted, and hence re¬ 
sults in no capital formation, because it is not 
wisely invested. A large portion of the in¬ 
vestments of people with small means yields 
no return to them and creates no useful capi¬ 
tal—^investments in gold mining stocks, oil 
stocks, or other speculative securities or busi¬ 
nesses. Almost all the savings invested in the 
Securities of new corporations is wasted, but 
success stories of such rich strikes as that of 
Senator Couzens in the Ford enterprise con¬ 
tinue to bring in new lambs to be fleeced. 

In our discussion of the fanner who saves 
and builds a silo, we pointed out that his sav¬ 
ing and investment increase his own wealth 
and that of society, but that by increasing his 
productiveness they increase the supply of 


farm products, lower prices, and so injure 
other farmers as producers. This illustrates an¬ 
other principle that has wide application. An 
Increase in the efficiency or productiveness of 
one or a few competitive producers of any 
good injures other producers of that good by 
forcing them to accept lower prices. Whenever 
an exceptionally efficient grocer enters a town, 
he adds to the troubles of the grocers already 
there; whenever a new and improved steam¬ 
ship is floated, owners of other ships find traffic 
harder to get and profits reduced, and some 
ships may indeed have to be scrapped. We 
may even go a step further and say that, in 
the short run, anyone who builds a house him¬ 
self injures carpenters and plumbers; anyone 
who plants his own garden deprives market 
gardeners of a market; anyone who produces 
any sort of wealth, to the extent of his produc¬ 
tion, injures other producers of the same goods, 
in the short run. 

Reversing this, we may say that the de¬ 
struction of wealth benefits the producers of 
that kind of wealth in the short run, if other 
complications do not enter the picture. A hail¬ 
storm that breaks many windows benefits the 
glaziers, immediately; a severe cold wave in¬ 
creases the profits of plumbers, in the short 
run. It is, however, quite another thing to say 
that labor in general gains, even in the short 
run, by such disasters as fire, flood, hurricane, 
or snowstorm. A great flood, like that in Penn¬ 
sylvania in the spring of 1936, may indeed 
raise the demand for certain kinds of labor 
needed in rehabilitation and rebuilding, but on 
the other hand it reduces employment for 
many other kinds of labor—^people thrown out 
of work because the factories are flooded, 
those dependent for employment on the prod¬ 
ucts of those factories, those engaged in selling 
to people ruined by the flood, those transport¬ 
ing and selling products of the ruined factories* 
An army of men and women suffer directly or 
indirectly from the economic dislocations aris¬ 
ing from the disaster. And in the long run, 
practically all the labor in the immediate area 
will suffer by the destruction of wealth, the 
reduction of capital equipment and consequent 
decrease in labor's productivity, and the im¬ 
poverishment of employers and the resulting 
reduction of funds available for the payment 
of wages. 
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^‘Keeping the money in circulation” 

Largely because of the influence of mer¬ 
chants, businessmen, 'and advertisers, a notion 
prevails widely that there is something par¬ 
ticularly meritorious about "spending” money 
—^"keeping it in circulation/" The public is 
constantly urged to buy consumers' goods, 
perhaps of only transient value, and thus 
"create employment” and "maintain pros¬ 
perity.” 

The first error in the "keep-the-money-cir- 
culating” argument lies in the false assumption 
that money used to purchase consumers’ goods 
circulates faster than money saved. Money 
saved, if not hoarded, is spent as truly as 
money that is spent, but for a different kind of 
goods. Money spent for beer or cigarettes goes 
to the breweries or cigarette producers after 
marketing costs are deducted; money saved 
and used to buy school bonds "circulates” to 
the manufacturers of brick and cement, and 
to laborers who spend it for various commodi¬ 
ties. The money circulates just the same in the 
two cases; the only difference lies in the fact 
that money spent for beer or cigarettes results 
in present gratification, whereas money in¬ 
vested in school bonds results in an increase in 
durable wealth, which in this case is also capital 
if we assume that education is productive. 

Neitlier does money spent for consumers" 
goods give more employment than money 
saved and invested. Just as it "circulates” to a 
different class of producers, so it gives em¬ 
ployment to a different class of labor, but not 
more employment. The only difference is the 
fact that money saved and wisely invested 
increases the amount of capital, raises the 
productivity of labor, and in tlie long run 
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raises wages. Money spent for consumers" 
goods does not do this. As to “giving employ¬ 
ment,” this is a phrase which should be used 
with great discrimination. In normal times and 
in the long run, no particular habit of saving 
or spending, of parsimony or extravagance, will 
create more employment than any other; in 
fact, no economic scheme whatever, whether 
of tariffs, taxation, or monetary regulation, can 
give more employment, in the long run, than 
any other scheme. This will be explained more 
fully in a later chapter. 

The critical significance of some of the 
principles involved in such questions as these 
was well illustrated during the First World 
War. While the government was trying to 
mobilize the nation’s manpower for the pros¬ 
ecution of the war, trying* to persuade people 
to economize in their personal expenditures 
and buy bonds, businessmen were shouting for 
"business as usual” as the best way to win the 
war. "The automobile is your war weapon,” 
declared the Motor Car Dealers’ Association of 
one of our large cities. "The money you pay 
for a new car helps furnish the means for 
the dealer, the manufacturer, and the work¬ 
man to help Uncle Sam. It all comes back to 
him—^and he puts it right back into circula¬ 
tion again. The wheels are kept movingl It 
takes money to make them go, and the faster 
they go the more money is put into circula¬ 
tion.” Only a little consideration is required to 
see that if the United States had "business as 
usual” and money circulating in the purchase 
of all the consumers' goods the people normally 
enjoy, she could not have produced many war 
supplies and could have rendered little help in 
that war. 


QUESTIONS 

1. Define capital. Which of the following are capital; an ax, a preacher’s Bible, a needle, a 
watch, a book on economics, a deck of cards, a rich man’s saddle horse, a farmer’s work 
horse, a hotel, a private home, an oflBce desk, a pair of shoes, a field of wheat, business good 
will, candy in a shop? 

2. Distinguish capital from consumers’ goods, from wealth, from economic goods, from labor, 
from land, from credit. 

3. May a horse be capital part of the time and a consumers’ good part of the time? May an 
actress's gowns? A fountain pen? A piano? A house? An automobile? 

4. Is money capital? Assuming an adequate supply of it, what would be the advantages of 
adding to the supply of money? Would there be any advantage in adding to the sup¬ 
ply of other kinds of capital? 
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5. Give some illustrations of ^'forced savings.** Where would you find them, in the present in* 
flationary situation? 

6. The savings of the people of the United States amounted in 1929 to about 15 billion dol¬ 
lars a year. In what form, concretely, did those savings appear? 

7. Do insects or animals ever use capital? Does a man ever produce without the use of 
capital? Socialists sometimes say that labor is the sole producer of wealth. Criticize this 
statement. 

8. *The rates at which different people discount the future affect not only their tendency to 
save, as the term is ordinarily imderstood, but also their tendency to buy things that will 
be a lasting source of pleasure rather than those which give a stronger but more transient 
enjoyment.** Illustrate this. 

9. Is the pmchase of an oriental rug, or a genuine antique, or a set of Mark Twain or Shake¬ 
speare somewhat like the purchase of a good bond? Explain. 

10. In its long-run effect on the national wealtfi, what precisely is the difference between in¬ 
vesting in productive capital and investing in highly durable consumers* goods, say houses 
that will last 200 years? Calculate the difference, with capital producing a 4 per cent 
annual return, at the end of 100 years. 

11. If we ceased to employ domestic and personal servants, what would be the long-run ef¬ 
fect on the amount of employment? On the amount of wealth? 

12. Adam Smith said, ""What is saved is as regularly consumed as what is annually spent, and 
nearly in the same time too; but it is consumed by a different set of people.** Do you 
agree? Explain clearly. 

13. ""The man who dumps $100,000 in gold into the ocean gives just as much employment and 
does just as much to create wealth as the man who spends $100,000 for the purchase and 
operation of a pleasure yacht.** Do you agree? Follow the results of each act carefully. 

14. A man who was helping to build his house was accused of taking a job away from some 
workman and so of reducing wages. Is the charge valid? Does it make any difference 
whether there was full employment of labor or not? Does the question as to what the 
man does with the money he saves have anything to do with the problem? 

15. The Second World War has destroyed vast amounts of capital in Europe. Will the restora¬ 
tion of the destroyed capital raise wages there generally? Will it raise the wages of build¬ 
ing craftsmen above the prewar level? 

16. ‘"The mail-order house and the peddler have no interest in your community, in the schools, 
the churches, the highways, the town band, or the charities. Why should you patronize 
them?*' Comment on this. 

17. “I don't see that society loses anything by spending $10,000 on a Foiurth of July celebra¬ 
tion. Of course the city is out the $10,000, but all Ae money goes to someone who is likely 
to spend it, and there is no net loss.’* Criticize. 

18. From a flour miller in Lawrence: ""I do question the wisdom and "long sight* of the Law¬ 
rence retailer who buys flour made on the outside at times because of an inducement of 
5^ or 10^ below the price fixed by the Lawrence mills. How much Douglas County tax 
is paid by the outside manufacturer? Do we ask the outside manufacturer to help carry 
Lawrence burdens? How much of a pay roll does the outside manufacturer disburse in 
Liawrence?’* Is this sound reasoning? 

19. At his death. Jay Gould left his family a fortune of perhaps $100,000,000, largely in the 
form of railroad and industrial stocks. Suppose that at the present time this fortune has 
been largely dissipated. Suppose that $10,000,000 has been spent for perishable and im- 
productive luxuries—^yachts and champagne, and the like. Did this give employment? If the 
Goulds had set fire to $10,000,000 worth of warehouses along their railroads, would it have 
created more or less employment? Would it have reduced die wealth of the country any 
more? 

20. There are four farmers in a given community, each with a present income of $1000 above 
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a mere living. Farmer A saves his $1000 each year and puts it into better farm equip¬ 
ment. Farmer B hoards his $1000 in gold each year, and hides it in the yard, where it is 
found when he dies. Farmer C also hoards his, but he hides it where it will never be found. 
Farmer D spends his $1000 each year for luxuries, such as good clothes, pleasure cars, and 
gasoline which he uses unproductively. Follow the economic effect of each man s action 
and show why, from the point of view of wealth production, Farmer A stands highest, 
why B stands next, and why C and D are of equal merit. 

21. *‘A certain very able businessman makes $100,000 a year in his business and spends only 
$2000 for living expenses. As long as he does this, it is economically the same as if he were 
to make a gift of his entire fortune to the public and were to work in the public service for 
$2000 a year, one-fiftieth of what he is worth.” Explain. Argue, on the other hand, that 
if he spent $100,000 on his own pleasure, he would be of as little worth as a tramp, as 
far as the production of wealth is concerned. 



Chapter 8. 

Business Organization 


The entrepreneur 

Land, labor, and capital, without direction 
and management, do not produce anything. All 
the rich farms, waterways, water-power and 
mineral resources; all the energetic, specialized 
laborers; all the vast industrial plants with 
their intricate and ingenious machines and 
dynamos are by themselves of no economic 
use. They must be organized for production 
by the other agent of production, which in a 
capitalist system we call the entrepreneur, or 
businessman. The general function of the en¬ 
trepreneur is to organize and manage the busi¬ 
ness, take the risks of success or failure, make 
the profits or suffer the losses incident to the 
business. As Marshall says, he ‘adventures,'" or 
"undertakes” its risks; he brings together the 
capital and the labor required for the work; 
he arranges or "engineers” its general plan and 
superintends its minor details. From another 
point of view, he may serve as a kind of mid¬ 
dleman, selling the product of the land, labor, 
and capital to other middlemen or consumers, 
as in the case of the sweatshops in the cloth¬ 
ing industry, or, less clearly, in the case of a 
blading contractor. 

The entrepreneur assumes the risks of the 
business. It is true that laborers take risks too, 
the risks of accidents and unemployment in 
particular, and that the owner of the capital 
runs a risk of losing his capital; but the en¬ 
trepreneur assumes the chief risks of the busi¬ 
ness. Usually some of his own savings are 
invested, and he runs at least the risk of losing 
these. In some businesses the risk is greater 


than in others, but there is always some risk. 
Occasionally a building contractor loses his 
entire fortune on one contract, just as he may 
make a handsome profit on a single contract. 
A farmer feeding out a bunch of cattle may 
lose all he has, including his farm, in a sudden 
decline in livestock prices. Many livestock 
feeders in the Middle West lost their all in the 
price decline of 1921, as did some merchants 
who were caught with heavy stocks of goods. 
Gold mining was an extraordinarily precarious 
business when carried on by the hardy prospec¬ 
tors, and this was true of oil drilling in a later 
period; but when these businesses were taken 
over by big companies, they ceased to be 
unusually risky. 

Types of business enterprises 

Profit-seeking businesses may be classified 
into three types: 

1. Individual proprietorships, of which 
there are about 8,000,000. 

2. Partnerships, of which there are about 
250,000. 

3. Corporations, of which there are about 
550,000. 

Individual proprietorships, which include farm¬ 
ers and retailers, greatly outnumber all other 
types of business, but corporations control 
more wealth. Partnerships are rather rare in the 
business world and have been declining in 
recent years, whereas corporations have been 
increastog both in number and in relative 
importance for many years. The above figures 
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are of course subject to constant change. In 
1937, 351,000 business enterprises were dis¬ 
continued and 400,000 new ones were estab¬ 
lished, two-fifths of them replacements in one 
form or another. More than 500,000 business 
enterprises, mostly small ones, are said to have 
been abandoned during World War II. 

Individual proprietorships 

Individual proprietors once dominated the 
retailing business completely, but today they 
do only about half of it; the rest goes to cor¬ 
porations, particularly chain stores. There are 
still several times u' many individually owned 
stores as corporation stores, but they are gener¬ 
ally much smaller. 

The individual proprietorship is the typical 
form of organization in farming. Of the 6,812,- 
350 farms in the United States in 1935, 3,210,- 
224 were operated by full owners, 688,867 by 
part owners, 2,865,155 by tenants, and only 
48,104 by managers; and not all the managers 
were operating for corporations. The individual 
proprietorship on the one-family farm is typi¬ 
cal for several reasons. In the first place, the 
individual operator, whether owner or tenant, 
has in his wife and children a cheaper labor 
supply than any corporation or partnership 
could command, and he can therefore operate 
his land at a lower cost than is generally pos¬ 
sible for a corporation, which must pay regular 
wages for all work done. In the second place, a 
man will probably work harder and more 
cheerfully for himself than for a corporation, 
and will take a keener interest in his own busi¬ 
ness than in that of a corporation. The fact that 
farmers' incomes are generally low indicates 
that a man will usually work for himself for a 
lower labor income than he would demand as 
an employee of a corporation. In the third 
place, most farm operations are not stand¬ 
ardized and repetitive like those in a factory; 
they call for inividual initiative and judgment 
which cannot be found in many laborers. In the 
fourth place, the farm business necessarily 
covers a wide area, and it is difiBcult to super¬ 
vise a large number of scattered laborers; it 
would take a business genius of the highest 
order to manage even a himdred men engaged 
in ordinary farm work. A number of large farm 
corporations were chartered after the First 
World War^ but almost all of those in the 
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wheat belt failed. Perhaps with further im^ 
provement in power farming, corporations may 
take over much of the production of certain 
crops, such as wheat and some fniits; in fact, 
they are already crowding out many small in¬ 
dividual fruit producers in California. 

Most of the traditional economic theories 
regarding the general functioning of a capi¬ 
talist society rest on the assumption of in¬ 
dividual proprietorships; and to the extent that 
we have this form of organization, along with 
competition and some other essential condi¬ 
tions, the theories seem valid. If a man risks 
his own fortune in business, if the profits of 
good management are his own, and the losses 
of bad management are also his, he will at least 
try hard to manage his business well. Under 
such conditions, the lure of profits secures for 
society the best efforts of the entrepreneur. 
We shall presently see that the corporation 
form does not fit the assumptions of a capitalist 
society in the same way. 

Partnerships 

Partnerships are relatively less important 
than they were a century or two ago, and their 
total number is declining; but there are about 
250,000 in the United States, mostly in invest¬ 
ment banking, the professions, and wholesale 
and retail trade. They offer the advantage of 
greater resources than one proprietor could 
command, and they provide for the exercise of 
diverse talents within the same business. If 
one man is a good buyer, for instance, and an¬ 
other is a good salesman, the two may work 
together to advantage. Partnerships are com¬ 
mon in the law and medical professions be¬ 
cause they make it possible for either or any 
of the partners to get away from business for 
a while without serious loss to it, and they 
provide considerable economies in general of¬ 
fice expenses such as office space, stenographic 
service, and professional library and equip¬ 
ment. Two or more lawyers or doctors in part¬ 
nership may also command more prestige with 
the public than either could alone, and thus 
secure a higher type of business. It may be 
advantageous, too, for an older man who has 
had long experience but now does not have die 
vitality to carry on an active business, to enter 
into a partnership with a younger man with 
less experience and reputation but greater 
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physical strength. Occasionally a partnership 
ivill combine one man’s money with another’s 
brains, but this is frequently unsatisfactory to 
the man who provides the money. 

There are various disadvantages in the part¬ 
nership form of proprietorship. In the first 
place, a partnership is an impermanent form of 
organization because the death of any of the 
partners dissolves it. In the second place, it 
is a decidedly risky form of business enterprise 
and should be entered into only by men who 
know each other well, because all the partners 
are individually liable for the acts of all the 
others within tibe scope of the business. Thus 
dishonesty or lack of jugdment on the part of 
any partner may bring heavy loss to the others. 
AH the partners are presumed to do their work 
faithfully, and if one of them shirks, the others 
will be dissatisfied. Many a partnership has 
been dissolved because one or more of the 
members would not pull his fair share of the 
load. Even personal habits, such as smoking, 
spitting, drinking, personal slovenliness, an un¬ 
pleasant disposition, or an unwholesome home 
life, may make a man an unsatisfactory partner. 
In such matters a business partnership closely 
resembles a marriage partnership, and a wise 
man will select a business partner with almost 
the same care that he would or should use in 
choosing a wife. Obviously, the larger a busi¬ 
ness is, the less is it adapted to the partnership 
form of organization. The larger the enterprise 
is and the more partners there are, the greater 
is the chance of its disruption by the death or 
withdrawal of one or more members. Further¬ 
more, as O’Leary points out, the more partners 
there are, the more men there are to make 
costly mistakes for which all are liable, and the 
more difficult it is for each partner to know 
what the others are doing.^ It is not surprising, 
therefore, that veiy large enterprises are almost 
always organized in another form, the corpora- 
ticm. 

Corporations 

Tlie corporation is a "legal person or being” 
entirely separate from the owners of its stock; 
it is created by the state by means of a charter 
which specifies its privileges and responsi¬ 
bilities. It is not altogether a recent develop¬ 


ment, for it existed as early as Roman times, 
although in a form somewhat difiFerent from 
its modem coimterpart. It was a fairly com¬ 
mon form of business enterprise two hundred 
years ago, but its rapid development has oc¬ 
curred during the past century, particularly the 
past fifty years. At one time corporations were 
created by special grants of the king or Parlia¬ 
ment in England, or of the state legislatures in 
the United States; but for about a century they 
have been created under general laws. 

The money invested in a corporation is rep¬ 
resented by various forms of securities, which 
may be classified as follows: 

Stocks 

Common 

A. Non-voting 

B. Voting 
Preferred 

N on-cumulative 

Cumulative 

Preferred as to income 
Preferred as to assets 

Bonds 

Mortgage 

Debenture 

The holders of common stock represent, 
theoretically, the owning and governing body 
of the corporation. Through the board of di¬ 
rectors and the officers, they theoretically de¬ 
termine the policies of the corporation. There 
may be only one class of common stockholders; 
but if it is desired to concentrate the voting 
power in a few of the stockholders, A and B 
stocks may be issued, the A stock carrying no 
voting rights but sharing equally with the B 
stock in dividends, if there are any. 

Stocks may have any par value, or they may 
be no par; that is, they may have no stated 
par value but indicate that the owner is en¬ 
titled to a certain proportion of the assets and 
earnings of the business. Many stocks specify 
$100 as par value; but in mining enterprises, 
particularly in small speculative or fraudulent 
companies, shares have been issued at a par of 
only a few dollars or in some cases only a few 
cents. 

In a simple form of corporation, as for in^ 
stance a small bank, no securities but common 


^ Paul M. O’Leary and John H. Patterson, An IntroducHon to Money, Banking, and Corporations, p. 8$. 



BUSINESS ORGANIZATION 


stock may be issued, but some corporations 
also issue preferred stocks, which have a prior 
claim on earnings but may not carry voting 
rights. Although preferred stocks are thus safer 
than common stocks of the same corporation, 
they do not oflFer the same chance for high 
dividends because their holders are usually 
paid only certain stated dividends, whereas 
holders of the common stock may receive any 
amount. Many of the railroads have large 
amounts of preferred stock outstanding, per¬ 
haps more than of common stock, and this of 
course reduces the income possibilities of the 
latter. Preferred st^^^cks may be cumulative or 
non-cumulative. Dividends must be paid on 
both if earnings permit; but if dividends are 
not paid on the cumulative stocks in any year 
or series of years, the unpaid dividends accw- 
mutate and must be paid before anything can 
be paid on the common stock. Thus cumulative 
preferred stocks are a safer investment than 
ordinary or non-cumulative preferred with the 
same financial rating. Preferred stocks may be 
preferred only as to dividends or as to assets; 
in the latter case, in the event of the company's 
dissolution, their holders must be paid at par 
value before the common stockholders receive 
anything. 

Bonds indicate a relation to the corporation 
far different from that of stocks. The stock¬ 
holders own and theoretically control the cor¬ 
poration; the bondholders are merely creditors 
who hold the bonds as evidence of the money 
they lent the corporation. As long as they re¬ 
ceive the stipulated interest on their bonds, 
they have no rights in the corporation; but in 
case of default in the interest payment they 
have the right, subject to some qualifications, 
to call for a receivership and have the corpora¬ 
tion dissolved. If their bonds are mortgage 
bonds, they may then take over the assets of 
the corporation, like other mortgage holders. 
Debenture bonds, on the other hand, are sim¬ 
ply unsecured promises to pay, based on the 
general credit of the borrowing corporation, 
and carry no such rights. There are many dif¬ 
ferent kinds of bonds, with different provisions 
as to security and payment. From the point of 
view of the investor, bonds are generally safer 
than stocks, but from the point of view of the 
corporation, they always involve financial risks, 
like debt in any form. A corporation with noth** 
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ing but common stocks outstanding, or even 
some preferred stocks, can usually weather a 
severe depression without di£Sculty. As long as 
it can pay its necessary operating expenses 
and taxes, it can run along without paying any¬ 
thing on the stocks. If there are bonds out¬ 
standing, however, the interest on these must 
be paid regardless of earnings, or the corpora¬ 
tion may be thrown into a receivership and 
the common stock wiped out in the reorganiza¬ 
tion. One reason why so many of our railroads 
are often in financial trouble is that most of 
them have large amounts of bonds outstand¬ 
ing. 

A corporation's capitalization may take any 
of a wide variety of forms. The corporation 
may have only common stocks, like the Ford 
Motor Company, or it may have some pre¬ 
ferred stocks, or it may have not only com¬ 
mon and preferred stocks but several issues of 
bonds of different grades and maturities. The 
Associated Gas and Electric Company, for in¬ 
stance, at one time had three classes of com¬ 
mon stocks, six of preferred stocks, four of 
“preference" stocks, seven issues of secured 
bonds and notes, twenty-four classes of de¬ 
bentures, many of which were convertible into 
various kinds of preferred and common stock,* 
four series of “investment certificates," etc. 
This is an extreme example, but it shows why 
a highly trained financial expert is necessary 
to understand the real status of some corpora¬ 
tion securities. 

Overcapitalization of corporations 

What should be the relation of a corpora¬ 
tion's total capitalization to the amount of 
money invested? As a rule, the stocks and 
bonds issued should represent the actual in¬ 
vestment, but frequently they are raised far 
in excess of this in various ways. In the first 
place, stockholders are not always required to 
pay in the full amount of the par value of their 
shares. The original stockholders of the Calu¬ 
met and Hecla Mining Company, for instance, 
are said to have paid in only $12 per share for 
stock with a par of $25. 

Capitalization may exceed investment, in 
the second place, because the promoters have 
issued stoclu to themselves or their banking 
promoters or friends, stocks for which little or 
no payment has been made. It is quite custom- 
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aiy for promoters to keep a certain proportion 
of the stocks, often 20 per cent, as compensa¬ 
tion for their services in getting the corporation 
established. 

On the testimony of Charles Francis Adams, an 
expert in railway affairs, the promoters of the New 
York Centra] injected fifty thousand dollars of 
‘^absolute water” into the value of every mile be¬ 
tween New York and Buffalo. In the five years be¬ 
tween 1868 and 1872, the share capital of the 
Erie jumped from $17,000,000 to $78,000,000 and 
most of the increase was pure fiction. The company 
that built the Central Pacific made a profit of 
about sixty millions. The Louisville and Nashville 
added twenty millions of fiction to its stock in 
1880, an example followed by the Boston and 
Albany two years later. About 1902 the Rock 
Island Company acquired the Chicago, Rock 
Island and Pacific "capitalized at $75,000,000 and 
substituted therefor its own stock to the amount 
of $117,000,000, together with $75,000,000 of 
collateral trust bonds, secured by the stock of the 
company acquired.” Near the same time, sixty 
million dollars of Alton securities were issued dur¬ 
ing the short course of seven years "without one 
dollar of consideration.”^ 

Sometimes overcapitalization results from 
the oflBcers buying, as officers of the corpora¬ 
tion, at exorbitant prices, property belonging 
to themselves personally, or property in which 
they are in some way interested. The officers 
and directors of the New York, New Haven 
and Hartford Railroad increased its capitaliza¬ 
tion from $93,000,000 in 1903 to $417,000,000 
ten years later; and of this increase of $324,- 
000,000, between $60,000,000 and $90,000,- 
000 represented “waste and mismanagement,” 
some of it the purchase of properties of insiders 
at excessive valuations. The process was some¬ 
what similar in the building of the Union 
Pacific Railroad. That company was swindled 
out of ten or twenty million dollars by the 
Credit Mobilier, a construction company 
formed by a ring of outsiders which built the 
railroad at an exorbitant price, paid in stocks 
of the company. This sort of thing was rather 
common in the history of American railroads, 
and various other corrupt practices helped to 
pump water into the capitalization of some of 


them. At one time it was often said that the 
bonded debt of many railroad companies rep¬ 
resented about the only actual investment, the 
stocks representing the water added by pro¬ 
moters, officers, and insiders. Such exploitation 
is less common today.® 

Of a different character is the increase in 
capitalization through "plowing back” the prof¬ 
its of the corporation—^investing them in new 
plant and issuing stock against them, instead of 
paying them to the stockholders in dividends. 
In this way the capitalization may rise to 
figures that have no relation whatever to the 
original investment. Perhaps the best illustra¬ 
tions of this are to be found in the Standard 
Oil companies. The original Standard Oil Com¬ 
pany, formed in 1870 with $1,000,000 of 
capital stock, grew into a number of allied 
corporations with total assets of several billion 
dollars in the course of about fifty years, 
largely through the reinvestment of profits; 
yet during that period it paid dividends of 
more than 2000 times the original capital 
stock. The Standard Oil Company of Indiana, 
the most spectacular money-maker in this 
group of concerns, was established in 1889 
with a capital stock of $500,000, which had 
grown to $220,000,000 in 1926; of this, $184,- 
000,000 represented stock dividends issued 
on profits retained by the corporation. The 
General Electric Company for years followed 
the practice of declaring stock dividends, 
doubtless to increase the capitalization and 
conceal the high rate of profits. 

It is often the strong, stable, and conserva¬ 
tive companies, like the Standard Oil com¬ 
panies, that adopt the policy of plowing back 
part of their profits instead of paying them to 
the stockholders as dividends. Such a policy 
has certain advantages. It compels the stock¬ 
holders to save part of the income their capital 
has earned, and so tends to build up pro¬ 
ductive wealth like any other savings, and it 
tends to fortify the corporation itself against 
lean years and perhaps enables it to pay 
dividends more regularly. On the other hand, 
such enforced saving disturbs the automatic 
apportionment of income between saving and 


* Charles and Mary Beard, The Rise of American Civilization, vol. ii, pp. 199-200. By permission of 
The Macmillan Company, publishers. 

® For a detailed discussion of such practices, see Gustavus Myers, History of the Great American For¬ 
tunes. 
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spending, and, acscording to some authorities, 
sometimes results in the building of more capi¬ 
tal equipment than is really needed to produce 
the goods that consumers, who are receiving 
only part of the income due them, are able 
to buy. In other words, it may result in too 
much saving and too little spending. O’Leary 
suggests that it would be better for the cor¬ 
poration management to pay out its earnings 
in dividends and then, if it wishes to build 
more plant or equipment, obtain the money 
by selling the stockholders additional stock. 
“No corporation which cannot induce its stock¬ 
holders to buy acMitional shares with their 
earnings ought to be allowed to keep such 
earnings, the market decision being in favor of 
other uses.”^ The Roosevelt administration in 
1936 tried to discourage the accumulation of 
large corporate surpluses by imposing a heavy 
progressive tax on net income not distributed 
to stockholders. There was considerable dis¬ 
pute as to the wisdom of this legislation and it 
was later repealed.” 

The question may well be raised: If there is 
no exploitation by insiders, what difference 
does it make what the capitalization of a cor¬ 
poration is? What does it matter whether it 
has a million shares and pays $12 dividends 
on each share, or two million shares earning 
$6 each? Apparently it should make no dif¬ 
ference; yet the officers of the corporation often 
favor a policy of ample capitalization. Public 
utility companies want heavy capitalization to 
conceal their real rate of earnings, which are 
subject to public regulation. Other corpora¬ 
tions may wish to hide exceptional earnings in 
this manner, to avoid public hostility. If the 
Standard Oil Company of Indiana, for in¬ 
stance, were paying dividends of 4000 per 
cent on its original capitalization of $500,000 
there would be more criticism of the “Oil 
Trust” than there is. Monopolies, particularly, 
may find it wise to inflate their capitalization 
in order to hide their monopoly profits. Some 
corporations are overcapitalized to keep the 
price of their stocks down within reach of 


ordinary investors. The more shareholders they 
have, the more people who are interested in 
seeing them do well, in protecting them from 
hostile legislation. Public utilities in particular 
often try to build up public support by getting 
their stock as widely scattered as possible; 
sometimes they put on high-pressure sales 
campaigns to sell as much of it as possible to 
their customers.® If the oflBcers and insiders 
wish to exploit the stockholders, they can do it 
more easily if the stock is widely held by a 
large number of small stockholders. 

Employee stock ownership 

In order to get employees to take a proprie¬ 
tary interest in the business and to secure their 
loyalty, corporations sometimes try to induce 
them to buy the company’s stocks and perhaps 
even offer them at reduced prices. A study 
made in 1927 indicated that more than $700,- 
000,000 worth of stock was owned by em¬ 
ployees. This was less than one per cent of the 
total value of all stocks, far too small a frac¬ 
tion of the total to justify the fond hope that 
the control of corporations is passing into the 
hands of the workers to build up a great sys¬ 
tem of cooperatives, particularly since most 
of the stocks were found to belong to a rather 
small proportion of the employees. Labor has 
generally been suspicious of employee stock 
purchase plans as tending to tie employees to 
one employer and so interfering with union 
organization and activities.^ 

Distribution of corporation stocks 

The stocks of some of the large corporations 
are widely distributed. In 1937, the American 
Telephone and Telegraph Company listed 
641,308 stock holdings, and the Pennsylvania 
Railroad 215,600. In 1939 the United States 
Steel Corporation had 167,740. In the latter 
year there were probably more than 18,000,- 
000 stockholders in the United States, al¬ 
though estimates diflFer considerably.® 

A few of the big corporations and many of 
the small ones are controlled to a greater or 


*Paul M. O’Leary and John H. Patterson, An Introduction to Money, Banking, and Corporations, 
p. 133. 

® See Alfred G. Buehler, The Undistributed Profits Tax. 

® For an account of such a campaign, see New Republic, November 29, 1933, p. 66, and December 
6, 1933, p. 04. 

^ Robert F. Foerster and Else H. Dietzel, Employee Stock Ownership, 

® Temporary National Economic Committee, Monog^raph No. 29. 



94 ECONOMICS 

less extent by single families. The Ford fam- highly centralized. The overfall picture is one 
fly controls the Ford Motor Company abso- of wide diffusion of stock ownership in most 
lutely, the Hartford family holds 100 per cent corporations on the one hand, and narrow con- 
of the stock of The Great Atlantic and Pacific centration of managerial power on the other. 

Tea Company, and William Randolph Hearst This wide dispersion raises the question: 
personally owned 100 per cent of the stock of Who are the owners of the stocks, what classes 

the Hearst Consolidated Publications, Inc., of people? Berle and Means found that in 1929 

only a few years ago; however, he has en- nearly 75 per cent of the corporate dividends 

coimtered some financial reverses and may went to 600,000 persons having incomes of 

have lost his control to some extent. Less com- $5000 or more, nearly half went to those in 

plete control is held by a single family over this group who had incomes above $25,000, 

the Gulf Oil Corporation (the Mellon family), and less than 25 per cent went to several mil- 

the Koppers United Company (the Mellon lion individuals with incomes imder $5000. 

family), the Sun Oil Company (the Pew fam- There has been some tendency for stock own- 
fly), S. H. Kress and Company, the Duke ership to shift from the rich to the middle 

Power Company (the Duke family), E. I. classes, but most of the stocks are still owned 

du Pont de Nemours and Company, and the by the well-to-do and the rich. On the basis of 

Aluminum Company of America (the Mellon 1937 figures, the Temporary National Eco- 

famfly). In other cases, a few families own nomic Committee estimated that 10,000 per- 

enough shares to control the organization— sons (0.008 of 1 per cent of the population) 

10 to 30 per cent of the voting stock. About own 25 per cent, and 75,000 persons (0.06 of 

60 of the 200 largest non-linancial corpora- 1 per cent of the population) own fully half of 

tions are dominated by other corporations, and “all corporate stock held by individuals in this 

about 60 others have their stocks so widely country.” 

dispersed that no single interest or combina¬ 
tion of interests can be said to control them. Diffusion of stock ownership and 
The latter group is rather completely domi- centralization of control 
nated by its oflBcers and directors. We may summarize the broad social effects 

In many of the very large corporations, no of this dispersion of stock ownership and con- 
individual owns more than a small fraction of centration of control as follows: 
the stocks outstanding. A study made by the 1. The owner has ceased to be an active 
Federal Trade Commission in 1925 indicated manager of his property, as he was in a sim- 
that the oflBcers and directors of 44 steam rail- pier economy, and has become a mere passive 
road companies held only 1.2 per cent of the agent with no management functions, no con- 
common stock, but that the holdings of oflBcers trol, and no responsibility, 
and directors of other corporations were some- 2. Certain spiritual values that went with 
what higher. Berle and Means reported that, management and control are being lost. There 
in 1929, no stockholder in the American Tele- was some spiritual value for the individual 
phone and Telegraph Company, the Pennsyl- merchant or manufacturer in managing his 
vania Railroad, or the United States Steel Cor- own property, in seeing his business grow, and 
poration owned as much as 1 per cent of the in knowing that he was building an enterprise 
stock. Using figures for December, 1937, the that was a community asset. Berle and Means 
Temporary National Economic Committee es- elaborate this idea beautifully: “The owner of 
timated, however, that in the 200 largest non- non-liquid property is, in a sense, married to 
financial corporations, the oflBcers and direc- it. It contributes certain factors to his life, and 
tors owned 6 per cent of the common stock enters into the fixed perspective of his land- 

and over 2 per cent of the preferred stock, scape. If, for example, it be a small business, 

These percentages are higher than they would a farm, or a little mill, he lives with it, works 
be for most corporations because these 200 at it, builds his life at least partly around it 
corporations include some, perhaps around 20 with an agent or some human mechanism de- 

per cent, in which stock owner^p is rather vised to run it in his absence.*^ This spiritual 

* A. A. Berle and Gardiner C. Meant, The Modem CorporaHon and FriuOe Ffoperty, p. 284. 
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value has been lost to the stockholder. 

3. The individual's wealth depends more 
and more on forces entirely outside himself, 
and less and less on his own efforts. Thus pow¬ 
erful forces are at work to undermine the sense 
of individual responsibility which is funda¬ 
mental to a capitalist society. 

4. The value of the individuals wealth fluc¬ 
tuates constantly and is subject to constant ap¬ 
praisal in the stock market; this causes nerv¬ 
ous wear and tear and interest in speculation, 
and often affects the expenditure of the indi¬ 
vidual's income and the enjoyment of that in¬ 
come. 

5. Individual wealth has become extremely 
liquid through the operation of organized stock 
markets, with the result that the individual is 
able to shift into other forms of wealth at any 
time. Since the ordinary stockholder does this 
vnth little intelligence he is likely to lose in 
the process, and perhaps finally to conclude 
that saving is hardly worth while-^^* 

Such changes seem more fundamentally im¬ 
portant when we consider that the corporate 
form includes an increasing proportion of our 
economic life. Corporations now dominate 
banking, insurance, railroads, and public util¬ 
ities almost completely; they control more than 
nine-tenths of our mining, quarrying, and 
manufacturing enterprises; and they are en¬ 
croaching steadily on individual proprietor¬ 
ships in the mercantile field. On the basis of 
their growth in the past, Berle and Means have 
predicted that “we may look forward to a time 
when practically all economic activity will be 
carried on under the corporate form."^^ 

Some political luminaries and even a few 
economists see in this growing dispersion of 
stocks a great democratic movement, with 
more and more of the people becoming capi¬ 
talists, like Carnegie and Rockefeller; but it is 
by no means a democratic movement. It is a 
drift toward a new system in which owner¬ 
ship of property is separated from control, in 
which ownership continually becomes more 
dispersed and control continually becomes 
more concentrated. 

The control of the corporation rests theo¬ 
retically with the stockholders, who are as¬ 
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sumed to know the business and to be able to 
select the directors with intelligence. In some 
small corporations these assumptions may be 
valid. In a small bank, for instance, a dozen or 
a score of stockholders, businessmen in the 
town, may know enough about the banking 
business and about each other to choose com¬ 
petent directors; the directors may choose 
competent oflScers who, with the watchful 
eyes of the stockholders on them, may nm the 
bank successfully and in the interest of the 
shareholders. There are also some private cor¬ 
porations which represent the business of an 
individual or a family carried on in the cor¬ 
porate form, and in such cases the assump¬ 
tions of corporation enterprise are entirely 
valid. The Ford Motor Company is a good il¬ 
lustration of this. The stockholders, Henry 
Ford and family, know the business and the 
officers. Ford and family, well, and they know 
whether they are conducting the business efiB- 
dently; the directors and oflScers, Henry Ford 
and family, know the business and manage it 
presumably in their own interest. Such a cor¬ 
poration operates about the same as it would 
if it were carried on as an individual proprie¬ 
torship, and it seems designed to secure effi¬ 
ciency and honesty in management. Like the 
simple banking corporation with only a few 
stockholders, it fits the assumptions of a capi¬ 
talist society. If corporations could be limited 
to a few stockholders, many of the evils of cor¬ 
poration management would be eliminated. 

In a few of the very large corporations, so 
much of the stocks were once held by a few 
wealthy men that the corporation principle 
seemed sound. This was at one time true of 
the Standard Oil companies, and is still true to 
some extent. Although there are many stock¬ 
holders in these companies, a few wealthy men 
still own substantial minority holdings. Per¬ 
haps in a measure because of this, the man¬ 
agement of these companies has generally been 
better than that of many other corporations. 

The assumption of stockholder control 

In the giant corporations, the assumption of 
stockholder control is largely moonshine. Most 
of the stockholders in such colorations know 


i®I&«.,pp. 66-68. 

«IWd., p. 17: 
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little 6r nothing about the business or about 
the directors or o£Scer$ who serve them, and 
can judge of the latter’s eflBciency and honesty 
only by the dividends received. The reports of 
the directors are often unintelligible and some¬ 
times even misleading, but commendatory of 
the management, of course. In a huge corpo¬ 
ration like the American Telephone and Tele¬ 
graph Company, it is probable that not 10 per 
cent of the stockholders even know who the 
directors and ofBcers are, and probably not 1 
per cent know whether these men are really 
doing their jobs well. 

Even if the small stockholders knew some¬ 
thing about the business and the officers, they 
would have little to say about the manage¬ 
ment. A hundred thousand stockholders scat¬ 
tered throughout the country have no way of 
cooperating to express their wishes. Only a 
few of them can afford to come to the stock¬ 
holders’ meetings, and if they did come they 
would find themselves helpless before the 
steam roller manipulated by the officers in 
control. So they sign their ‘‘proxy” slips em¬ 
powering the officers to cast their votes, and 
the officers do as they please. 

At a meeting of the stockholders of the Pure 
Oil Company in 1932, at which the par value 
of the stock was reduced from $25 to $10 per 
share (with a paper loss in the stockholders’ 
equity of more than 45 million dollars), 11,173 
shares of stock were voted by stockholders in 
person, and 3,180,395 shares were voted by 
proxy exercised by the officers. The average 
percentage voted by stockholders in person at 
six important meetings of oil company stock¬ 
holders was 0.82 of 1 per cent; in one case it 
was as low as 0.000203 of 1 per cent. These 
were very important meetings, at which tlie 
officers and directors were completely recast¬ 
ing the capital structure of these corporations, 
generally reducing the par value of the com¬ 
mon stock, adding to surplus to give a spe¬ 
cious appearance of prosperity and earnings, 
and otherwise drastically changing the capital 
structure. The changes were so drastic that 
many of the common stockholders would prob¬ 
ably have voted unfavorably; but they had no 
voice in the matter. Even if they had been 
present, they would have understood little of 
the proceedings, for only a skilled accountant 
could see the real intent behind the changes. 


If there are a few wealthy stockholders with 
large holdings of stock, these men may have 
enough interest in the business to find out how 
it is being carried on, and may take an active 
part in protecting the small stockholders. A 
good illustration of this is found in the story of 
die Rockefeller-Stewart fight in the Standard 
Oil Company of Indiana. Robert Stewart, the 
president of the company, had been involved 
in the Continental Oil deal by which some 12 
million barrels of oil had been bought by a 
group of insiders and sold to the company, at 
a profit of $3,000,000 to the insiders and a 
loss of the same amount to the stockholders, 
a clear violation of trust. Rockefeller, who held 
nearly 15 per cent of the company’s stock, 
waged a bitter fight to oust Stewart, and fi¬ 
nally succeeded in doing so, although Stewart 
was retired with a pension of $50,000 a year 
for his distinguished services to the company! 
It required all of Rockefeller’s power and pres¬ 
tige to win the fight against Stewart, and he 
won by a rather narrow margin of votes—and 
at a personal expense of $300,000, it has been 
reported. It must not be assumed that wealthy 
stockholders will always fight for the smaller 
stockholders, for the profit motive might lead 
them to join with the officers and directors in 
exploiting the small holders. 

Exploitation of stockholders by officers 

With almost unlimited power and little 
responsibility to the stockholders, the officers 
and directors often exploit them in various 
ways. Overcapitalization, and the purchase of 
property from corporate officers at inflated 
prices, have been mentioned. There are many 
other ways. First of all, the officers and direc¬ 
tors may take unreasonably high salaries. They 
are happily situated because, within certain 
limits, they are largely free to fix their own 
salaries, and the puissant profit motive often 
leads them to fix them high. In 1933, the sal¬ 
aries of all corporate executives in the United 
States totaled about 2 billion dollars—^more 
than all the rent paid by corporations, five times 
the corporate income tax, and 64.4 per cent of 
the total dividend payments to stockholders; 
the latter percentage was higher than normal 
because of the depression, which reduced cor¬ 
porate dividends much more than salaries. 
These figures do not include the profit^ made 
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by officers through speculation in the stock of 
their own corporations. The average of all sala¬ 
ries was only $5000. In the 570 largest corpora¬ 
tions one-third of the chief executives received 
less than $25,000; another third received be¬ 
tween $25,000 and $50,000, and the highest 
third received above $50,000; only 1 per cent 
received $100,000 or more. Salaries vary with 
the size of corporations, and they also vary 
with industries. All the salaries which were 
above $300,000 were paid to executives in 
service and trade corporations; financial and 
textile corporations paid the lowest salaries to 
their top executives,^” 

Along with high salaries the corporation offi¬ 
cers sometimes give large bonuses to them¬ 
selves, or to each other. Charles Mitchell, pres¬ 
ident of the. National City Bank of New York, 
was paid $3,500,000 in bonuses in three years, 
in addition to his salary of $25,000 a year. 
George Washington Hill, president of the 
American Tobacco Company, received in 1930 
a salary of $168,000 and bonuses of various 
kinds that brought his income up to nearly 
$2,500,000; and his son, a very bright young 
man, rose to a $100,000 salary in his fathers 
corporation in a very few years! Four vice- 
presidents of tlie company received a total of 
$700,000 in salaries and $1,830,000 in cash 
bonuses, and 16 directors received $1,646,910 
in bonuses. In 1929, the officers of one of the 
largest holding companies in the public utility 
field voted to sell 480,000 shares of its stock to 
a group of insiders, officials, and employees at 
$40 a share, although the market price was 
$129 to $148 a share—a gratuity of between 
$40,000,000 and $50,000,000. The president 
and the chairman of the board were allotted 
30,000 shares each, and thirteen vice-presi¬ 
dents received an average of more tlian 11,000 
shares eadi. Ten per cent of the price was to 
be paid in cash, the rest in installments cover¬ 
ing a period of seven and a half years. When 
the market crashed in the fall of 1929, the 
price of this stock dropped below $40, where¬ 
upon a meeting of the stockholders was called, 
the entire transaction was canceled, and the 
insiders were given back their money with 
Interest at 6 per cent. But this was not the 
whole story. Two days after the vote to permit 


the insiders to buy the stock at $40, they were 
given 55,000 shares outright. It is to be as¬ 
sumed that the small stocl^olders had little to 
say about this transaction. 

Corporation officers may exploit stockhold¬ 
ers and other security holders in other ways 
that cannot be more than mentioned because 
of lack of space: through the purchase of sup¬ 
plies and materials from other corporations in 
which the executives are heavily interested; 
through mergers and reorganizations, perhaps 
with consequent reduction of the legal status 
and value of some securities; through dilution 
of the capital structure by the issue of addi¬ 
tional securities; through the use of account¬ 
ing systems which do not show the real condi¬ 
tion of die corporation, or even through the 
publication of false or misleading reports; 
through the purchase and sale of the corpora¬ 
tion s securities on the stock exchange, taking 
advantage of inside information gained as com¬ 
pany executives. For example, the officers may 
use such information to enable them to buy 
low from the present stockholders and sell 
high to future purchasers. The executives may 
not only have no interest in maintaining rea¬ 
sonable stability of the market price but may 
distribute misleading statements to create in¬ 
stability and further their own market manip¬ 
ulations. These evils, like most other evils of 
corporate practice, are worst in holding com¬ 
panies. 

Just how common, in the broad field of cor¬ 
poration management, are such practices as 
these it is impossible to say. Marshall thought 
it was “strong proof of the marvellous growth 
in recent times of a spirit of honesty and up¬ 
rightness in commerci^ matters, that the lead¬ 
ing officers of great public companies yield as 
little as they do to the vast temptations to 
fraud which lie in their way.'*^® Doubtless he 
is correct as to the general drift of business in¬ 
tegrity, which in many respects is certainly 
higher than it was fifty or a hundred years ago. 
Corporation management is on a higher plane 
than it was in the days of the post-Civil War 
buccaneers; but the proportion of the total 
business controlled by corporations is much 
larger, the opportunities for corporation abuse 
are correspondingly greater, and hi^y paid 


Twentieth Century Fund, A Memorandum on the Problem of Big Business, pp. 23, 24. 
Alfred Marshall, Principles of Economics, p, 303. 
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lawyers show surprising ingenuity in devising 
new forms and processes by which executives 
may help themselves to generous portions of 
their company’s earnings. Although most cor¬ 
poration officers take larger salaries than they 
should^ there are many who manage their com¬ 
panies with reasonable fidelity to the interests 
of the security holders and the public. But the 
fact remains that there are many who pursue 
their own selfish interests without conscience, 
and a great many who are not conscientious to 
the point of eccentricity. All this is proved by 
numerous court decisions, and by reports of 
the Federal Trade Commission, Senate inves¬ 
tigating committees, and various research 
agencies. 

General reasoning leads to the same conclu¬ 
sion. Corporation officers have almost absolute 
control of other people’s money. They are pre¬ 
sumed to be actuated by the profit motive, and 
within wide limits they have the power of en¬ 
riching themselves in many ways. It is only 
natural that many of them should use that 
power for that purpose. As Berle and Means 
have well said: *Tf we are to assume that the 
desire for personal profit is the prime force 
motivating control, we must conclude that the 
interests of control are different from and often 
radically opposed to those of ownership; that 
the owners most emphatically will not be 
served by a profit-seeking controlling group. 
In the operation of the corporation, tlie con¬ 
trolling group, even if they own a large block 
of stock, can serve their own pockets better by 
profiting at the expense of the company than 
by making profits for it.”^* 

Officers often build up a line of reasoning to 
justify their action in treating themselves well, 
at any rate when profits are high. They claim 
that the profits are due to their own abilities 
and efforts, and not to those of the stockhold¬ 
ers, who do nothing but cash their dividend 
checks and should therefore be content with a 
modest return on their investment. This rea¬ 
soning may have a measure of validity; but 
there is no possible justification for the custom 
whereby some officers draw princely salaries, 
or perhaps even raise their salaries while their 
corporations’ deficits are increasing and the 
stockholders are receiving no dividends at all. 


For instance, at a time when a banking hold¬ 
ing company in Detroit was incurring growing 
deficits, its officers doubled their own salaries; 
and during the Great Depression the officers of 
several New York insurance companies did 
likewise, although their companies were in 
such straits that they could not live up to some 
of the terms in their policies. To be strictly 
logical, officials should work for nothing when 
the balance sheets indicate that they are doing 
their work badly. 

In the relative treatment accorded high offi¬ 
cers and subordinates we see in clear operation 
the Biblical (and capitalist) principle, ‘‘Unto 
him that hath shall be given.” In times of pros¬ 
perity, the salaries of the top officials have 
tended to rise faster than the salaries of sub¬ 
ordinates, and in times of business recession 
they have fallen less rapidly, and by smaller 
percentages. This is what we should expect 
when officers fix their own salaries. 

There are certain provisions of statute law 
and common law designed to prevent the worst 
abuses of corporation management, where they 
are brought to light; but the legislatures and 
the courts have been slow and blundering in 
their response to such problems. Even if they 
were not, the individual security holder is al¬ 
most completely without recourse, unless he is 
very wealthy, for a lawsuit against the officers 
of a great corporation is a very expensive 
venture, and one not likely to be crowned 
with success. The corporation officers have the 
highest-priced lawyers at their disposal, and 
the courts are not generally prejudiced against 
them. 

Corporation officers not always able 

The same line of reasoning that leads to the 
conclusion that some corporation officers and 
directors are not overly scrupulous leads also 
to the conclusion that some of them are not 
very able. There is no reason to assume that 
thousands of stockholders, scattered over forty- 
eight states, ignorant of the business and un¬ 
acquainted with the officers and directors of 
the corporation, can select competent man¬ 
agers. They sign the proxies that are sent to 
them far more blindly than they cast their 
votes at political* elections, and hope and trust 


A. A. Berle and Gardiner C. Means, The Modern Corporation and Private Property, p. 122* 
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liiat the men elected will be competent and 
will manage the business to their profit. If 
their dividend checks stop, they may indeed 
wonder and doubt, but that is about all they 
can do. 

There is tangible evidence, too, that some 
corporation ofiBcers are not particularly able, 
that some of the corporate gods have feet of 
clay. Samuel Insull, the great corporate "gen¬ 
ius” of the late ^twenties who drew a salary of 
some $500,000 a year, was proved to be noth¬ 
ing but a common, unscrupulous promoter less 
than ten years later,- when his fantastic hold¬ 
ing-company struc*ure crashed. The great 
Swedish match king, Ivar Kreuger, for a while 
one of the world’s great financial Napoleons, 
was eventually found to be only a very ambi¬ 
tious crook,' with no business judgment at all; 
he jumped from an airplane into the English 
Channel to avoid prosecution. Charles Mitch¬ 
ell, president of the National City Bank, one 
of the largest banks in the world, for a time 
the banking wizard of New York, received a 
salary and bonuses amounting to more than a 
million and a half a year; but within a few 
years he was proved to be largely ignorant 
of the banking business and unacquainted with 
some of the nicer points of business ethics. 
Many railroad presidents have been men of 
only moderate ability, if we may judge by their 
slowness to awaken to the problems presented 
by automobile, truck, and bus competition, and 
by the generally low standards of management 
still found in most of the railroads. 

Lincoln SteflFens describes some corporations 
in his quotation from James B. Dill: “Yes, 
don’t you know that all directors are dummies? 
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Most presidents too. Chairmen of Boards, man¬ 
agers, and heads of departments are real 
enough, but the bosses of business are the 
bankers and financial operators; they have no 
ofiBce at all in the company, but they run it 
through—dummies.” StefiFens states that he 
himself was oflFered a position as president of 
a corporation, and that when he insisted he 
knew nothing about the business he was told 
that it was not necessary. This corporation 
was controlled by a bank, but most of the rail¬ 
roads are so controlled.^® 

Stock exchange speculation by corporation 
officers 

Even if a corporation oflBcer is competent, 
he sometimes neglects his firm’s business be¬ 
cause, with the inside information he has re¬ 
garding his own concern, he can make more 
than his salary speculating on the stock ex¬ 
change. If his company is prospering more 
than the public realizes, he may buy stock be¬ 
fore a report on the earnings is published, and 
later, when the price of the stock has risen, 
sell at a profit; or if earnings have been low he 
may sell stock before the facts are published, 
and buy again at lower prices.^® 

Corporations and tax evasion 

The corporation form, and various corpora¬ 
tion devices, have been used extensively to 
evade personal income taxes. We have noted 
how many corporations “plow back” a part of 
their earnings instead of paying tliem to the 
stockholders. These earnings are generally not 
taxed as they would be if they had been paid 
to stockholders or earned by individual entre- 


Lincoln Steffens, Autobiography, pp. 191, 233, 234. 

Lincoln Steffens quotes a New York banker on this point, as follows ( ibid., p. 867. By permission of 
Harcourt, Brace and Company, publishers): 

" ‘Have you financiers no railroad men to operate your railroads?' 

“ *Yes,' he said. ‘We have them. We have men trained in operation from the ground up, and some of 
them have been promoted clear to the top. We find that when we take a crackerjack of a division superin¬ 
tendent from somewhere out west, bring him here as a vice president, and raise his salary from—^nothing 
to $25,000 and over $50,000, he—and his wife, who came here feeling rich and well paid, soon learn that 
no fifty thousand a year, no salary a year, is in it with what the^ can have on the side, in Wall Street; so 
they begin to get rich, prominent, and neglectful of railroading. 

‘This is generally true. All the great' corporations suffer somewhat from the distracting discovery of 
their ablest managers that, being in on the game, they can make more in Wall Street than thw can in 
manufacturing. Some companies have dealt with the problem of keeping their managers* minds on the 
business by forming them into pools and letting them tell off some one of their number to do the gam¬ 
bling for all. Even then they all are interested in the stock market as much as in the goods maiket, and 
this specidative interest keeps ^e managers of industry more or less on the side of tne capitalists, big 
and little.” 
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preneurs. Wealthy security holders have thus 
been able to escape paying taxes on large sums 
of income which was as real as that actually 
received as dividends. President Franklin D. 
Roosevelt secured the passage of legislation, 
known as the Undistributed Profits Tax Law, 
which taxed such incomes, but powerful cor¬ 
porate interests were able to force its practical 
repeal two years later. 

l%e corporation has facilitated tax evasion 
in other ways. Wealthy men have incorporated 
their residences, farms, country estates, racing 
stables, yachts, and even themselves. Such 
properties were of course operated for pleas¬ 
ure, but their cost was entered as a deduction 
from taxable income. One wealthy motor mag¬ 
nate saved himself $128,528 in a few years by 
incorporating his yacht; another saved $437,- 
000 by incorporating his residences; a rich 
Philadelphia woman incorporated her various 
homes, racing stables, and farms, paid her hus¬ 
band a handsome salary for managing these 
enterprises, and thus piled up heavy ‘losses*^ 
to be deducted from her taxable income. A 
famous movie producer formed a “personal 
holding company,” a corporation composed of 
himself, his family, and his attorney. This con¬ 
cern performed the function of selling the pro¬ 
ducer's services to the producing company, 
paid him a much lower salary than he actually 
earned, and kept the balance, free from taxa¬ 
tion. This man, as an individual, thus paid an 
mcome tax on only a small income; the rest of 
it accumulated in his personal holding com¬ 
pany. Most such practices were once legal, and 
J. P. Morgan defended them on the ground 
that men were justified in using any legal 
means of reducing their taxes; but it is obvious 
that since such means were not available to 
men with moderate incomes they represented a 
perversion of the corporation principle. They 
are doubtless much less common today than 
they were a decade or two ago. 

Q>rporations and monopoly 

The corporation device has encouraged the 
development of monopoly. It has made pos¬ 
sible much larger units than could ever have 


gi*own up under individual proprietorships or 
partnerships, and has therefore reduced the 
number of units; and it has given a small num¬ 
ber of men far greater power than they would 
otherwise have had. 

The centralization of economic power and 
monopoly has been facilitated by the use of 
interlocking directorates, that is, by the officers 
and directors of one corporation serving on the 
boards of directors of other corporations. 
Wealthy capitalists often serve as board mem¬ 
bers of a great many corporations, sometimes 
as many as fifty, and in this way tend to “har¬ 
monize” the management of many concerns. 
Bankers are commonly included on the boards 
of business corporations in which they are in¬ 
terested, and sometimes they use their influ¬ 
ence to preserve harmony among the various 
concerns; this may lead to the stifling of com¬ 
petition. 

A statement by Ferdinand Pecora in 1939 
pictures this general situation clearly: 

The members of the firms of J. P. Morgan and 
Company and Drexel and Company held twenty 
directorships in fifteen great banks and trust com¬ 
panies, with total assets of $3,811,400,000. They 
held twelve directorships in ten great railroads, 
with total assets of $3,430,000,000. They held 
nineteen directorships in thirteen public utility 
holding or operating companies, with total assets 
of $6,222,000,000. They held six directorships in 
as many great insurance companies, with total 
assets of $337,000,000. They held no less than 
fifty-five directorships in thirty-eight industrial 
corporations, with total assets of $6,000,000,000. 
In grand total, they held 126 directorships in 89 
corporations with total assets of twenty billions— 
incomparably the greatest reach of power in 
private hands in our entire history 

The Associated Gas and Electric Company 
in 1931 controlled several hundred corpora¬ 
tions, so many that its vice-president confessed 
on the stand that he could not recall in what 
companies he was a director or ofiBcer, or even 
the nature of the business done by some of 
them.^^ Samuel InsuU was at one time a direc¬ 
tor on 80 boards. The 18 directors of the 
United States Steel Corporation have 92 other 
business connections, representing an average 


Ferdinand Pecora, WaU Street Under Oath, pp. 36 fF. By permission of Simon and Schuster, pub¬ 
lishers. 

See New Republic, September 4, 1935, pp. 102, 103. 
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of five outside businesses per director; and the 
various partners of Kuhn, Loeb and Company 
hold 65 directorships in 48 corporations.^® 

The practice of interlocking directorates 
brings other evils than a tendency toward mo¬ 
nopoly. "Applied to corporations which deal 
with each other,’' Louis Brandeis has said, it 
"tends to disloyalty and to the violation of the 
fundamental law that no man can serve two 
masters.” For instance, when the United States 
Steel Corporation floated a bond issue of $100,- 
000,000 through J. P. Morgan and Company, 
15 of the 24 members of the board of U. S. 
Steel were members of the bankers’ syndicate 
which Morgan got together to handle the is¬ 
sue. Since the corporation’s interests and those 
of the bankers were not identical, these men 
were in a position where disloyalty to one or 
the other was a definite possibility. Most banks 
have two classes of directors—^bankers, and 
men in outside businesses—and many business 
corporations have bankers on their boards. 
This establishes a mutuality of interest which 
has its advantages; but it has its dangers as 
well, for there is always a chance that these 
interlocking directors will become confused as 
to whose interests they are supposed to repre¬ 
sent. In such situations the banks, with their 
financial dominance, have generally fared bet¬ 
ter than the corporations. 

Interlocking directorships raise yet another 
question: How intelligently and efficiently can 
a man serve half a dozen or a dozen different 
business corporations? Brandeis expressed him¬ 
self as follows on this point: "I doubt whether 
anybody who is himself engaged in any im¬ 
portant business has time to be a director in 
more than one large corporation. If he seeks to 
know about the affairs of that one corporation 
as much as he should know, not only in the in¬ 
terest of the stockholders, but in the interest of 
the community, he will have a field for study 
that will certainly occupy all the time that he 
has.”*® 

Advantages of the corporate form 

With all its possibilities for evil, the corpo¬ 
ration device has made an imposing contribu¬ 
tion to economic development. It is in some 


measure responsible for the development of 
great industrial plants and mass production, 
and has perhaps made some goods cheaper for 
the consuming public, notwithstanding the 
fact that mass production reached its highest 
development in Ford's individually owned 
plants and that the corporation device has en¬ 
couraged monopoly and restriction of produc¬ 
tion. At any rate, our vast railway systems, 
shipping lines, industrial plants, chain stores, 
insurance companies, and perhaps even banks 
could not have reached their present magni¬ 
tude without corporate organization. 

A well-managed corporation, furthermore, 
as Marshall points out, affords an opportunity 
for able and ambitious men to rise to positions 
of power even though they have little wealth 
and no strong business connections. If the offi¬ 
cers really want able young men, these men 
may be advanced faster than they could get 
ahead in businesses of their own. Hereditary 
wealth and business connections might be 
more important than they now are if all busi¬ 
nesses were run as individual proprietorships 
or partnerships. To the extent that the corpo¬ 
ration enables able men to advance rapidly to 
positions of influence, it performs a socially 
useful service. 

The holding company 

In the holding company, the inadequacies 
and vices of the ordinary corporation are mag¬ 
nified, along with some additional vices that 
the ordinary corporation does not have. A 
holding company is a corporation organized 
not to engage directly in production but to 
hold the stocks of other corporations. It may 
get these stocks by exchanging its own stocks 
for them or by purchasing them with money 
secured by selling its own securities. Known 
since fifty years ago, the holding company has 
become widespread in recent years, particu¬ 
larly in the field of public utilities. This has 
been due to the desire for monopoly control, 
to the desire of bankers for new opportunities 
for loans and the sale of securities, and in gen¬ 
eral to "the desire [on the part of the promot¬ 
ers] for commercial expansion, greed, or per¬ 
sonal ambition to become dominating factors 


Temporary National Economic Committee, Monograph No, 13, p. 120 ff. 
^A. T. Mason, The Brandeis Way, p. 49. 
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With $500,000 of their own money, the pro¬ 
moters could buy half of the voting stock, 
which would be sufficient to control the 
$8,000,000 holding company; or they might 
even take this stock without any cash pay¬ 
ment, as compensation for their services in 
promoting the company. Let us assume that 
they really paid for it, selling the rest of the 
stock and tends to the public. They would 
now have a holding company with $8,000,000 
in cash assets. With these funds, let us sup¬ 
pose that they set up Subholding Company B, 
with the following capitalization: 


Common stock 
B stock (voting) 

A stock (non-voting) 
Preferred stock 
Bonds 

Total capitalization 


$ 16 , 000,000 

16 , 000,000 

30 , 000,000 

30 , 000,000 

$ 92 , 000,000 


With $8,000,000—50 per cent of the vot¬ 
ing common stock—they would now control 
Subholding Company B, and if they could sell 
the other stocks and bonds to the public, they 
would have cash assets of $92,000,000. With 
this sum they could buy a controlling interest 
in operating companies that were really en¬ 
gaged in some kind of production, to a total of 
at least $200,OCX),000; for ownership of 40 to 
50 per cent of the voting stock, or even 25 per 
cent, usually insures control of a corporation. 
Thus an investment of $500,000 would give 
the promoters control over $200,000,000 of 
corporate assets. 

At one time promoters went much further 
and created hierarchies of ten or a dozen sub¬ 
holding companies, one above the other. In 
the Associated Gas and Electric holding-com¬ 
pany system there were twelve companies in 
one line of control from top to bottom of the 
pyramid, and in the Insull system there were 
seven. Such financial legerdemain would not 
be permitted today. 

Among the serious dangers of holding-com¬ 
pany pyramiding, as the Federal Trade Com¬ 
mission points out, were the opportunities 
afforded for "the manipulation of accounts, se¬ 
crecy as to financial conditions, concealment of 
assets, liabilities, profits or losses, diversion of 
profits or losses through intercompany chan¬ 


nels, all of which may result to the detriment 
of the investor or the rate-paying public and 
to the benefit of controlling interests.”^® There 
was a further danger that the promoters might 
build an organization so complicated that they 
could not understand it themselves. .Hopson, 
of the Associated Gas and Electric Company, 
finally became so entangled in the intricacies 
of his own holding company that he unwit¬ 
tingly violated a criminal law and as a result 
was sent to the penitentiary. The corporate 
structure of this holding company is shown in 
Fig. 2, taken from the report of the Federal 
Trade Commission on utility corporations. 

As we have seen, the highly pyramided 
holding company permitted one or a few indi¬ 
viduals to control enormous amounts of capi¬ 
tal supplied by other people. If the operating 
companies at the base of the pyramid earned 
high profits, the men in control might receive 
extraordinary returns on their investment, 
sometimes 100 per cent or more; but if the 
earnings of the operating companies fell to a 
low level, the entire structure might collapse, 
as some of them did after the crisis of 1929. 
This was the reason for the crash of the Insull 
public utility empire, which carried down with 
it not only the top holding companies but some 
of the operating companies as well, for in try¬ 
ing to save his superstructure Insull bled the 
operating companies in every way possible. 

Individuals or groups with small investments 
might secure control in other ways. The hold¬ 
ing companies often owned all the voting 
stocks of the operating companies; the non¬ 
voting stocks, common and preferred, and the 
bonds, which of course carried no voting priv¬ 
ileges, were sold to the public. In some cases, 
the management of the holding company has 
issued what are known as "management 
shares” which sold for a very low price but 
carried full voting privileges. For instance, in 
1924, H. M. Byllesby and Company insured 
its control of the Standard Gas and Electric 
Company by issuing and selling to itself nearly 
a million such shares at one dollar each; Henry 
L. Doherty and Company followed a similar 
procedure in 1929. 

The holding company could tighten its con¬ 
trol of an operating company by providing U 
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with a large reserve of authorized but unis¬ 
sued voting stock. If outside interests secured 
enough stock to threaten its control, the hold¬ 
ing company could then issue and sell to itself 
enough of this stock to retain control. When 
operating companies were regarded as so many 
cows to be milked, bitter financial battles for 
their control frequently ensued. 

A complete list of holding*company vices, 
as seen in the public utility field, would in¬ 
clude other practices: overcapitalization, re¬ 
organization to evade the law or existing con¬ 
tracts, payment of unearned dividends to give 
a false appearance of financial soundness, and 
propaganda—at the public s expense—^in the 
press, the schools, and elsewhere. Some of 
these practices, such as overcapitalization, 
were very common, but others were doubtless 
rarely resorted to. The Federal Trade Com¬ 
mission s examination of 91 public utility op¬ 
erating companies, whose combined capital 
assets totaled nearly $3,307,000,000, disclosed 
write-ups and other improperly capitalized 
items amounting to no less than $599, 237, 206. 
Additional write-ups on approximately 25 
other operating companies brought the aggre¬ 
gate up to $864,231,623. 

David Cushman Coyle has summarized the 
operations of many holding companies with 
some perspicacity; 

Tlie holding company game is a good deal more 
complicated, and not even the people who shuffle 
the cards understand all of it. During the big 
argument last spring [1934], a good many people 
got the impression that holding companies were 
primarily devices for sticking the consumer. There 
may have been some of that, but mostly they were 
devices for sticking the investor. The main idea 
was to get so many layers of companies one on top 
of another that nobody could understand what was 
going on. Then the operators bought and sold 
stocl^ among the different layers, with some of 
the money falling off the table every time they 
pushed it around. The game was to carry off the 
waste basket at the end of the day. Sometimes the 
Right People got away with the money, and some¬ 
times hijackers got it, but the investor never has 
been able to find out where it went.^^ 

It must be said that holding companies are 
behaving better than they once did, and some 
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of the reprehensible practices described above 
are no longer permitted by the government. 

General conclusion as to corporations 

The broad, general question raised by the 
increasing dominance of American industry by 
corporations has perhaps been stated best by 
Berle and Means: 

The concentration of economic power separate 
from ownership has, in fact, created economic 
empires, and has delivered these empires into the 
hands of a new form of absolutism, relegating 
“owners” to the position of tliose who supply the 
means whereby the new princes may exercise their 
power. The recognition that industry has come to 
be dominated by these economic autocrats must 
bring with it a realization of the hollowness of die 
familiar statement that economic enterprise in 
America is a matter of individual enterprise. To 
the dozen or so men in control, there is room for 
such initiative. For the tens and even hundreds of 
thousands of workers and of owners in a single 
enterprise, individual initiative no longer exists. 
Their activity is group activity on a scale so large 
that the individual, except he be in a position of 
control, has dropped into relative insignificance. 
At the same time the problems of control have be¬ 
come problems in economic government.®^ 

Government policy with respect to 

corporations 

There are some who see no serious corpora¬ 
tion problem at all, who believe that with all 
its faults the corporation has worked as well as 
most human institutions can be expected to 
work. Marshall apparently was of this mind, 
but he wrote at a time when the corporation 
had not assumed its present importance. This 
view is untenable now. Irresponsible manage¬ 
ment and control cannot be accepted as a sat¬ 
isfactory form of business enterprise, for it re¬ 
sembles too closely the dictatorships of Fascist 
countries applied in the economic sphere. Al¬ 
though the investing public may continue to 
furnish the steady flow of funds needed by the 
corporation system, it will demand better pro¬ 
tection than it has had in the past Even if 
standards of corporation ethics were to rise 
considerably and corporation officers were to 
consider more serioudy the interests of dieir 
employees and of the public, this economic 


^ David Cushman Coyle, Brass Tacks, pp. 23-24. 

A. A. Berle and Gardiner C. Means, The Modem Corporation and Private Property, pp, 124-125, 
By pexmlssion of The Macmillan Company, publishers. 
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dictfttorship should not be tolerated. The gov* 
ernment must assume some control, and is 
doing so. 

How far the government should go is a de* 
batable question. A law requiring federal in¬ 
corporation of all corporations doing interstate 
business would represent a fair start. At the 
present time most corporations incorporate un¬ 
der state laws, which are generally very lax in 
their requirements. In order to secure the reve¬ 
nues incident to the establishment and opera¬ 
tion of corporations, some of the states, as for 
instance New Jersey, Delaware, and Maryland, 
have adopted laws which are very lenient re¬ 
garding capitalization, publicity of accounts, 
and various corporation practices; and corpora¬ 
tions formed under these lax laws operate in 
other states. Most of the patent-medicine com¬ 
panies are incorporated in a few eastern states 
whose incorporation laws are easy on that kind 
of business. The states with the lowest stand¬ 
ards “get the business” and perhaps receive 
considerable revenues as a result. The glass 
panels in the doors of one oflSce building in Wil¬ 
mington, Delaware, have been made very large 
to accommodate the great number of companies 
which use the same office as their legal address 
—^modest little collective ‘liomes by the sea,” 
where American freedom of enterprise flour¬ 
ishes at its highest and best.^ Federal incor¬ 
poration would stop this “competition in lax¬ 
ness of regulatory provisions.” 

The Federal Securities Act 

The Federal Securities Act of 1933 was the 
public response to some starUing revelations of 
shady practices on the part of corporations, 
^banks, and investment houses during the pre¬ 
ceding years. In the drastic stock market 
shakeout of 1929 to 1932, investors lost him- 
dreds of millions in securities, and resulting 
investigaticHis brought out clearly the need for 
closer regulation of the stock market and of 
the issue and sale of corporation securities.^^ 

The Securities Act was designed to force in¬ 
vestment banks “to provide ^11 and fair dis¬ 
closure of the character of securities sold in 
interstate and foreign commerce ” Before issu¬ 
ing securities the investment banks or invest¬ 
ment houses must file with the Securities and 


Exchange Commission a statanent covering 
such information as an investor should have; 
and any false information or the omission of 
material facts which might mislead the inves¬ 
tor rendered the issuing banks, the corpora¬ 
tions for whom the securities were being sold, 
and even the accountants liable to the investor 
for any losses he suffered. These provisions 
were so drastic that banks and investment 
houses insisted that they could not safely en¬ 
gage in the financing of new enterprises. Few 
new corporate security issues were being is¬ 
sued at that time, but it is difficult to say 
whether this was due to the harsh provisions of 
the law, to a “strike” of the investment agen¬ 
cies designed to prove the law unworkable, or 
to the paralytic depression of the times; per¬ 
haps it was due to all these in some measure. 
At any rate, the provisions of the law were 
somewhat moderated in 1934, but the stock ex¬ 
changes, the bankers, and the investment 
houses are still lighting it. 

The Securities Act contains various other 
provisions designed to raise the ethical level 
of trading on the stock exchange: it forbids 
the organization of pools to force the prices of 
securities up or down; forbids fictitious trans¬ 
actions engaged in for the purpose of making 
it appear that certain stocks are being bought 
and sold actively; forbids short sales (sales 
made by those who do not own the stocks 
being sold) by corporation officers in the 
stocks of their own corporations; and restricts 
the purchase and sale, by officers and directors, 
of securities of their own corporations. The 
Securities and Exchange Commission (the 
SEC) has the function of applying and en¬ 
forcing these and other provisions of the act. 

It is not yet clear how effective the Secu¬ 
rities Act is likely to be. It has not generally 
been administered with unreasonable harsh¬ 
ness, yet Wall Street complains that it is ruin¬ 
ing the investment market. The New York 
Stock Exchange and many New York invest¬ 
ment agencies certainly needed to clean house, 
but whether it is possible to provide effective 
regulation without interfering with legitimate 
investment remains to be seen. 

Holding companies, which as we have seen 
have provided some of our worst financial 


** Russel A. Dixon, Economic InsHUtthne md Cubwal Change, p. 353. 

^ On the banking irregularities of the time, see Ferdinand Pecora, WaU Streiet Under 
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scandals, should be regulated with particular 
care. President Franklin D. Roosevelt tried to 
secure their abolition in the field of public 
utilities; but after a long and bitter fight he 
was able only to secure passage of the 
WTieeler-Raybum Act in 1935, which brought 
them under the jurisdiction of the Securities 
and Exchange Commission by requiring them 
to furnish the Commission full and complete in¬ 
formation about various aspects of their busi¬ 
ness. Many of their bad practices are now 
proscribed, although the Wheeler-Raybum 
Act allows the Sii^C considerable latitude in 
regulating these companies. This is true, for 
instance, in its administration of the "'death 
sentence”, clause of the act, the clause prohib¬ 
iting the pyramiding of holding companies 
more than “two-deep.” A holding company 
may still control a number of operating com¬ 
panies, but the piling up of additional holding 
companies above the parent holding company 
is no longer permitted. The SEC was given 
the task of leveling the pyramids, but with 
some discretion as to final arrangements lest 
there be too much disruption of business. If 
business should gain control of the SEC and 
put in men who were hostile to the purposes 
of the law, holding companies would soon 
again be enjoying the anarchy of the good old 
days; but if the Commission remains true to 
the aims of the Wheeler-Raybum Act, the 
main evils of the holding-company structure 
will perhaps be eliminated. 

The system of interlocking directorates, 
with its intricate intercorporation connections, 
its endless ramifications of power and influ¬ 
ence, is definitely inconsistent with the as¬ 
sumptions of competitive capitalism, and 
should be subjected to a major operation of 
some sort, Louis Brandeis argues convincingly 
for their complete abolition, and it is possible 
that this woidd not only eliminate some un¬ 
ethical corporation practices but improve the 
efiSciency of corporation management. Men 
who are directors in as many as fifty corpora¬ 
tions are probably not worth much to any of 
them, as far as management is concerned; and 
the elimination of interlocking directorates 
would tend to induce wealthy stockholders to 
concentrate their investments in one business 
and learn something about it. In that way it 


would tend to reunite ownership and control, 
a reasonable policy for the kind of business 
world economists are accustomed to theori^ 
about.®® 

Public ownership of stocks 

All the measures suggested here would be 
inadequate to make the corporate organiza¬ 
tion work well. Perhaps the government should 
go further and secure a block of stock in each 
of the large corporations. It would not need to 
buy the stocks, but could take them from the 
estates of wealthy decedents imder the inher¬ 
itance tax, instead of requiring the payment of 
the tax in cash. As a stockholder, die govern¬ 
ment could have a representative at the meet¬ 
ings, could observe the procedure, and in case 
of questionable practices could take appropri¬ 
ate action to protect the stockholders. With its 
powers and resources it could of course do 
far more for their protection than they could 
individually. The government might go so far 
as to require that it should have at least one 
director on the board of all large corporations 
to guard the interests of the other stockholders 
and of the public. This proposal will perhaps 
seem very radical and it would involve serious 
diflBculties of administration; but it does not 
weight too heavily the public interest in cor¬ 
poration business. Nothing less can afford the 
people the protection they should have. 

The drift toward absentee ownership 

The corporation in its various forms repre¬ 
sents one aspect of a fundamental economic 
trend which we must view with some misgiv¬ 
ing, the drift toward absentee otvnership. At 
one time the farmer owned his land; the mer¬ 
chant owned his store; tlie manufacturer usu¬ 
ally owned his modest factory; the dweller on 
farm and in town owned his home; the car¬ 
penter or cabinetmaker, the shoemaker, the 
candlestick maker, owned their own tools. In 
its separation of ownership and cimtrol and of 
ownership and use, the corporation represents 
only one aspect of the general trend. Each 
decade shows a smaller proportion of farmers 
who own their own farms, of merchants who 
own their stores, of manufacturers who own 
their factories, of people who own their own 
homes; and the carpentos, shoemakers* and 


See Liools D. Brandeis, Other People's Money, chap. S. 
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Other craftsmen work in factories with ma- being altered, weakened, or abandoned at so 
chines m which they have no proprietary in- many points that we may well wonder what is 
terest. The institution of private property is the final end toward which we are drifting. 

QUESTIONS 

1. Which of the following are entrepreneurs: a carpenter, a contractor, the chancellor of your 
university, a professor, a corporation president, the manager of athletics? In what cases 
would the entrepreneur also be a laborer, capitalist, or landowner? 

2. What are the advantages and disadvantages of the partnership? Why do the disadvantages 
grow as the number of partners increases? 

3. In what respects is the business partnership like marriage? 

4. What is a corporation charter? Who grants the charter? Why are so many corporations 
chartered in Delaware? 

5. Describe the various securities used by corporations. Who selects the president? Who 
chooses the directors? Are the employees “rugged individualists”? Where would you go 
to find ‘^rugged individualists” in the modern economy? 

6. ^The corporation is inconsistent with the assumptions of a capitalist system.” Explain. Why 
have we maintained a fairly eflScient economic system in spite of the spread of the corpo¬ 
ration form of business enterprise? 

7. Does it make any difference to the public what the total capitalization of an ordinary 
business corporation is? Does it make any difference in the case of a public utility? Is there 
any reason to believe that some public utilities are overcapitalized? Why might they be? 

8. Carver saw a great movement toward industrial democracy in the growth of corporations 
and in the diflFusion of stock ownership among large numbers of people. Is this a dem¬ 
ocratic movement? 

9. If you were manager of a corporation, what various forms of action would your self-in¬ 
terest lead you to? If you did only moderately well for the stockholders, would they throw 
you out and put in a better man? 

10. A man holds stock in fifty different corporations. How does he manage to keep informed 
as to the management of so many firms? 

11. Explain clearly the pyramiding process by which promoters of holding companies gain 
control of great wealth with a small investment. Describe some other practices used to 
achieve the same end. 

12. What kind of economy would we have if there were no corporations? How would we 
have fared in the Second World War? If corporations are inconsistent witli the assump¬ 
tions of a capitalist system and yet are necessary to efficient production, what shall we do 
with them? 



Chapter 9. 

The Size of Business Units 


Definition; ways of measuring “size” 

The ‘‘size” of a business unit may refer ei¬ 
ther to the physical size of the individual plant 
or to the size of the unit of ownership or finan¬ 
cial control. There has been a general increase 
in size from both these points of view, but the 
trend toward large-scale plants came earlier, 
for the most part before 1900, and their con¬ 
solidation into vast financial units came largely 
after the plants had reached almost their pres¬ 
ent size. The factors responsible for the de¬ 
velopment of huge plants are in some respects 
different from those that brought large-scale 
ownership or control; hence tlie two lines of 
development must be considered separately, 
although it is not possible to make a clear-cut 
separation at all points. Many of the available 
sources of information on the subject are vague 
as to what they mean by the “size” of business 
units. 

There are various ways of measuring busi¬ 
ness concerns—on the basis of the number of 
laborers employed, or the value added by 
manufacturing, or the value of the product, or 
the amount of assets, or various other stand¬ 
ards—^and the ranking of an individual con¬ 
cern will differ according to the standard se¬ 
lected. Thus the Standard Oil Company of 
New Jersey, with assets of nearly 2 billion dol¬ 
lars, employs only 50,000 men; the General 
Motors Corporation, with about 1.5 billion in 
assets, has more than four times as many men; 
and the United States Rubber Company, 
whose assets total less than one-tenth those of 
Standard Oil of New Jersey, employs almost as 
many men. 


The Size of Individual Plants 

The forces that have brought large-scale 

plants 

Economic historians differ somewhat in 
their interpretation of the forces that are re¬ 
sponsible for the appearance of large-scale 
plants. One school, following Adam Smith's 
famous dictum, “The division of labour is lim¬ 
ited by the extent of the market,” emphasizes 
the significance of the widening of the market 
which resulted from improved transportation 
and the settlement of new lands in the Amer¬ 
icas and elsewhere. Large plants can develop 
only where there is a wide market for their 
products. There could have been no very large 
factories in colonial times because there were 
almost no roads, water transportation was slow 
and ineffici*.nt, and therefore only as much 
goods could be produced as could be sold in 
a narrow market. A cotton mill as large as the 
present plant at Pawtucket, Rhode Island, 
would have flooded the Boston market of 1750 
with the output of a few days' operation, and 
the steel plant at Gary, Indiana, could in a 
few hours have made a year's supply of steel 
for the Boston of that time. Large plants re¬ 
quire wide markets. 

Another school of historians, while admit¬ 
ting the significance of this factor, finds the 
important cause for the development of large- 
scale production in technological factors, ia 
improvements in machines, engines, and power, 
and in advances in the sciences, particulaify 
chemistry, physics, and metallurgy. 

We do not need to choose between tihese 
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two views, for both are essentially correct. 
Large-scale production would have been im¬ 
possible without both wide markets and im¬ 
proved technology, and each of these helps to 
promote the other. For instance, the improve¬ 
ments in machines, engines, and power made 
possible the building of railways and the wid¬ 
ening of the market; and the railways, in turn, 
by bringing raw materials and coal together 
from long distances away, made possible further 
improvements in machines. Widening markets 
and technological progress have gone hand in 
hand.^ 

Transportation and communication have un¬ 
questionably been very important in the de¬ 
velopment of large-scale production. The rail¬ 
roads with their extraordinary capacity for 
hauling freight long distances at small cost, 
the steamships that carry goods at an even 
smaller cost from port to port throughout the 
world, tihe canals and fine roads, and the mil¬ 
lions of trucks that speed from city to city day 
and night—^all these have vastly broadened 
the market for goods of all kinds and have 
provided the conditions necessary for large- 
scale production. In all these means of trans¬ 
portation there has been steady improvement 
too. Freight trains and locomotives and steam¬ 
ships have increased steadily in capacity and 
in speed and promptness of service; the steel 
made m*Pittsburgh and Bethlehem, the lum¬ 
ber sawed in Washington, the oil flowing from 
Texas wells, find markets in every quarter of 
the globe. Improvements in transportation fa¬ 
cilitate not only the distribution of goods but 
its sale as well. Where the drummer once rode 
from town to town on a slow train and spent 
endless hours in hotels or railroad stations 
waiting for the next train, he now drives his 
own car and covers several times as much ter¬ 
ritory; if the selling is done by mail, letters 
travel quickly by train or airplane. People 
move about faster on business or other errands 
and are much more likely to reach their des¬ 
tination on schedule. Passenger trains are 
ipeedier and more dependable, busses are 
faster than the trains of fifty years ago, and an 
increasing number of travelers use planes. 

Communication is also important. Without 
the telegraph, telephone, cable, radio, air mail, 
and fast mail ship, wide markets would be far 


more diflBcult to maintain. People today can 
scarcely realize how difficult it was a century 
ago to establish any business connections be¬ 
tween places only a few hundred miles apart. 
At the time of the Civil War and even later, 
mail transportation was so slow and uncertain 
that it sometimes took weeks for letters to 
travel from the eastern seaboard to the Mis¬ 
souri River towns. 

With improved transportation, advertising 
media have grown up which help to widen the 
market. Some magazines and newspapers are 
read in every part of the United States, and 
they offer an excellent medium for advertising 
on a national scale. The radio is devoted mostly 
to this purpose, and by the skillful use of come¬ 
dians and jazz bands has built up nation-wide 
markets for certain brands of toothpaste, ciga¬ 
rettes, laxatives, canned milk, and automobiles. 
What improved transportation has done for 
the physical movement of goods, improved 
communication h.is done for their sales. 

Historical development of large-scale industry 

Large-scale production developed first in 
manufacturing, particularly in the textile in¬ 
dustry, and in transportation; it spread to min¬ 
ing, lumbering, and fishing, and finally to mar¬ 
keting, entertainment, and many miscellaneous 
industries. It appeared first in England and 
had progressed far by 1850; in the United 
States it developed largely after 1860, and 
somewhat later but more rapidly in Germany; 
but in France it never secured the hold that it 
has in other leading industrial countries. It has 
made greater advances in the United States 
than in any other country, although Russia, 
before 1941, was working feverishly on a pro¬ 
gram of large-scale production in agriculture 
as well as in industry. 

It is often assumed that the trend toward 
large-scale production in the United States has 
been steady and continuous down to the pres¬ 
ent time. On the contrary, it took place largely, 
although not entirely, between 1860 and 1900. 
Since 1900, and even in the decade between 
1909 and 1919, there has been some increase 
in the proportion of large plants, but sudi 
plants lost ground between 1919 and 1929. 
The general picture in recent years has been 
somewhat distorted hy the rapid growth of 


^ See tibe article by Myron W« Waddns in Encyclopaedia of ihe Social Sciences^ voL lx, p. 170* 
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certain industries in which plants are very eration of the plant, including the machinery, 

large—the automobile, rubber tire, sugar refin- A large plant costs less than a smaU one in 

ing, and electrical in particular. proportion to the amoimt of space provided. 

The forces responsible for the factory system and it can be heated, cleaned, and guarded 

and large-scale plants are well illustrated by more economically. Certain types of produc¬ 
tive history of the shoe industry in the United tion call for large-scale equipment that is both 

States. In early pioneer days, shoes were com- increasingly expensive and increasingly pro- 

monly made by one member of the family, ductive. In the iron and steel industry, for in- 

The labor cost of such shoes was of course stance, the automatic strip mill has reduced 

high because the makers worked at the task the amount of labor to about 3 per cent of 

oiily occasionally and therefore with little skill, that formerly needed in hand mills; but the six 

The cost of the tools was high in terms of out- stands used in a typical mill weigh about 

put, for they v ere used only a few days in 5,000,000 pounds and are very expensive. The 

the year. The shoes were crudely made, some average sum required to build a modem steel- 

of them without lefts and rights, and all with- works of eflScient size is approximately $100,- 

out finish or style. A great saving in the cost 000,000. The small plant in this industry is 

of labor and tools and an improvement in the nearly obsolete. In the mining of certain ores, 

quality of the shoes came with the appearance the change to open cut or surface mining, which 

of the specialized shoemaker, who went from is done with giant electric shovels, has similarly 

home to home or set up shop in the town. The thrown the balance in favor of large producers, 

advantages of this division of labor were evi- at the same time reducing costs Very consider- 

dent, and they increased when labor was fur- ably. In the manufacture of bricks, large plants 

ther subdivided—when such operations as can produce at a labor cost 40 per cent less than 

measuring, fitting, cutting the leather, and the small plants; and in cement manufacturing, 

selling the shoes were separated from the ac- the increase in kiln capacity in recent years has 

tual shoemaking process and given to special- resulted in important economies in the use of 

ists, under the domestic or *‘putting-out” sys- labor, capital, and fuel, but has meant larger 

tern. Although this growing specialization and more expensive plants. Many other in- 

brought greater eflBciency, the domestic system stances similar to this could be cited, 

still involved waste and inefficiency in the dis- A large plant may have an important ad- 
tribution and collection of materials, in imper- vantage in the fact that its expensive machines 

feet coordination of the various tasks, and in have a lower obsolescence cost, per unit of out- 

poor standardization of output; furthermore, put. It can sometimes afford machines that 

the workers in their homes or shops had to de- would not be worth their cost in a small plant, 

pend on manpower. The invention of the sew- highly productive but expensive machines 

ing machine made the factory system inevita- which, to pay their way, must be used a great 

ble, for such an expensive machine could not deal, that is, must produce a large output. 

1)6 entrusted to the irregular and ill-coordinated A large plant which can keep an expensive 

operation of scattered home or shop workers, machine going all the time and turn out 100,- 

and it demanded power, which could be best 000 units of output will have an obsolescence 

supplied in a factory. Railroads made possible cost on that machine, per unit of product, only 

a wide market for the greater output of the half that of a small plant which keeps the ma- 

factory, and the final impetus to large-scale chine busy only half the time and turns out 

production was given by quantity orders for only 50,000 units of output. In the foundry 

standardized shoes for the Army during the business, for example. X-ray or gamma-ray ap- 

Civil War. paratus, which is very expensive and demands 

carefully trained operators, can test castings 
Advantages of large plants so much better than any other device that 

In industries which require large plants, some buyers demand that their castings shall 

such a plant has a number of advantages, be so tested; but only a large plant can turn 

There is economy in the construction and op- out enough of them to justify the investmmit.* 

^Temporary National Economio Committee, Monograph No. 22, fp. 197ff. 
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The large plant can employ not only spe¬ 
cialized macl^es to greater advantage but 
various kinds of specialized workers, such as 
engineers, physicists, chemists, statisticians, 
and accountants. One expert hired by Ford 
was credited with having effected savings of 
$36,000,000 within a few years. 

Power costs are considerably lower for large 
plants that produce their own power, for the 
larger the generator, the lower the cost per 
horsepower to install, operate, and care for it. 
Fuel costs per unit of power produced are also 
lower. This particular advantage is less impor¬ 
tant than it once was, because an increasing 
proportion of industrial plants do not generate 
their own power but buy it from central sta¬ 
tions; but they may pay a lower rate, and by 
using more power per man-hour they get a 
generally larger output per unit of labor and 
of capital investment. 

Improvemehts in transportation and com¬ 
munication have increased the relative advan¬ 
tages of large plants by increasing the effi¬ 
ciency of management. The various devices for 
communication and for the speedy transfer of 
messages within the plant enable the manager 
to maintain close touch with all his men. More¬ 
over, electric and gasoline trucks are of course 
speedier and more efficient than the horses 
once used in carting goods from one part of 
the plant to another. Doubtless too, the devel¬ 
opment of more efficient accounting and statis¬ 
tical methods has enabled the manager of a big 
plant to understand some of his problems better. 

The superior efficiency of large plants in the 
utilization of by-products is often mentioned. 
This advantage was less important in Mar¬ 
shalls day, and hence he did not weight it 
heavily; but in recent years there has been 
rapid progress in the use of by-products. Large 
plants are of course equipped to do this more 
efficiently than small ones. At one time many 
butchers and small packing houses utilized 
little but the meat and hides; today the large 
packing houses convert the carcasses into meat, 
leather, soap, brushes, glue, isinglass, tennis 
strings, drum snares, buttons, artificial teeth, 
fertilizers, and a wide variety of pharmaceuti¬ 
cals. By-products, including the hide, bring 
12.7 per cent of the return from a steer and 
18.6 per cent of that from a sheep. Except for 
the l^es, these products would be largely 


wasted by a small plant. The big packers say 
that they sell the dressed carcass of a steer 
for several dollars less than they pay for the 
live animal, their entire income being derived 
from the sale of by-products. It is this factor, 
in part, which has almost eliminated the town 
butcher and the small slaughterhouses from the 
economic picture. 

In the oil industry likewise, the larger re¬ 
fineries have developed the manufacture of 
many by-products which the small "skimming 
plants'" once wasted. Some of the larger saw¬ 
mills now use sawdust as fuel or convert it into 
insulating material. There are scores of diflFer- 
ent insulating materials on the market today, 
many of them made as by-products of some 
other industry. A small plant might well be 
able to utilize some of its most valuable by¬ 
products, but only a plant with a large output 
could produce them in sufficient volume to 
justify their manufacture and sale. Obviously 
the utilization of by-products is of greater im¬ 
portance in some industries than in others— 
in meat packing and oil refining, for instance, 
than in cotton textile manufacturing. 

A large concern, whether a large plant or a 
large financial unit, has great advantages in 
buying raw materials and in selling its finisht»d 
product. It buys in large quantities at regular 
intervals, perhaps taking all the output of cer¬ 
tain producers, and so is able to secure low 
prices. This is true partly because of its strong 
bargaining power, and partly because the ex¬ 
pense to the .seller is less per unit in large than 
in small quantities. The sale and delivery of 
a hundred carloads of flour, to be deli veered 
over a period of a year, costs the seller little 
more time and expense than the sale and de¬ 
livery of a single carload. Furthermore, up to a 
certain point there may be increasing returns 
in the advertising and sale of some commodi¬ 
ties—^that is, the more that are sold, the more 
that can be sold—^for, assuming that the prod¬ 
uct is satisfactory, each sale tends to advertise 
it and to make other sales possible. There is, 
of course, a limit to this expansion, a limit 
set by the appeal of rival brands and of rival 
products. 

The management of large plants 

Although executives of large concerns usu¬ 
ally take generous salaries, the administrative 
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expenses per unit of output are generally lower 
in such concerns than in small ones, and the 
manager may be an abler man. If he is, and 
if the business is not too large, he has some 
advantages in administration. Marshall dis¬ 
cusses these advantages in too rosy terms, 
doubtless because he had in mind not a vast 
industrial empire, such as the General Motors 
Corporation, but what we would new call a 
moderately large concern. Nevertheless, his 
words are worth quoting: "‘The head of a large 
business can reserve all his strength for the 
broadest and most fundamental problems of 
his trade: he must indeed assure himself that 
his managers, clerks, and foremen are the right 
men for their work, and are doing their work 
well; but beyond this he need not trouble him¬ 
self much about details. He can keep his mind 
fresh and clear for thinking out the most diiffi- 
cult and vital problems of his business. . . ® 

Advantages of small plants 

Not all the advantages are with the big 
plant. The owner of a small plant has advan¬ 
tages of his own. He can give his personal at¬ 
tention to many of the details of his business 
and can know his business well, not from re¬ 
ports of subordinates but from his own ob¬ 
servation. He has important advantages in 
dealing with labor. He can know his employees 
personally, and thus be able to preserve more 
friendly relations than the manager of a big 
plant. He is less likely to be troubled with la¬ 
bor unions, and his wage scale is usually lower. 
In the meat-packing industry in certain north¬ 
ern states, for instance, the small companies 
paid an average of 59 cents an hour in 1937, 
whereas the “Big Four” paid 71 cents. Such 
wage diflFerentials are possible partly because 
many small plants are located in smaller towns 
and cities where living costs are generally 
lower; and the workers in such plants, even at 
the lower wages, may fare as well as those in 
big plants in large cities.* 

The operator of a small plant also has an 
advantage in the fact that he can avoid much 
of the expense of bookkeeping, of checks and 
balances, of the “red tape” and bureaucracy 


inevitable in a large business. It is to his ad¬ 
vantage too that business secrecy has dimin¬ 
ished, and that many trade and tedinical jour¬ 
nals are available to bring him information 
about the broader aspects of his own industry 
which was once accessible only to those who 
could hire their own agents to gather such in¬ 
formation. And of course the small plant has 
an advantage in the fact that its area is small 
and there is less expense in moving men and 
materials from one part of the plant to an¬ 
other. 

Farming generally a small business 

Certain types of business tend to remain 
small, in spite of the general trend toward in¬ 
creased plant size. The most important of these 
is agriculture, for the average farm is still small; 
in 1935 it contained only 154.8 acres. In di¬ 
versified agriculture the average farm is grow¬ 
ing larger, but the unit is still small, for rea¬ 
sons which have already been discussed.® In 
specialized farming, such as the growing of 
fruit, berries, sugar beets, and to a lesser ex¬ 
tent wheat and cotton, forces are at work that 
are tending to drive out the old one-family 
farm owned by the operator, and substitute for 
it a much larger unit, the “factory in the field,” 
corporation- or banker-controlled, perhaps em¬ 
ploying poor, landless, homeless, hopeless, mi¬ 
gratory workers—Mexicans, Negroes, Italians, 
and Americans. On the fruit ranches of the 
Pacific coast, on the berry farms of New Jersey 
and Arkansas, on the beet sugar ranches of 
Colorado, Utah, and Michigan, the independ¬ 
ent farmer is retreating before the same forces 
that drove the handicraftsman out of most in¬ 
dustries. Even though corporation-controlled 
farming has not made much progress in wheat 
and cotton growing, the average farm is stead¬ 
ily increasing in size, and the one-family farm 
seems on the way to being engulfed in the tide 
of new capitalist techniques.® 

Retailing still a small-plant business 

Retailing is carried on mainly in small 
plants, even where the financial organization 
is large-scale, as in the chain stores. There were 


* Alfred Marshall, PHndples of Economics, p, 284, 

♦Temporary National Economic Committee, Monograph No* 14, 
“Seep. 89. 

® See Carey McWilliams, lU Faros the Land. 
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1,654,000 retailing establishments in the coun* 
try in 1935—one retail outlet for every 80 
persons. Of these stores, 97 per cent made sales 
totaling less than $100,000 annually, and 60 
per cent made sales of less than $10,000. 
Nearly a million of them rang up less than 
$33 a day. There are a few very large depart¬ 
ment stores, such as Wanamaker s, Macy s, and 
Marshall Field s, but the proportion of busi¬ 
ness they do has declined. The big supermar¬ 
kets have grown rapidly in the past few years, 
but even the largest of these is small compared 
with our large industrial plants. 

The typical retail store is small for two 
reasons. In the first place, retail goods are 
generally sold to customers in person, which 
means that they can be sold only to a relatively 
small number, those within a radius which 
permits visits to the store. Where selling is 
done without this personal contact, by mail for 
instance, we have such immense plants as those 
of Sears, Roebuck, and Montgomery, Ward; 
but even these great concerns have thought it 
wise to establish smaller local stores in many 
scattered towns and cities. In the second place, 
die principle of decreasing cost apparently 
does not operate in retailing after the plant 
has reached a modest size. Paul Nystrom was 
one of the first to point out that the large 
retailers do not necessarily have lower costs 
than their smaller rivals, and that they there¬ 
fore do not crowd these smaller retailers out, 
A very large grocery store does of course en¬ 
joy some economies, but in some of its opera¬ 
tions it has higher costs than a moderate-sized 
store, as for instance in the greater distances 
that its customers and employees have to walk 
to find the things they want. A moderate-sized 
grocery store is large enough to carry an ade¬ 
quate selection of foods; and additional floor 
space involves increasing expense in some ways. 

The big department stores and mail-order 
houses represent large plants, but in their in¬ 
ternal organization they are merely a combina¬ 
tion of moderate-sized retail agencies operating 
under one roof. With regard to the sales of 
any particular product, they are not large-scale 
business at all. 

Small plants in service industries 

Another field in which the small plant per¬ 
sists is in non-professional personal services: 


restaurants, barber shops, drinking places, 
automobile garages and repair shops, beauty 
parlors, trucking and taxicab businesses, laun¬ 
dries, jewelry repairing, plumbing shops, and a 
wide variety of other similar enterprises. Before 
the war, the average annual receipts of such 
businesses were small, only $10,700 for res¬ 
taurants and $5600 for garages. Like retail 
stores, they remain small because they must be 
easily accessible to their customers and there 
are no important economies in large plants. 

The optimum sire of plants 

Much has been written about the optimum 
size of a plant, the size at which economies are 
at their maximum. Theoretically there is some 
such optimum size, but practically it is difficult 
to determine. Moreover, the concept is obvi¬ 
ously not very definite, for, as we have seen, 
plants differing greatly in size often operate 
competitively for many years and none crowds 
out the others. Variations in size in every in» 
dustry are so great that the concept of optimum 
size is nebulous. 

The Size op Business Units: 

Financial Control 

From our discussion of plant size, we now 
turn to the consideration of the size of the 
financial units of control. Historically, large- 
scale plants developed first, and combinations 
of those plants came afterward. As we have 
seen, the movement toward large-scale plants 
was largely completed as early as 1900. When 
little could be gained by furAer expansion of 
individual plants, enterprising promoters began 
gathering diem into big financial combinations 
through outright purchase, merger, or holding- 
company control. To some extent this move¬ 
ment developed from the search for real econ¬ 
omies in manufacturing and marketing; to 
some extent it marked the path toward mo¬ 
nopoly control; and to some extent it was the 
expression of the promoters’ htmger fm: the 
profits made possible by such combinations or 
for the glory of being great *"captains of in¬ 
dustry." 

Forms of combination 

Combination may be horizontal, vertical, or 
complex. A horizontal combination is a eombU 
nation of buHnm units engaged in the same 
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kindofbusines9—lor instance, Aowc mills, meat- A horizontal combination may similarly en- 

packing plants, or cement plants. A vertical joy economies in purchasing raw materials, be- 

combination is a combination of business units cause it can buy in large quantities. It can 

operating in the various stages of the process save something on marketing costs, particularly 

of making, and perhaps selling, a commodity, in advertising, for it requires fewer salesmen 

The Standard Oil companies, producing crude to sell its products than separate plants need, 

oil, refining it, transporting it through pipe it can afiFord better delivery service at a lower 

lines, and selling it through their own service cost, and it can advertise more effectively. The 

stations, are vertical combinations. This form great cigarette combinations can put on a more 

of combination is often called integration. A effective advertising campaign than the indi- 

complex combination may he both horizontal vidual manufacturers could, operating sepa- 

and vertical, or partly horizontal and partly rately, although many perfectly rational people 

vertical; and, as Bye says, it may *"ramify into will not see great social gains in this. A hori- 

various fields which are more or less loosely zontal combination may have certain plants 

associated with its main activities,*’ combining specialize in the manufacture of certain prod- 

business units which produce different prod- ucts, may save on cross-freight charges by ship- 

ucts. In this latter aspect it is sometimes called ping to each local market from the nearest 

complementary combination. The General Mo- producing plant; it may secure greater con- 

tors Corporation is a complex combination, as tinuity of operation by a carefully planned 

are many of our other giant concerns. schedule of distributing orders to its various 

plants; it may save by installing uniform ac- 
Horizontal combination counting systems and informing all its plants 

Good examples of horizontal combination concerning the best technological practices 

may be seen in General Mills, Inc., now in used in the most efficient of them; it may save 

control of 25 milling companies; the Ward by standardizing products and reducing the 
Baking Corporation, with 21 bakeries; and the number of varieties produced; and it can ob- 
National Dairy Products Corporation, with 331 tain capital much more cheaply than an indi¬ 
dairy companies. vidual plant can. If the value of the product 

The advantages of horizontal combination is liigh relative to freight charges, and if fairly 

are to a limited extent the same as those en- small plants can produce with maximum effi- 

joyed by large plants, but they are for the most ciency, the combination may lower costs by 

part quite different in character. Like the big decentralizing production, that is, by acquiring 

plants, and in yet greater measure, the hori- or building plants in small communities where 

zontal combination may have advantages in wages and living costs are lower than in the 

buying and selling. One investigation revealed cities. And finally, since it is a big concern, 

that the price of yeast varied from 14 to 25 it can make better use of by-products than an 

cents per pound, according to the amount pur- individual plant, carry on research on a more 

chased. A certain flashlight battery was sold extended scale, and utilize patents and fight 
at 2.5 cents to toy manufacturers who bought infringements better—or perhaps rob others 
in large quantities, whereas wholesale jobbers of their patents.^ 

paid 5 cents and retailers 6.5 cents. Chain These are possible advantages to the com- 
stores and the big mail-order houses are often bination, and not necessarily to the public, 
able to wring large price concessions from Although some horizontal combinations have 

manufacturers. Sears, Roebuck used to buy unquestionably reduced costs and have passed 

tires made by Goodyear so cheaply that they the lower costs on to the public in lower-priced 

could sell them for 40 per cent less than the goods, the general record of horizontal corn- 

regular retailers asked. This advantage in buy- binations is far from imposing. Many trf 

ing works to some extent to the injury of the them have manifested no evidence of eflB- 

concems from which the goods are bought, ciency. According to Fetter, who testified 

although die public may benefit through lower before the Temporary National Econmnic 

retail prices. Committee; 

^ femporaiy National Economic Committee, Monograph No. 27, pp. 1658. 
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It is apparent that **the economy of large pro¬ 
duction** ... is essentially a phenomenon of the 
single-unit plant rather than of plural-unit plants. 
It is a matter of internal arrangements and econ¬ 
omies within a single plant. It is technical or tech¬ 
nological, not financial or commercial. 

It will be observed that [horizontal] combination 
. . . gives unity to the ownership, but not to the 
productive processes of the subsidiary plants. The 
physical plants and equipment remain largely un¬ 
der decentralized management; they still produce 
singly, while the o£Bcers of the controlling corpora¬ 
tion are concerned almost wholly with financial 
and general organization and commercial matters. 
It is well to remember this when considering the 
claims of increased productive efQciency that are 
made for size attained by combination.^ 

Myron W. Watkins, one of the leading au¬ 
thorities on combinations, is quite as critical 
of the combination movement, particularly 
horizontal combination: 

It is hard to escape the conclusion that the major 
‘^financial** advantage sought and secured by cor¬ 
porate consolidation was the opportunity afforded, 
through the dispersion of ownership interests and 
through the erection of intricate, pyramided, laby¬ 
rinthine, corporate structures, for the manipulation 
of corporate funds, corporate policies, and corpo¬ 
rate accounts by "insiders,” or irresponsible "out¬ 
siders,” to their own enrichment and without re¬ 
gard to the interests of the enterprise, the workers, 
the stockholders, or, least of all, the consumers. It 
is difficult to escape that conclusion because the 
record of what has transpired in the ac*tual course 
of events is so replete with evidence of utilization 
of the power thus conferred for the purposes indi¬ 
cated. 

The strategic advantages afforded by consolida¬ 
tion were primarily related to the control of the 
markets either for raw materials or for products, or 
for both.® 

The financial history of horizontal combina¬ 
tions does not justify the common notion that 
they are even generally very profitable. Earn¬ 
ings have seldom been equal to expectations, 
and have frequently been less than the aggre¬ 
gate earnings of the units before consolidation. 
Among the more important reasons for this are 
the following: 

1. Many combinations have been overcapi- 
talized^ in some cases with fixed bond obliga¬ 
tions which later caused embarrassment. 


2. In some instances old plants were 
scrapped and new ones built, at heavy expense, 
with resulting investment greater than die in¬ 
come justified. 

3. The promotion expense has often been 
very high, sometimes paid in stock, with re¬ 
sulting overcapitalization. 

4. In many instances the management has 
been unequal to the larger tasks imposed by 
combination. The larger any business consoli¬ 
dation grows, die more difficult the problems 
of administration become, the more red tape is 
necessary, and the more chance there is for 
friction with the employees and for the ap¬ 
pearance of the heavy inertia that characterizes 
most big business. 

Altogether, granted that there are some 
possible economies, litde can be said for hori¬ 
zontal combinations; in fact, there are many 
reasons for believing diat they constitute a 
grave obstacle to the successful operation of a 
capitalist system. The corporation vice of 
divorce of ownership from control is here even 
more vicious, for the stockholder-owners in a 
combination are twice-removed from control of 
dieir property, and there are more opportuni¬ 
ties for exploiting them, opportunities which 
are often used, as the records of such combina¬ 
tions abundantly prove. 

One of the worst aspects of this form of 
combination is the fact that it has largely 
robbed the smaller industrial communities of 
their economic independence, has made them 
mere business dependencies of the great finan¬ 
cial centers. The writer lives in a town that has 
several industries, all of them owned by resi¬ 
dents of die town who have a personal interest 
in it and take pride in its development. These 
owners are managing their own businesses; the 
stocks are not quoted on the exchanges, and 
there is no speculation in them, no rigging of 
the market, no manipulation by insiders—^none 
of the evils that arise in highly organized cor¬ 
porate capitalism. In many towns the situation 
is not so happy, towns in which most or all of 
the industries are controlled from New York 
or Chicago and run by hired managers who 
have litde interest in die towns and litde or 
nothing invested in the industries themselves. 
The centralization of economic control in New 


• Temporary National Economic Committee, Monograph No, IS, p. 107. 
•lW.,pp.98,99. ^ ^ 
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York City, partly the result of horizontal com¬ 
bination, is probably an important cause of the 
decline of capitalism. 

Vertical combination 

The second type of combination, known as 
vertical combination, or integration, includes 
units engaged in the various productive proc¬ 
esses from the raw material to the finished 
product. The United States Steel Corporation 
represents this form, as well as horizontal com¬ 
bination. The Ford Motor Company in its 
many plants performs all the industrial opera¬ 
tions necessary to produce the finished auto¬ 
mobile, from the iron and lead mines to as¬ 
sembling plants. Most of the great oil com¬ 
panies own their own oil deposits, wells, pipe 
lines, refineries, and some of their service sta¬ 
tions, thus performing every service from 
pumping the oil from the ground to filling the 
gasoline tanks at the service station. The lum¬ 
ber business shows the same tendency. At one 
time the production of lumber was often di¬ 
vided among a number of concerns, one own¬ 
ing the standing timber, another cutting tlie 
trees and hauling the logs to the mill, which 
was owned by uiuelated interests; and the re¬ 
tailing was done by various independent lum- 
her yards. Today many of the large lumber 
companies own their own timber stands—^in 
some cases enough to last many years—do 
their own logging, saw the logs into lumber 
in their own mills, and sell it through their own 
lumber yards. This is complete integration. 

Integration has been general in some in¬ 
dustries in this country and in Europe as well, 
particularly in Germany, but it has by no 
means been universal. Where sources of raw 
materials are widely scattered, as in the flour- 
milling, meat-packing, woolen, cotton, tobacco, 
silk, and flax industries, manufacturers have 
not tried to control raw materials; and as a 
rule they have not developed their own retail 
outlets. Manufacturers who process farm prod¬ 
ucts have not reached out to integrate the 
farms as part of their organization because they 
can secure their raw materials more cheaply 
from the farmers than they could produce them 
if they took over the farms. The farmers sell 
much of their produce at prices which prob¬ 
ably do not cover even costs of production, 
including a reasonable income for their labor. 
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Integration has brought more substantial ad¬ 
vantages than has horizontal combination. Per¬ 
haps the most important advantage is the fact 
that through integration the producers at each 
stage of the process are assured of adequate 
raw materials and markets. In the oil business, 
for instance, the crude oil producers in an in¬ 
tegrated combination are assured a market for 
their product; the refiners have an assured 
supply of crude and, through their service sta¬ 
tions, a dependable access to consumer mar¬ 
kets; and the integrated pipe lines provide 
transportation facilities for both crude and in 
some cases for gasoline. 

If tliere were keen competition everywhere 
along the line, it might make little difference 
whether all the operations in tlie oil industry 
were carried on independently or were under 
the control of a single company. Under condi¬ 
tions of sharp competition, with a large num¬ 
ber of units at every stage of production, oil 
producers, refiners, pipe lines, and service sta¬ 
tions would be able to buy their supplies and 
sell their products at any time, at prices set in 
the market, and there would be little chance 
of effecting important economies through inte¬ 
gration. Monopoly anywhere along the line, 
however, might put the operators in a tight 
place. Thus monopoly in production might shut 
off the supply of crude oil and halt the opera¬ 
tions of the refiners; or monopoly in refining 
might squeeze the producers through reduc¬ 
tions in Ae price of crude, as it has often done. 
Even without monopoly, conditions might 
change in such a way as to bring distress to 
individual operating companies. In times of 
serious overproduction of gasoline, as in 1923, 
refiners who had no service station outlets 
found themselves in a precarious position be¬ 
cause of their inability to sell their products, 
and as a result they tried to establish dieir own 
chains of service stations. As a matter of neces¬ 
sity, the large oil companies are almost com¬ 
pletely integrated, and tlie future is not very 
bright for die smaller independents who are 
not so integrated. 

A similar situation exists in some other in¬ 
dustries, and for somewhat the same reasons. 
The United States Steel Corporation is in a 
more secure position because it owns its own 
ore reserves. Lumber mills have found it wise, 
if not absolutely necessary, to acquire their own 
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timber reserves. In some instances lumber com* 
panics built expensive sawmills^ on the far too 
complacent assumption that they would be 
able to buy logs from the owners of nearby 
standing timber. These companies thus being 
at a disadvantage, the loggers and timber 
owners exacted a monopoly price for their saw 
logs; some of them even built their own mills, 
leaving those already in existence without raw 
material, or by threatening to do this were 
able to buy the existing mills at bankruptcy 
prices. The advantage was not always with the 
timber owners, to be sure, for business depres¬ 
sions caused them severe distress because of 
the uncertainty of finding a market for their 
logs. For these reasons, mill owners have foimd 
it wise to buy stands of timber, and many tim¬ 
ber owners have bought or built sawmills. 
Thus integration has developed in the lumber 
industry, to the general advantage of its mem¬ 
bers, and probably of the public as well. 

A second advantage of integration is in¬ 
herent in the technical conditions in certain in¬ 
dustries. There is real economy in combining 
blast furnaces and steel mills, so tliat the metal 
produced can be processed without being re¬ 
heated; in combining pulp and paper mills, 
so that the pulp can be made into paper with¬ 
out the expense of drying. Such economies as 
these are similar to the economies of large-scale 
operation in a single plant. Possibly also, when 
the operators are integrated vertically, each 
taking his raw material from the preceding 
operator and passing his output on to the next 
in line, inventories, or stocks of materials, need 
not be as large as would be necessary if the 
operators at each step were buying and selling 
in the open market and were never sure how 
much they would need or could dispose of. It 
would be incorrect, however, to think of the 
operators in an integrated combination as 
fitting perfeedy into a nice plan whereby each 
produces exactly the right amount of output 
for the operator at the next stage and each 
ones plant works steadily and at full capacity. 
There are always some misfits, some operators 
whose productive capacities are too great for 
the general scheme and who therefore may 
have to run at less than full capacity or sell part 
of their output in the market, and other opera¬ 
tors who do not produce enough, with the 


result that their output may have to be sup¬ 
plemented by purchases in the market. There 
Site maladjustments in integrated industries, 
as elsewhere; and some students of the prob¬ 
lem believe that such combinations tend to be 
static, inflexible, incapable of meeting chang¬ 
ing conditions, just as, indeed, most big busi¬ 
ness is.^® 

It is sometimes argued that integration 
brings economy by saving the profit margins 
which otherwise would go to the operators at 
each step of the productive process; but there 
is reason to doubt whether much can be saved 
in this way. In a competitive situation, each 
operator along the line would ordinarily buy 
his materials and sell his output at prices cover¬ 
ing cost of production, including rent, interest, 
wages, and the salaries of the managerial staff; 
and all these expenses the integrated company 
would likewise have to meet. It might be 
argued that if there were monopoly at some 
point—for instance, in the steel industry, if the 
ore were owned by a monoply which exacted 
monopoly profits from the steel manufacturers 
—^integration would make it possible to save 
paying these monopoly profits by bringing the 
monopoly into the combination. However, if 
there were such a monopoly, it would be in a 
position to charge the promoters of the com¬ 
bination a high price for its business, a price 
high enough, theoretically, to capitalize its 
former monopoly profits. It is doubtful whether 
the saving of profits is an important advantage 
of integration. 

Complex combination 

It should not be assumed that horizontal 
and vertical combinations are usually clearly 
distinguishable, that combination takes either 
one form or the other, for the two kinds are of¬ 
ten found together in an almost infinite variety 
of forms. A combination may include, horizon¬ 
tally, a number of plants manufacturing cer¬ 
tain products, it may be fully integrated, and 
in addition it may own several plants that make 
a great variety of products unrelated to its 
main business. The United States Steel Cot- 
poration, referred to earlier as an example of 
integration, also represents horizontal combi¬ 
nation, for it controls a number of steel mills 
and fabricating works, and a considerable 


Temporaiy National Economic Committee, Monograph No, 27, chap. 8. 
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number of other businesses. This giant con¬ 
cern has been well described in a monograph 
of the Temporary National Economic Ck>m- 
mittee: "In addition to its facilities for produc- 
ing pig iron, steel ingots, and all forms of 
finished and semifinished steel products, the 
corporation owned and operated through some 
150 subsidiaries, in 1937, nearly 2000 oil and 
natural gas wells, 89 iron ore mines, 79 coal 
mines, some 40 limestone, dolomite, cement 
rock, and clay quarries, a number of gypsum 
and fluorspar mines, 2 zinc mines, a manganese 
ore mine in Brazil, over 5000 coking ovens, 
several water supply systems with reservoirs, 
filtration plants, and pumping stations, over 
100 ocean, lake, and river steamers, 500 barges 
and tugs, railroads, fire brick plants, and mills 
producing 12,000,000 barrels of cement/’^^ 

Similarly, the big mail-order houses combine 
a mail-order business with chains of retail 
stores and a number of factories. General 
Motors is a horizontal combination of auto¬ 
mobile plants, is fully integrated, and owns 
plants for the manufacture of refrigerators 
and a great many other products. In some cases 
plants have been combined which produce 
the most diverse and apparently unrelated 
products: toilet preparations and sporting 
goods; fertilizers and non-ferrous metal alloys; 
insecticides and machine-shop products; com¬ 
pressed and liquefied gases and machinery; 
soap, flavoring extracts, and paints; linseed oil 
and foundry supplies; fertilizers and carpets 
and rugs. 

Combinations of this type offer certain ad¬ 
vantages, particularly in marketing. Thus the 
big meat packers, who already have cold- 
storage warehouses for meats and the facilities 
for selling meats to the retailers, can sell poul- 
try, eggs, cheese, and butter more cheaply 
than any other concern, for the latter would 
have to provide separate facilities. The Inter¬ 
national Harvester Company, whose salesmen 
call on implement dealers in the routine course 
of business, can market and service a full line 
of farm implements much more cheaply than 
could half a dozen separate companies, and 


can provide much better service. But all this 
merely suggests that in some economic func¬ 
tions competition is very wasteful, and that 
complete monopoly could operate more 
cheaply if it could maintain its cfificiency. It 
should be a government monopoly, however, 
for a private monopoly would not be likely to 
pass economies on to consumers. 

Combination in its general aspects 

Passing now from the blurred distinction 
l)etvveen horizontal and vertical combination 
and recognizing that most business combina¬ 
tions represent both forms to some extent, and 
olten complementary combination as well, we 
next consider some of the problems related to 
the size of business, without regard to its form. 
In doing so we must bear in mind the fact 
that big business usually embodies some form 
of combination, and perhaps several. 

Big enterprises, big combinations, absorbed 
a generally increasing proportion of the coun¬ 
try s business up to 1919, and probably have 
gro>vn somewhat since then. Thorp, Hum¬ 
phrey, and Porter find an increase in the 
average size of establishments between 1919 
and 1929 in terms of the value of products. 
While the picture is somewhat confused, it is 
clear that in general there has been a growth 
in the relative importance of the giants, and a 
decline in small business. 

There were, in 1935, about 30 “administra¬ 
tive units” with assets of over a billion dollars, 
some of them properly described as combina¬ 
tions.^® (See table on page 120.) 

Combination and promoters' profits 

Many combinations have been formed for 
the sake of the promoters' profits to be made 
thereby. In the promotion of eight steel com¬ 
binations prior to the formation of the United 
States Steel Corporation, the promoters ac¬ 
quired stock with a nominal value of $63,000,- 
000 and an actual market value of more than 
$28,000,000; and in the formation of the 
United States Steel Corporation the promotion 
syndicate received stock with a par value of 


Monograph No, 21, p. 120. 

^Temporary National Economic Committee, Monographs No, 11, 27; Twentieth Century Fund, 
Big Business: Its Growth ami Its Place, 

“From National Resources Committee, The Structure of the American Economy, Part I, pp. 

100 , 101 . 
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Assets 
(Millions of 
Dollars) 

Number 

Employed 

(Thousands) 

Industrials 



Standard Oil Co. (New Jersey) 

1894.9 

50 

United States Steel Corporation 

18««.4 

193 

General Motors Corporation (estimated) 

1491.9 

212 

Public utilities 

American Telephone and Telegraph Co. 

Consolidated Edison Co. of N. Y., Inc. 

3998.8 

270 

1377.0 

45 

Commonwealth and Southern Corporation 

1173.8 


Associated Gas and Electric Properties (estimated) 

1123.4 

20 

Cities Service Co. 

1113.2 


The North American Co. (estimated) 

1042.6 


Railroads 

The Pennsylvania R. R. Co. (estimateil) 

2863.0 

109 

The New Y’ork Central R. R. Co. (estimated) 

2356.0 

95 

Allegheny Corporation (estimated) 

1739.0 


Southern Pacific Co. 

1677.7 

37 

Great Northern Ry. Co. (estimated) 

1152.1 

16 

Northern Pacific Ry. Co. (estimated) 

1131.2 

17 

Baltimore and Ohio R. R. Co. 

1118.3 

35 

Atchison, Topeka and Santa Fe Ry. Co. 

1091 6 

42 

Union Pacific R. R. Co. 

1069.6 

30 

Banks 

Chase National Bank 

2350 5 


National City Bank 

1880.7 


Guaranty Trust Company 

1847 4 


Bank of America National Trust and Savings As.sociation 

1277.4 


Continental Rlinois National Bank and Trust Co. 

1141.1 


Bankers Trust Co. 

1031.7 

... 

Other financials 

Metropolitan Life Insurance Co. 

4234 8 

48.5 

Prudential Insurance Co. 

8129.5 

38.6 

New Y'ork Life Insiu-ance Co. 

2243.6 


Equitable Life Insurance Society of the United States 

1816 2 


Mutual Life Insurance C"o. of New York 

1239.0 


Northwestern Mutual Life Insurance Co. 

1072.0 

1.7 


$129,997,500 and a market value of $62,500,- 
000, one-fifth of which went to J. P. Morgan 
and Gjmpany as syndicate managers, the 
balance being distributed among that firm and 
the other members of the syndicate. In the 
organization of the American Tobacco Com¬ 
pany, which had assets of only about $15,000,- 
000, "water” to the amount of $10,000,000 
was pumped into the capital structure, ap¬ 
parently as promoters' profits. The promoters 
of the American Can Company made a profit 
of about $8,000,000 for combining plants actu¬ 
ally worth around $23,000,000. The banker- 
promoters of a cement combination received 
about $5,400,000 for consolidating companies 


whose net worth was approximately $16,000,- 
000. Most such profits were in tlie form of stock 
in the combination, whose market value of 
course followed the vagaries of the stock mar¬ 
ket, and the promoters had some expenses and 
perhaps assumed some risks. Not all of them 
made profits comparable to those mentioned 
here, but the promotion business has often 
been exceedingly profitable.^^ 

Combinations, research, and patents 

The large concerns are in a much better 
position to patent and use new devices and 
processes. It is often very expensive to patent 
new inventions and fight off infringements, for 


'♦Eliot Jones, The Trust Froblem in the United States, chap. 12; Temporary National Economic 
Committee, Monograph No, 13, pp. 103, 159. 
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the patent business is conducted according to 
the law of the jungle; and the owner of a 
patent should be able to fight infringements to 
the last ditch, or the highest court. Since this 
costs a great deal, as much as one hundred 
thousand dollars in some cases, a large con¬ 
cern can best stand the expense. It can also 
better afford to perfect new inventions and to 
experiment with new devices and methods. 

To an increasing extent inventions are the 
product not of individual research but of co¬ 
operative research carried on in well-financed 
laboratories. The field of industrial knowledge 
has been so extended in recent years that it 
is generally impossible for one man, or even 
a small group of men, to master the innumer¬ 
able technical details in each of the scientific 
fields involved in research projects. In research 
as elsewhere, the trend has been away from 
individualism toward more elaborate organiza¬ 
tion; and here the giant combinations have im¬ 
portant advantages. Some of the largest labora¬ 
tories have annual budgets of several million 
dollars, and a few great combinations carry on 
a disproportionate amount of the work. Ac¬ 
cording to one study, the 13 companies with 
the largest research staffs employed in 1938 
one-third of all research workers, as many as 
were employed by the 1583 companies with 
smaller staffs included in the survey. The ex¬ 
penditures for research have increased rapidly 
in the past two decades—133 per cent from 
1927 to 1938. 

The smaller companies usually cannot sup¬ 
port extensive research departments for several 
reasons. In the first place, adequate labora¬ 
tories cost too much. The General Motors 
Corporation is said to have spent some $25,- 
000,000 in several years of research and ex¬ 
perimentation before it put the two-cycle 
Diesel engine on the market, and it continued 
the research in order to improve it. No small 
company could well afford such an expendi¬ 
ture. In the second place, the results of such 
work are too uncertain. A research staff may 
work for years on a given problem without 
producing any worth-while results, and they 
may never develop anything of real value. 
This the big combination can stand, because in 
the long run the successes presumably balance 
the failures; it is analogous to the advantage 


of the big mining corporation over the indi¬ 
vidual prospector. Since the findings of the re¬ 
search laboratories belong to the companies 
that pay the bills, research has tended to 
.strengthen the position of the big combinations 
that can afford to carry on such work. 

In a few cases, the research work of these 
combinations has developed important new 
industries. The electric refrigerator is partly 
a product of research studies carried on by 
great automobile and electrical concerns. Two 
of the widely used refrigerators are manu¬ 
factured by automobile companies—Frigidaire 
by General Motors, and Kelvinator by Nash— 
and two of the others are made by giants in 
the electrical field. General Electric and West- 
inghouse. 

The net social gain resulting from research 
work cannot be ascertained, for the public does 
not know much about the research operations 
of big combinations, or about their use of such 
discoveries as are made. The amazing im¬ 
provements in automobiles, tires, and radios 
over the past two or three decades have been 
the results of research and experimentation, 
and the public has benefited a great deal; but 
there is another side to the picture, as Myron 
W. Watkins points out: ‘T am not unmindful 
of the support of industrial research by certain 
outstanding representatives of industrial con¬ 
solidation. But in the first place much of this 
effort represents a defensive strategy. It is 
designed for ‘fencing in* a field of enterprise, 
not for ‘opening up* one. To a very consider¬ 
able extent it represents a means,of blocking 
the introduction of new technological expedi¬ 
ents, not only through control of strategic pat¬ 
ents, but especially through limiting the poten¬ 
tial ‘demand* for outside, or independent, 
inventions."^® 

Fetter is likewise rather suspicious of some 
of the research work done by the great com¬ 
binations: 

The claim that more and better research to im¬ 
prove products can and does result from great 
combinations was one of the earliest and has been 
one of the most persistent. But grave doubts hang 
over such a claim. The subject is in need of much 
completer study. The United States Steel Corpora¬ 
tion, for which this claim was strongly made at its 
inception, was long a notorious lagga^ and all the 


‘•Temporary National Economic Cwnmlttee, Monograph No. IS, p. 99. 
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significant advances in metallurgy, mostly the de¬ 
velopment of alloys, for a quarter of a century were 
made by the comparatively small companies. Some 
of the most epoch-making inventions of our times 
have come from independent laboratories, such as 
that of Thomas Edison, or have been merely the 
last steps taken in the application of pure science 
discovered at the universities or by scientific work¬ 
ers of the Government. Most hopeful, too, are co¬ 
operative plans of research by small industry. By 
and large, large combinations seem to have exerted 
tliemselves far more in buying up patents for use 
or suppression tlian they have in leadership of re¬ 
search and invention.^® 

Whatever the balance of social advantage 
from this research work, the large combinations 
have great competitive advantages in patenting 
inventions and processes, and in fighting in¬ 
fringements. Patents,, however, are essentially 
monopohes, and this will therefore be con¬ 
sidered in connection with monopoly. 

Are combinations really efficient? 

Altogether, the available evidence indicates 
that such advantages as the giant combina¬ 
tions have lie rather largely in whatever mo¬ 
nopoly power they have, in the fact that they 
do not always compete on even terms. There 
is considerable evidence that they are ncft 
particularly efficient, and, unless they have 
monopoly control, not unusually profitable 
except to the insiders who manipulate the 
finances. Dewing’s study of 35 combinations 
formed between 1890 and 1904 indicated that 
the earnings of the constituent companies were 
about one-fifth higher before consolidation 
than afterward. The earnings of the units that 
make up the United States Steel Corporation, 
in the ten years following consolidation, were 
15 per cent lower than they had been be¬ 
fore. 

A number of studies have indicated that the 
very large combinations made smaller profits 
than the medium-sized or moderately large 
corporations. A fairly recent report of the 
Federal Trade Commission draws the follow¬ 


ing conclusion: *"The results of the total tests 
reveal that the largest companies made, on the 
whole, a very poor showing. . . . Certain ef¬ 
ficient medium sized units—and in some in¬ 
dustries certain efificient small units—gener¬ 
ally made the best showing. Furthermore, in 
die tests of group eflSciency, the corporations 
grouped as medium sized or small sized had 
predominantly lower average costs of produc¬ 
tion or higher rates of return on invested capi¬ 
tal than the groups of large-sized corporations 
with which they were compared."^^ 

Henry C. Simons is similarly unconvinced 
of the superior eflSciency of giant concerns: 
“The efficiency of gigantic corporations is usu¬ 
ally a vestigial reputation earned during early, 
rapid growth—^a memory of youth rather than 
an attribute of maturity. Grown large, they 
become essentially political bodies, run by 
lawyers, bankers, and specialized politicians, 
and persisting mainly to preserve the power of 
control groups and to reward unnaturally an 
admittedly rare talent for holding together 
enterprise aggregations which ought to col¬ 
lapse from excessive size.”'® 

The management of giant corporations 

The reason for the relatively poor showing 
of the giant combinations appears to lie largely 
in the difficulty of managing very large con¬ 
cerns. The president of a machinery company 
expressed the idea rather graphically: “If I 
am running a business 1 know all about it. It 
has been said by people who are pretty good 
manufacturers and merchants that when a 
business gets too big for one head to manage it 
is not managed, and I think that is so. There 
have been a great many different kinds of 
business consolidated, and sometimes for a 
while they are successful, but if you wiU care¬ 
fully watch them you will find they are not suc- 
ces^l unless the man at the head is a good 
deal better than the average run of men.” 

Alfred Sloan, president of General Motors 
Corporation, has complained of the difficulties 
in managing his own business colossus: 


Ibid., p. 109. For a more favorable view of corporation research woiic, see T.N.E.C., Monograph 
Wo. 2r, pp. 648ff. 

^^Tempofacy National Economio Committee^ Monograph No. IS, p. 10. This entire bulletin is de¬ 
voted to the ^Relative Efficiency of Larger Medium-siz^, and Small Business.” See also Monograph 
No. 21, pp. 311 ff.; and Twentieth Cent^ Fund, Big Businessi Its Growth and Its Place, and How 
Profitable Is Big Business? 

American Economic Assodatien, Papers md proceedings, Mardi* 1943« p. 435, 
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THE SIZE OF BUSINESS UNITS 


In practically all our activities we seem to suffer 
from the inertia resulting from our great size. It 
seems to be hard for us to get action when it comes 
to a matter of putting our ideas across. There are 
so many people involved and it requires such a 
tremendous effort to put something new into ef¬ 
fect that a new idea is likely to be considered in¬ 
significant in comparison with the effort that it 
takes to put it across. 

I can’t help but feel that General Motors has 
missed a lot by reason of this inertia. You have no 
idea how many things come up for consideration 
in the technical committee and elsewhere that are 
discussed and agre d upon as to principle well in 
advance, but too frequently we fail to put the 
ideas into effect until competition forces us to do 
so. Sometimes I am almost forced to tlie conclusion 
that General Motors is so large and its inertia so 
great that it is impossible for us to refilly be lead¬ 
ers.^® 

Clair Wilcox has summarized the difficulties of 
managing great combinations as well as anyone: 

But size, both in the unit of operation and in the 
unit of control, has its disadvantages. A business 
may become so big that no man can manage it 
efficiently. It may present so many changing prob¬ 
lems that no single mind can hope to comprehend 
them. It may be so vast, so scattered, and so di¬ 
versified that no one can really know what is go¬ 
ing on. Under these circumstances, the manager 
is forced to obtain his information from accounts 
and statistics, to issue orders from a distance, and 
to rely upon paper controls. He may be bogged 
down with memoranda, reports, and routine. He 
may hesitate to make decisions and waste time in 
intenninable delays. His subordinates may be more 
concerned with their own advancement than with 
the welfare of the enterprise. They may be en¬ 
tangled in red tape. Tliey may fail to act decisively 
because they fear to be reversed. They may shift 
responsibility to otliers and waste further time in 
lost motion and internal conflict. The whole organ¬ 


ization may be beset with nepotism, political ma¬ 
neuvering, factional warfare, and petty jealousies. 
So efficiency may be sacrificed to size and manage¬ 
ments may grow lax or take refuge in inflexibility, 
resisting adjustment to changing conditions and 
refusing opportunity to new blood and new ideas.*® 

Social significance of giant combinations 

Whether the giant busmes.s combinations are 
more or less efficient than smaller units is by 
no means the most important question that 
their growing dominance raises. Far more im¬ 
portant is their general social significance. Too 
much economic power is centered in too few 
hands. Any mistakes of judgment on the part 
of these few men may have widespread effects 
on the entire economic system, for these men 
have vast power over jobs, wages, and working 
conditions, and their decisions to reduce or ex¬ 
pand operations may have much to do with 
general business conditions, with the ebb and 
flow of the business cycle. Even more serious 
is the fact that these great economic principali¬ 
ties constitute an anachronism in what we 
iissume to be a system of generally competitive 
capitalism. If the assumption of competition is 
to be valid, there should be a considerable 
number of competitors, not too unequal in 
power, competing in a free market in most 
fields of economic activity. Clearly these giant 
combinations, dominating most fields of enter¬ 
prise to a greater or lesser extent, do not fit 
the general conception of competitive capi¬ 
talism. Can we view with indifference the con¬ 
centration of art much power in a few hands, 
or must we concede that our economy is no 
longer predominantly competitive and work 
out a new economic philosophy to fit tlie facts? 
These are crucial questions that must be an¬ 
swered one way or another, but tliey will be 
discussed in a separate chapter. 


QUESTIONS 

1. Give reasons why horizontal combinations have often been unprofitable. Even if they had 
been profitable should they be encouraged? Why or why not? Why do vertical combina¬ 
tions make possible more real economies^ 

2. The big department stores have been losing ground, relatively, for some years. Why? 

3. The heavy cost of technical research tends to increase the amount of monopoly in our econ¬ 
omy. In what ways? 

'•Temporary National Economic Committee, Monograph No. IS, pp. 113-114, 130—131. 

^ Temporary National Economic Committee, Monograph No. 21, p. 310. 
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4. Mr. Charles F. Kettering, head of the research department of the General Motors Corpora¬ 
tion, says that 99 per cent of the workaday research projects prove to be failures, but that 
on long-range projects the record is somewhat better. With so large a proportion of fail¬ 
ures, why would even a large corporation carry on research? What might happen to a small 
concern that tried to maintain an expensive research department? 

5. In what way does the increasing use of expensive and highly specialized machinery tend to 
increase the size of plants? 

6. Some of the advantages of big plants, and even more particularly of big financial units, 
are largely competitive advantages, not advantages from the point of view of society as a 
whole. Explain. 

7. The development of large, specialized machine-building concerns probably tends to make 
industry more competitive. How? 

8. Why do not the great flour milling corporations take over vast areas of farm land and so 
integrate their business, as the oil companies do with crude oil production? Would it not be 
profitable? 

9. Why are nearly all retail stores, even chain units, rather small? Why cannot a custom tailor 
shop attain the size of a great clothing manufacturing plant? 

10. What are some of the forces that resulted in the growth of large-scale plants? What fac¬ 
tors brought large financial units in a later period? 

11. Why should we not have large firms of physicians, perhaps hundreds of them in one con¬ 
cern, with all the business arrangements in the hands of a business manager and the doc¬ 
tors rendering nothing but professional service? 

12. If the number of concerns continues to decline and the average size continues to increase 
for another hundred years, we shall have monopoly in nearly every field of production. 
What will be the appropriate policy for our government if this happens? 



Chapter 10. 


“*Tli trusts* says he, 'are heejoous monsthers built up be tli enlightened 
intherprise iv th men that have done so much to advance progress in out 
beloved country' he says. *On wan hand I wud stamp thim undher fut; 
on til other hand not so fast'" 

—Theodore Roosevelt, as reported by Mr. Dooley 


Monopoly defined 

Monopoly is difficult to define. We shall fol¬ 
low the general tradition, and define it as con¬ 
trol over the supply and price of a commodity 
or service, but with the warning that this defi¬ 
nition is too precise for a concept as vague 
and relative as monopoly. At one time many 
students of monopoly thought of it as a faiily 
definite concept and contrasted it with compe¬ 
tition as if the two were clearly differentiated, 
as if all businesses could be definitely classified 
as cither monopolistic or competitive. Today 
economists recognize that the concept of mo¬ 
nopoly is always relative and never absolute, 
that there are all gradations of control over 
supply, from the absolute control exercised by 
some public utilities—tlie telephone company, 
for instance—to the slight control of an oil 
producer who, let us say, produces one per cent 
of the total output. Every producer controls 
part of the supply of his product, perhaps an 
infinitesimal part, and therefore is to that ex¬ 
tent a monopolist. This suggests that there is 
at least a slight taint of monopoly in all busi¬ 
ness, or, to turn this around, that there is no 
purely competitive business. 

Control over price is an even more indefinite 
and variable concept* No producer, however 


complete his control over supply, has unlimited 
control over price. Even the telephone com¬ 
pany cannot raise prices without losing sub¬ 
scribers. There are all possible variations in the 
control of price, from that exercised by the 
telephone or electric moiropoly, which fur¬ 
nishes an almost indispensable service, to that 
by the farmer, who can have only an infini¬ 
tesimal influence on the price of his product 
because there are a million other farmers 
whose produce is a perfect or almost perfect 
substitute for his own. This will be discussed 
more fully in a later chapter, but for the pres¬ 
ent the student is warned against tlie common 
notion that monopoly is something definite* 
There is no pure monopoly and there is no pure 
competition. 

There are other difficulties in the way. of 
clear and precise definition. Monopoly (from 
monos, one; pokin, to sell) strict!'' speaking, 
refers to control by a single seller; yet the term 
is commonly applied to either selling or buy¬ 
ing, and to control by a single imit, by a few, 
or by many, acting in some sort of unity in their 
control. Economists often use the ungraceful 
term monopsony to mean monopoly in buying* 
Finally, confusion arises from the fact that the 
word monopoly is used sometimes to indicate 
125 
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the power to control output or price, and some¬ 
times to indicate the business concern or con¬ 
cerns that have this power. Thus the Standard 
Oil Company is said both to be a monopoly 
and to have a monopoly. Only the latter is 
strictly correct, but the former is used so often 
that it has at least the warrant of common 
usage and is di£Bcult to avoid consistently. 

History of monopoly 

During much of man’s past history, mo¬ 
nopoly has been more characteristic of eco¬ 
nomic life than has competition. It has pre¬ 
vailed in various forms at different times, and 
in many forms at almost all times. In the an¬ 
cient world—^Egypt, Phoenicia, Rome, and 
Byzantium—^monopoly, particularly in the 
form of state and privileged monopolies, domi¬ 
nated economic life to an extraordinary degree. 
Only in Athens was economic life generally 
competitive for a while, for the Athenians were 
rugged individualists who regarded monopoly 
as a conspiracy against the state punishable by 
death. In the Middle Ages, industry was again 
largely dominated by privilege and monopoly 
exercised by the monasteries, the lords, and the 
military orders; and in the late medieval and 
mercantilist period the French and English 
governments set up a host of privileged mo¬ 
nopolies to carry on business and trade, par¬ 
ticularly with the colonies. The first colonies in 
America were established by noble proprietors 
or privileged companies; but from the first the 
colonists were hostile to monopoly and granted 
such privileges only to businesses that were 
definitely of the nature of a public utility. It 
was at these privileged English companies that 
Adam Smith railed in his Wealth of Nations in 
1776. 

Although prior to the Civil War there were 
no large monopolies in the United States, ex¬ 
cept the railroads and a few public utilities, 
the people suffered from exploitation both by 
these monopolies and by local monopolies in 
banking and retailing and in the purchase of 
the farmers' products. For a few years after 
that war the dtuation was much the same, but 
with the completion of the transcontinental 
railroads, the development of better farm ma¬ 
chinery such as the harvester, the rapid growth 
of the flour-milling, meat-packing, off, and 
stedl industries, and the rise of pubUo utilities, 


the seeds of big monopoly were being broad¬ 
cast in the land. There had been pools in the 
cordage industry even before the Civil War, 
and in the following years a number of pools 
were organized in the anthracite, salt, whisky, 
gunpowder, and several other industries. 
Within ten years of its founding in 1870, the 
Standard Oil Company had attained a strong 
monopoly position which gave it control of 
between 90 and 95 per cent of the country’s 
refining business. The success of that company 
led to combinations in many other lines of busi¬ 
ness; indeed, in most of the industries using 
large amounts of capital there were more or 
less successful attempts to organize monopolies 
during the last two decades of the nineteenth 
century. 

Forms of monopoly 

Monopoly may take the form of a single unit, 
or of multiple units working together to con¬ 
trol output or prices. Single-unit monopolies 
may assume the form of trusts, holding com¬ 
panies, or mergers, or they may be found in 
the holders of patents or in small local con¬ 
cerns. Multiple-unit monopolies may achieve 
their power by means of price agreements or 
price leadership; pools for the sharing of prof¬ 
its, production, markets, raw materials, or ter¬ 
ritory; cartels, full-line forcing, trade associa¬ 
tions, or racketeering. We shall consider the 
forms of monopoly in the order given. 

Single-unit monopolies 

Trusts, In a trust, a board of trustees does 
not buy outright but secures control of enough 
of the stock of each of the member companies 
to enable it to control their operations. The 
Standard Oil Company was organized as a 
trust in 1879, and other industries soon 
adopted the scheme. The business practices 
of these trusts led to a strong public clamor 
against monopolies, to the enactment of the 
Sherman Anti-Trust Act in 1890, and to nu¬ 
merous state anti-trust laws and judicial prose¬ 
cutions. The Supreme Court of Ohio ordered 
the dissolution of the Standard Oil trust, but 
its astute managers evaded the decree and later 
reorganized as a bolding company. Strong pub¬ 
lic feeling put a definite end to the organizatioii 
of trusts by the dose of 1903. 

Holding companies, A holding company is 
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a modification of the trust, the difference being 
that instead of a board of trustees, a separate 
corporation or holding company is formed to 
buy at least enough of the stocks of the various 
member companies so that it can control their 
policies. During the trust era this form of 
organization was generally held illegal, except 
in the case of a few such companies created by 
special statute; but in 1889 the state of New 
Jersey, with a greedy eye on the revenue to be 
gained from incorporation fees and taxes, 
passed a law authorizing the creation of hold¬ 
ing companies. Outlawed trusts and promoters 
who yearned for monopoly privileges went to 
New Jersey to enjoy the new freedom until 
other states saw the opportunity for income 
and passed similar laws. The holding company 
remained popular from about 1900 until 1904, 
when the Supreme Court, in the Northern 
Securities case, held a railroad holding com¬ 
pany illegal. The Clayton Act of 1914 forbade 
holding-company control of competing com¬ 
panies engaged in interstate commerce where 
it had the effect of substantially reducing com¬ 
petition, restraining commerce, or creating 
monopoly; but this prohibition was never ef¬ 
fectively enforced. The holding-company fonn 
has been used a great deal down to the present 
tune, particularly in public utilities. A number 
of the railway systems, the American Tele¬ 
phone and Telegraph Company, the United 
States Steel Corporation, and many public 
utility corporations are organized as holding 
companies. 

Mergers. With trusts and holding com¬ 
panies under nominal government disapproval, 
mergers have become increasingly common in 
recent years. Between 1922 and 1928 there 
was a steady increase in their number—^from 
67 in 1922 to 221 in 1928—and this trend has 
persisted. A merger is a combination of two or 
more corporations, in which one corporation 
buys all the stock of the others and dissolves 
them entirely; an amalgamation is a combina¬ 
tion in which a new corporation is formed to 
buy the stock of all the member corporations, 
whereupon they are dissolved as separate 
identities. The result in either case is a single 
larger corporation. Although it does not neces¬ 
sarily have a monopoly in the industry, it often 
has a measure of monopoly power. Many of 
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our present giant corporations are the result 
of mergers.^ 

Patents. A patent is a monopoly granted 
by the government for a term of seventeen 
years to encourage improvements in methods 
of production. Between 1900 and 1933, the 
Patent 0£Bce issued 1,330,000 patents, most 
of them of little or no worth but a few of great 
value; in 1937 alone, a total of 43,271 were 
granted. Some of the big corporations own 
hundreds and even thousands of patents which 
they use or merely hold for one reason or an¬ 
other, perhaps to prevent others from using 
them. 

A patent is in some respects merely a logical 
extension of the concept of private property, 
an extension granted by the government to en¬ 
courage invention, just as the general right of 
property is guarded to encourage productive 
labor and saving. If a man owns a house, no 
one else can use it if he uses it; but in the 
case of an invention, there may be a thousand 
or ten thousand duplicates, and anyone who 
can secure one has the ‘‘use** of the invention. 
If the inventor is to have control of his inven¬ 
tion he must control all the duplicates of it; 
that is, he must have a patent giving him 
entire control over its use. 

A patent is like a brand or trade-mark in 
some respects. For example, the manufactiuer 
of Gold Dust has a trade-mark covering his 
product, a trade-mark which no other producer 
may use; but if there is no patent covering 
Gold Dust or the process of making it, anyone 
may duplicate tlie powder and sell it under an¬ 
other name. Only Swift & Company may mar¬ 
ket hams as “Swift s Premium,” but any meat¬ 
packing company is free to process and sell 
hams exactly like these unless Swift & Com¬ 
pany have a patent on some product or process 
essential to their production. Thus the patent 
confers a greater measure of monopoly power 
than a brand or trade-mark, but the end sought 
is fundamentally tlie same—^improvement in 
the products available to consumers. The pat¬ 
ent is issued to encourage invention; the brand 
or trade-mark is granted to encourage the 
producer to improve his product. That, at any 
rate, is the theory of the matter. 

The owner of a patent is a monopolist with 
respect to his own patented device or process 


Twentieth Century Fund, Big Business: Its Growth and Its Place, p. 31. 
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(or a period of seventeen years^ but of course 
he has no monopoly on the development of 
Inventions, even in the field covered by his 
patent. Some inventions, like the Burton crack¬ 
ing process owned by Standard Oil of Indi¬ 
ana, have brought in handsome profits, but the 
vast majority prove worthless. If there were 
any general net profit in research, presumably 
more money would be devoted to it. Although 
theoretical analysis thus leads to the conclusion 
that there can be no such profit from patents, 
this analysis does not take into consideration 
the extent to which patents are used to rein¬ 
force the monopoly power of industrial monop¬ 
olies. Combinations of patent monopoly and 
industrial monopoly certainly do yield profits, 
but what proportion of these profits should be 
attributed to Ae patents cannot be determined. 

In some cases producers have set up patent 
pools, with systems of cross licensing by which 
each producer s patents are made available 
to the other members of the pool. Automobile 
manufacturers have used this system since 
1915. Such a scheme apparently involves the 
abandonment of the advantages of private 
patents, as far as the members of the pool are 
concerned, and makes the automobile industry 
more definitely competitive than it would 
otherwise be. The fact that this industry has 
made rapid technical progress under the sys¬ 
tem suggests that private patents may not be as 
essentid to invention and technological prog¬ 
ress as they are sometimes claimed to be. The 
major oil companies use something similar to 
patent pools, each of the member companies 
holding stock in the patent-holding corporation 
and using the patents on certain stipulated 
terms. The Radio Corporation of America is 
essentially a pool of the several thousand pat¬ 
ented devices used in the manufacture of 
radios. 

Patent pools may, however, be used to 
weaken or destroy non-member concerns and 
to prevent the establishment of new and in¬ 
dependent businesses; and they have been 
thus used, particularly in international cartels. 
Refusal to grant patent licenses to outsiders 
may be a. very effective way of stifling emerg¬ 
ing competition. Even if the patents tfamselves 
are of doubtful validity, the members of the 
pool may bo able to prevent outsiders from 


using them through threats, boycotts, and 
harassing litigation. 

The patent system probably embodied a 
wise policy at one time, but in recent years it 
has been abused in various ways and to some 
extent has been perverted from its original 
laudable purpose of stimulating invention. In 
the first place, owners of patents are often able 
to maintain their monopoly, long after the 
expiration of the orignial patents, by patenting 
improvements from time to time, and some¬ 
times by less defensible methods. The United 
Shoe Machinery Company, for instance, has 
kept expired patents alive by the famous "*tying 
clause,” which requires shoe manufacturers to 
lease all their machines from the company, 
those on which patents have expired along 
with those on which the patents are still alive. 

In the second place, the price paid by cor¬ 
porations for valuable patents is likely not to 
represent their real value if the inventors are 
persons of small means. Through some process 
of legalized banditry, the patents may be se¬ 
cured for little or nothing; or if this means 
proves impossible, the corporations frequently 
are able to prevent the owners from making 
any use of them. In tlie hands of a man of 
modest financial resources, a patent is likelj^ 
to be of little value, even if it covers a greatly 
improved device. His only market may be a 
big corporation or combine which has its own 
patented devices that it is loath to scrap and 
replace with new ones, even if the latter are 
much better, but which will spend thousands 
of dollars in lawsuits to prevent anyone else 
from using his new patented device. The writer 
once knew a man who designed an automobile 
headlight that was much better than any then 
used, but the automobile manufacturers were 
apparently not interested in better headlights, 
and the man never realized anything from his 
invention. A small ccaicem that uses a patented 
device or machine or process similar to one 
controlled by a big corporation is likely to find 
itself harassed by lawsuits, even if its patent 
is perfectly good. The legal and technical ques¬ 
tions that arise in a patent suit are often ex¬ 
ceedingly complicated, and such a suit can be 
drawn out almost indefinitely, or at least until 
the funds of a poorly financed litigant are ex¬ 
hausted. The genuine validity of the patent 
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may not be a very important matter; a wealthy 
corporation can often "law” a small concern 
out of business in a patent suit. This is well il¬ 
lustrated by the testimony of a small producer 
of milk botdes in Texas, who was sued for 
patent infringement by the Hartford Company, 
which monopolized the field: 

We naturally were finally forced to hire a patent 
attorney. We had to acquire the services of a 
Texas attorney, and I think there are some two or 
three patent attorneys in the State. They brought 
us into court in April of 1935, as I recall. WeD, 
when I arrived ajt San Angelo and met them there 
in the hotel, I can conservatively say that tliere 
was half a train load of attorneys and equipment. 
There were motion picture projectors and attorn^s 
all over the place. I don’t know anyone of the 
Hartford legal staff that was not there. They were 
prepared to give us a nice battle. Well, I had only 
one attorney, and he was considerably lost in the 
crowd. I wish you might have seen his face that 
morning. So I promptly asked for a recess imtil 
the afternoon, in order to see if we couldn’t settle 
the case out of court.^ 

Whatever the equities in this particular case, 
it illustrates the power of big monopolies 
in contests with small companies—monopoly 
pqwer, not superior efficiency in fair compe¬ 
tition. 

In the third place, as we have seen, patents, 
held mostly by great corporate combinations 
often reinforce the monopoly power of such 
combinations. Ownership of patents has been 
an important factor in the development of such 
monopolies as the Singer Sewing Machine 
Company, the Aluminum Company of Amer¬ 
ica, the Maytag Washing Machine Company, 
the United Shoe Machinery Company, the 
American Can Company, the American To¬ 
bacco Company, and the Standard Oil Com¬ 
pany; and it has increased the amount of mo¬ 
nopoly in the production of motion pictures, 
steel wire, aluminum, photographic materials, 
and dozens of other important products.^ 

In die fourth place, the patent system op¬ 
erates to some extent not to stimulate new in¬ 
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ventions but to enable powerfully entrenched 
interests to "fence in” their monopolies and 
prevent the inti’oduction of new devices and 
processes. The research departments of large 
monopolies devote some of their time and ef¬ 
fort to seeking out possible competitive im¬ 
provements and tying them up with patents so 
that no other concern can use them. The du 
Pont Company once developed a pigment 
which could be used as either a paint or a tex¬ 
tile dye; but because it wished to prevent its 
use as a textile dye lest this depress the prices 
of textile dyestufiFs, the company set its labora¬ 
tory to work on the task of discovering a proc¬ 
ess that would make this pigment unfit for 
use on textiles. 

Small local monopolies. Although they are 
less common than they were a few decades 
ago, local monopolies are sometimes found in 
small towns where the total production or sales 
are too small to permit more than one plant 
to operate at lowest cost. Under such condi¬ 
tions monopoly is practically inevitable, be¬ 
cause if the business were divided among sev¬ 
eral producers, they would all operate at high 
cost, and any pioducer who managed to get 
a little ahead of the others would have lower 
costs, which would enable him to take still 
more business away from his competitors until 
he got it all. Such conditions are fairly common 
ill small towns among banks, newspapers, 
hotels, garages, grain elevators, lumberyards, 
creameries, and even grocery and general 
merchaiiise stores. The automobile has, of 
course, brought more competition into small¬ 
town merchandising, for many customers can 
now go to larger towns if they think local prices 
are too high. A monopoly business in a small 
town cannot ordinarily take much advantage 
of its position, for it is confronted not only with 
an elastic demand on the part of consumers 
who may go to other towns to buy but with 
increasing costs if it raises its prices and re¬ 
duces its output. Owners of such businesses 
must usually content themselves with modest 
incomes, perhaps lower than those made in 


^Temporaxy National Economic Committee, Monograph No, 21, p. 77; see also A. R. Bums, The 
DecUne of Competition, pp. 11-17. 

* Cash registers, radios, glass containers, canned milk, certain kinds of cheese, optical glass, gypsum 
board, asphalt Singles, hardboard, mineral wool, tele^one equipment, electric lamps, electriem ac¬ 
counting machines, air brakes, sulphur, and many other products. 
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larger towns; but occasionally they build up 
considerable fortunes. 

Multiple-unit monopolies 

Price agreements. In very few industries 
except public utilities is production controlled 
by a single concern, by a ‘‘monopolist" in the 
strict sense. In most industries there are a few 
or in some cases many producers, who, if they 
are to control prices or production, must em¬ 
ploy some scheme of cooperative action. One 
of the common devices for this purpose is price 
agreements. A single monopolist who controls 
a given product can of course set his own price, 
or, what amounts to the same thing, determine 
his own output; but where there are several 
producers they must have agreements, either 
explicit or informal—^“gentlemen’s agreements” 
—^that establish unifonn prices for all of them. 
The Federal Trade Commission has reported 
such agreements among producers of a score 
or more products.^ For making such agree¬ 
ments, the federal Department of Justice has 
filed suits against the milk distributors of Chi¬ 
cago and the producers of newsprint on the 
Pacific coast, and against manufacturers of 
tobacco products, typewriters, ophthalmic 
lenses, frames and mountings, hardboard, in¬ 
sulation mineral wool, and aircraft fabric. 

Without doubt, price agreements are rather 
common, for trade associations have often tried 
to get their members to maintain uniform 
prices. “When the Denver oflSce of the Bureau 
of Reclamation opened 17 bids for reinforce¬ 
ment bars, 14 of them were for $1144.16. 
When die United States engineers at Los 
Angeles opened 12 bids of the same product, 
11 of them were for $194,051.89. When the 
piu-chasing agent for the Fort Peck Dam 
opened 10 bids, each of the 10 was for $253,- 
633.80. When the Navy Department opened 
40 bids for cement, each of them was for 
$17,148.60. . . . The Consumers’ Advisory 
Board of the N.R.A. found more than 200 such 
cases afiFecting nearly 150 products sold by 
more than 50 industries in 1934."° When Sec¬ 


retary Ickes called for bids on cement for the 
construction of Boulder Dam, ten leading com¬ 
panies made identical bids of $1.29 per barrel, 
and the Secretary secured conces^ons from 
this price only by threatening that the govern¬ 
ment would build its own plant.® Doubdess the 
builders of warships are usually in friendly 
agreement on the bids they submit to the 
government. In many towns in which there are 
more than one bank, the bankers have what 
might be called a gentlemen’s agreement on 
problems of policy, such as the rate of interest 
to be charged borrowers; and lumbermen, 
plumbers, owners of motion-picture theaters, 
and some other businessmen are likewise in¬ 
clined to be "gentlemen” in business affairs. 

For a few heavy products, such as steel and 
cement, monopoly price control is made ef¬ 
fective by what is called the delivered^price 
system or the basing-point system. In the steel 
indusby, for instance, prices of steel products 
were once quoted on the basis of the Pitts- 
burgh-plus system, that is, the Pittsburgh price 
plus the cost of shipping from Pittsburgh as a 
basing point. According to this scheme, a Chi¬ 
cago contractor who bought steel from the 
steel mill at Joliet, Illinois, was charged the 
Pittsburgh price plus freight costs from Pitts¬ 
burgh, although his steel was actually shipped 
only about thirty miles. In this way prices 
were maintained at a uniform level and com¬ 
petition was fairly well trussed. On orders of 
the Federal Trade Commission, the United 
States Steel Corporation later added other bas¬ 
ing points, but price conbol was still main¬ 
tained. Cement producers have also used the 
basing-point system. 

Price leadership. In industries in which 
there are only a few producers, what is known 
as price leadership has tended to supplant 
price-fixing agreements as a means of m^ing 
monopoly control effective. Price leadership 
may be employed without any formal agree¬ 
ment, the leading producer setting the market 
price and the others following it. The smaller 
producers are almost forced to accept his price, 


* Viscose rayon yam, turbine generators and condensers, liquid chlorine, medical cotton goods, cal¬ 
cium chloride, com cribs and silos, waterworks and gas fittings, fire-fighting equipment, rubber heels, 
plumbing supplies, fertilizer, metal lath, gasoline, and bmshes, among others. 

° Temporary National Economic Committee, Monograph No. 21, p. 301. 

® New Rep^Mic, May 17, 1933, p. 2, and July 12, 1933, p. 220. See also the Federal Trade Com¬ 
mission’s first report on price bases, published in 1932. 
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for if they cut below it he may start a price war 
and ruin them. This method of price control 
has been used widely.^ 

Fools, The pool, one of the first forms of 
monopoly control, fiourished particularly in the 
'seventies, 'eighties, and 'nineties, and was 
used in a number of industries.** About the end 
of the century, however, it was held illegal, 
and it is less common now. It has taken several 
difiFerent forms. 

1. One form has called for a division of the 
earnings or profit^ among the members, as in 
the case of railroads that run betweer given 
cities. 

2. Pooling has sometimes involved an allo¬ 
cation of production, sales, raw material, or 
territory, by which each member is giwn a 
“fair share” of the production, sales, raw ma¬ 
terials, or sales territory, a quota which he must 
not exceed. Allocation of produciion has been 
practiced by producers of oil, steel, iron ore, 
copper, cast-iron pipe, nails, explosives, lum¬ 
ber, textiles, canned peas, glass containers, 
elevators, baskets, boxes, and crates. Alloca¬ 
tion of sales, or market sharing, has been 
practiced by manufacturers of window glass, 
building materials, and anthracite, and regu¬ 
larly by investment bankers. There are several 
variations of market sharing. In one, the mem¬ 
bers of a pool in cast-iron pipe bid against each 
other privately for the right to fill orders at a 
certain fixed price; the member who got the 
bid had an understanding with the others that 
they would bid more than the price agreed on. 
The proceeds of these private auctions were 
distributed among the members of the pool. 
For several years the meat packers had an 
agreement that fixed the amount of dressed 
beef each packer might ship to the eastern 
markets; those who exceeded their quota were 
fined, and those who kept below it received a 
bonus. In some industries, particularly those 
involving government contracts, pools are 
formed for the purpose of rotating the busi¬ 
ness from one member to another. Thus a for¬ 
mer student of the writer reported hearing his 
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employer talking to competitors over the tele¬ 
phone, reminding them that it was his turn to 
get a certain government contract. Division of 
raw materials among members of a pool is ap¬ 
parently rather rare, but there is evidence that 
the meat packers have some agreement as to 
the amount of livestock they buy for slaughter. 
Many students of monopoly have noted the 
fact that the percentages of livestock bought 
by each of the Big Four change little from 
year to year, an indication that there is a gen¬ 
tlemen's agreement as to purchases. It is prob¬ 
able that the tobacco manufacturers do not 
compete to any great extent in buying tobacco 
from the growers. In both of these markets, a 
few powerful concerns buy from thousands of 
small producers, and it is almost inevitable 
that they should take advantage of these “lit¬ 
tle fellows” in various ways. 

Pooling sometimes takes the form of a divi¬ 
sion of the sales territory among the members 
of the pool. Tliis is widely used in the export 
market, and occasionally in the domestic mar¬ 
ket. For example, after the dissolution of the 
Standard Oil Company, the various new com¬ 
panies into which it was broken up divided 
the country into sales areas, one for each com¬ 
pany; but competition appeared later. The same 
situation prevails in the motion picture busi¬ 
ness. Paramount with more than 1200 thea¬ 
ters, Fox with over 500, Warners with more 
than 500, RKO with over 100, and Loew's, 
with between 120 and 130, each have an as¬ 
signed territory within which it operates, al¬ 
though there is some overlapping. 

Since pooling agreements are usually infor¬ 
mal and unwritten and since the courts have 
frowned on them, they are often rather un¬ 
stable, unless the participants are few in num¬ 
ber and strong financially. Where there are nu¬ 
merous members and some of them are weak 
financially, perhaps burdened with debt, a de¬ 
pression is always likely to cause a break in 
the ranks, with the weaker brethren reaching 
for business on any terms; but when condi¬ 
tions improve, “cooperation'' may again be in 


^ By producers of oil, steel, anthracite, tin cans, com products, fertilizer, canned salmon, alcohol, ce¬ 
ment, a^cultural implements, copper, non-ferrous metals, newsprint, glass containers, biscuits and 

crackers, and cigarettes. , ,., t i i . 

• Among these industries were the following: salt, whisky, coal, cordage, nail, gunpowder, iron and 
steel, me^ bathtub, bottle, brass, cast-iron pipe, cotton thread and yam, naval stores, sugar, tobacco, 
and anthracite. 
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order. If only a few powerful concerns are in¬ 
volved, pooling agreements may be maintained 
indefinitely without difficulty. 

Cartels, In recent discussions of monopoly, 
particularly of international monopoly, cartels 
have often been mentioned, but with little 
definite indication as to their exact character. 
In a narrow sense, a cartel is a cooperative 
selling organization set up to enforce adher¬ 
ence to production quotas that have been 
agreed upon. There have been some such car¬ 
tels in the United States, in the salt industry, 
in the early oil industry, and in the wallpaper 
industry. The Continental Wall Paper Com¬ 
pany, established in 1898, represented the pro¬ 
ducers of 98 per cent of the wallpaper manu¬ 
factured in this country. It bought the entire 
output of its members, fixed the selling price 
and output of each member, and distributed 
its profits among the members according to 
their productive capacity.® In the broad and 
more usual sense, however, cartels assume al¬ 
most every form of monopoly, as we shall pres¬ 
ently see. 

FuU-line forcing. In some cases, monopoly 
control has been achieved by fuUMne forcings 
whereby the producer compels the buyer to 
take a full line of his products. This method 
has been used by moving-picture producers in 
‘‘block booking," by wliich theaters that buy 
from them are compelled to contract for a cer¬ 
tain number of films to be released within a 
specified time. Perhaps this system is in a 
measure responsible for the low level of some 
of the entertainment offered by moving-pic¬ 
ture houses, for of course it makes it impos¬ 
sible for independent theaters to select the 
kind of pictures they want to show. A similar 
policy has been employed in radio by the Na- 
tkmal Broadcasting Company and the Colum¬ 
bia Broadcasting System. 

Some producers require distributors to han¬ 
dle only their own or certain other specified 
products. This procedme has at times been 
followed by the Eastman Kodak Company, the 
National Biscuit Company, the United Shoe 
Machinery Corporation, the International Busi¬ 
ness Machines Corporation, Remington-Rand, 


Inc., and the International Harvester Com¬ 
pany; by oil companies in dealing with serv¬ 
ice stations, by automobile producers in sell¬ 
ing to dealers, and by manufacturers of a con¬ 
siderable number of other products. Full-line 
forcing reduces competition and raises prices 
by requiring retailers to buy the monopoly- 
controlled products, even when they might 
buy certain products more cheaply from other 
manufacturers. It has the effect of making it 
difficult for independent producers to market 
their products.^® 

Trade associations. Producers of many 
commodities are organized into trade associa¬ 
tions. In 1940 there were more than 8000 trade 
associations, 2000 of them national in scope. 
The fourteen largest associations spend an¬ 
nually more than $500,000 each, and the total 
budget of the national and regional associa¬ 
tions is about $70,000,000 a year; this covers 
various services for their members, such as tlie 
publication of figures on production, unfilled 
orders, stocks or inventories, and selling prices, 
the promotion of uniform cost accounting sys¬ 
tems, and in some cases the promotion of price 
stability. Some associations follow what is 
known as the “open price" policy, in which 
prices received are published, and members 
may be urged not to cut prices. This has of 
course brought public criticism, but officials of 
the associations insist that there is nothing in 
the publication of prices to which the public 
should be opposed, that it merely puts compe¬ 
tition on a higher plane by enabling all the 
members to set prices with their eyes open to 
actual conditions in the industry. As a leading 
lawyer expressed it, true competition can exist 
only where each firm can “know and fairly 
judge what the others are doing. The essence 
of competition lies in the element of knowl¬ 
edge; it is real, true, and beneficial in propor¬ 
tion to its openness and frankness, its freedom 
from secrecy and underhanded methods,*^^ 
This is a plausible argument, but its accept¬ 
ance calls for a new conception of competi¬ 
tion. Competition implies that the sellen are 
ready to cut prices to get business, and are 
obliged to do so frequently. The publication 


® See A. R. Bums, The Decline of Competition, chap. 4. 

Temporary National Economic Committee, Monograph No, 4$, pp. 5, 23*29; Monograph No, 21 p 
pp. 166*176. 

See A. R. Bums, The Decline of Competition, chap. 2. 
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of prices inevitably carries with it a hint that 
those prices sliould be maintained; indeed, 
trade associations often do not content them¬ 
selves with this hint, but urge members to re¬ 
frain from the ‘Vicious practice” of price cut¬ 
ting. No monopolistic price fixing is intended, 
of course; just tlie elimination of “price demor¬ 
alization,” “chiseling,” “industri^ cannibal¬ 
ism,” “destructive competition,” or perhaps 
“cutthroat competition” or “chaotic competi¬ 
tion”—but all competition is more or less cha¬ 
otic. Or it is the maintenance of “business sta¬ 
bility,” “the golden rule in business,” the ‘live- 
and-let-live” policy, the “voluntary sharing of 
available business”—a kind of Christian broth¬ 
erhood in business, with no thought of ex¬ 
ploiting the public but merely with the pur¬ 
pose of enabling all to make a “reasonable 
profit,” a noble purpose because “he profits 
most who serves best.”^^ In some cases the as¬ 
sociations have even provided for the boycott 
of members who failed to line up. 

Some activities of trade associations are 
doubtless beneficial not only to their members 
but to the public as well. Thus within recent 
years certain associations have undertaken to 
eliminate the worst forms of unethical compe¬ 
tition among their members: “secret rebates, 
price discrimination, malicious inducement to 
breaches of contract, sales below cost with the 
intention and effect of injuring a competitor, 
bribery, defamation of competitors, malicious 
enticement of the employees of competitors, 
shipment of goods not conforming to samples, 
deceptive advertisements, and shipments on 
consignments.”* ** ® The Federal Trade Commis¬ 
sion has been used as a sort of court to decide, 
subject to judicial review, what practices are 
unethical, and is building up a line of deci¬ 
sions as to what constitutes ethical practices in 
business. Here, as in so many areas of eco« 
noxnic activity, we see the government inter¬ 
vening more and more. 

There is no doubt, on the other hand, that 
trade associations have often engaged in ac¬ 
tivities that have tended to stifle competition 
and to strengthen monopolistic tendencies in 


business. These activities have taken the form 
of price fixing and allocation of markets, pro¬ 
duction, and sales. In their efforts to adiieve 
price control, these associations have fre¬ 
quently been assisted by “management engi¬ 
neers,” agencies whose function is to organize, 
advise, direct, and in some cases manage such 
organizations. One such firm—^Stevenson, Jor¬ 
dan and Harrison, of New York—administers 
the affairs of some thirty national trade asso¬ 
ciations whose avowed purpose is to maintain 
control of production and prices.^^ 

Racketeering. Monopoly control may be 
maintained, finally, by what is called racket^ 
eering, a species of economic piracy which 
flourished particularly after the First World 
War. The method is generally to “protect” 
some line of business from competition by 
forcing everyone in it to join the racket; thugs 
and gunmen are hired to bomb or set fire to 
the establishments of those who refuse to join 
and pay the required tribute, which is often 
very high, or to beat up or kidnap independ¬ 
ent operators or their employees; even mur¬ 
der has been resorted to on occasion. This type 
of terrorism was practiced widely in the boot¬ 
leg liquor trade in prohibition days. A1 Capone, 
the famous Chicago racketeer, was said to 
have 5000 men on his pay roll engaged in 
various rackets, and his total profits ran into 
millions. When Cornelius Vanderbilt, Jr., in¬ 
terviewed him, however, he disclaimed all 
title to greatness; “Here I am, Public Enemy 
Number 1, the meal ticket of shyster lawyers 
and bum reporters, and who am I with it all? 
Just a piker. The real graft goes to the bank¬ 
ers, to your dad s friends. Isn't it true?”*® 
Racketeering has been fairly common in 
various businesses. In some cities there have 
been racketeering combinations of labor unions 
and contractors to keep wages and profits 
high; and they are often foimd in the business 
of prostitution, sometimes with the city police 
and officials sharing the profits. They have 
often operated too in a considerable number 
of legitimate businesses: in that of deaners 
and dyers, laundrymen, barbers, junkmen. 


*2 Temporary National Economic Committee, Monograph No. 18, pp. 47-49. 

A. R: Bums, The Decline of Competition, p. 70. 

** See S. Doc. 220, 70th Cong., 2nd sess., 1929, pp, 513 ff.; and Leverett S. Lyon, The Ectmomid 
of Open Price Systems. 

« Cornelius Vanderbilt, Fareivell to Fifth Avenue, p. 172. 
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truckers, operators of garages, service stations, 
and movie houses, and among distributors of 
ice, milk, soft drinks, fresh fruits, vegetables, 
poultry, and fisli. There were 91 such rackets 
in Chicago in 1929, whose total profits ran 
into millions. One of the most notorious rack¬ 
ets was that in the live poultry market in New 
York City; the thugs and ex-convicts who po¬ 
liced the trade killed ten men in a period of 
five years. The profits were estimated at 
$2,000,000 a year, and one of the racketeers 
was said to receive $5000 a week for his serv- 
ices.^* 

Conditions favorable to monopoly 

Coming now to a consideration of the con¬ 
ditions favoring monopoly, we may say, in 
general, that there is usually a tendency to- 
* ward monopoly, just as there is usually a ten- 
dency toward competition, and that under 
some conditions one tendency will prove 
stronger, whereas under other conditions the 
other will prevail. Individual businessmen may 
compete in search of profits, or if they think 
they can gain more by combining they will 
try to effect a combination. Where competi¬ 
tive conditions prevail, many businessmen will 
hanker for monopoly ‘as the hart panteth after 
the water brooks," and will try to get together 
to protect themselves from the rigors of com¬ 
petition. Adam Smith once said that “people 
of the same trade seldom meet together, even 
for merriment and diversion, but the conver¬ 
sation ends in a conspiracy against the public, 
or in some contrivance to raise prices." Ap¬ 
plied to the activities of modem businessmen, 
such a statement would be an exaggeration; 
but businessmen have a general aversion to 
competition and avoid it if they can. In a 
monopolized field of industry, on the other 
hand, there is usually a threat of competition. 
Businessmen outside the combination are likely 
to look longingly at the green pastures across 
the fence, and if conditions do not make it im¬ 
possible they may enter into competition. Un¬ 
der some conditions, competition is likely to 
survive; under other conditions the drift to 
monopoly is strong if not irresistible. Let us 
examine some of the conditions that favor mo¬ 
nopoly. 


1. Competition, wasteful or impossible: 
public utilities. Under certain conditions, 
monopoly is inevitable and desirable. This is 
especially true in industries where competing 
plants represent merely expensive duplication, 
as in the railroad, street railway, city water, 
electric light, gas, and telephone industries— 
the public utilities. Competition has been tried 
in some of these industries, but it has proved 
to be very expensive and to provide very poor 
service. In towns where there were two com¬ 
peting telephone systems, for example, every¬ 
one had either to install two phones or content 
himself with connections with a single list of 
subscribers. Such businesses are recognized as 
natural monopolies and are given a monopoly 
franchise by the government, with provision for 
regulation of rates. 

2. Concentration of economic power. The 
American economy, with its concentration of 
economic power in a few hands, offers very 
favorable conditions for the development of 
monopoly. In 1933, according to the National 
Resources Committee, 200 great corporations 
with combined assets of 95 billion dollars con¬ 
trolled approximately 60 per cent of the physi¬ 
cal assets of all non-financial corporations, be¬ 
tween 46 and 51 per cent of the nation's in¬ 
dustrial wealth, and between 19 and 21 per 
cent of the nation's total wealth. Control is 
even more concentrated than these figures sug¬ 
gest, however, becaiLse these corporations are 
to some extent tied together by intercorporate 
stockownership, interlocking directorships, and 
interlacing banking relationships. As we have 
seen, wealthy capitalists often hold consider¬ 
able blocks of stock in a number of corpora¬ 
tions, and some of the directors of each big 
corporation serve on the boards of several oth¬ 
ers. Perhaps the most important integrating 
'force is found in banking and financial institu¬ 
tions. In 1935, banks, insurance companies, 
and other financial corporations owned ap¬ 
proximately one-fourth of all the bonds of 
American corporations, and powerful banks 
exert some influence in many of our great cor¬ 
porations. 

The National Resources Committee has dis¬ 
tinguished eight powerful “interest groups" 
which in 1935 had at least a certain measure 


Temporary National Economic Committee, Monograph No, 21, pp. 293 ff. 



MONOPOLY 


of control over more than 60 billion dollars of 
corporate wealth; the Morgan-First National 
(Bank) group, the Rockefeller group, the 
Kuhn-Loeb group, the Mellon group, the du 
Pont group, the Chicago group, the Cleveland 
group, and the Boston group. The corporate 
wealth represented by these groups is shown 
in the table below. 

Turning to production figures, we see a 
similar picture of concentration of economic 
power. 

Among 1807 products, representing nearly half, 
by number, and more than half, by value, of those 
included in the Census of Manufactures for 1937, 
there were 291, or more than one-sixth of those 
in the sample [analyzed by tlie Temporary National 
Economic Committee], in which the leading pro¬ 
ducer accounted for 50 to 75 percent of the total 
supply. One company, in each field, m some year 
between 1930 and 1940, produced 40 percent of 
the Nation’s output of industrial alcohol, 40 per¬ 
cent of the corn products, 41 percent of the tarm 
machinery, 50 percent of the towels, 60 percent of 
the fruit jars, 66 percent of the canned soup, and 
85 percent of the fire extinguishing apparatus and 
supplies. One company, in 1932, was said to manu¬ 
facture 65 percent of the cinema negative film, 
75 percent of the cinema positive film, and 85 
percent of the still film for amateurs. . . . 

Two companies manufactured 70 percent of the 
heavier types of electrical equipment, 70 percent 
of the electric motors, and 75 percent of the watt- 
hour meters made in 1923 and produced 80 per¬ 
cent of the distribution and power transformers 
and 89 percent of the generators that were in use 
in 1925.1^ 

But such figures are tedious. In summary, 
we may say that in 1935, in 54 industries. 
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some of them very important, the four largest 
firms produced more than two-thirds, by value, 
of the total output; and in 1937, of 121 prod¬ 
ucts, the four largest firms produced more than 
three-fourths of the total output. With such in¬ 
dustrial concentration, it is not surprising that 
the American economy should be shot through 
with monopoly. Without doubt the concentra¬ 
tion has increased since these figures were 
compiled. 

3. Limitation of natural resources, A third 
condition favoring monopoly is the strict lim¬ 
itation of certain natural resources used as raw 
materials. All natural resources are limited in 
amount, some of them to such an extent that 
they present conditions favorable to monop¬ 
oly. If a monopoly gains control of all the iron- 
pipe production in the country, some concern 
may erect a mill and make more pipe in com¬ 
petition with the monopoly; but if the monop¬ 
oly has all the iron ore, its control is secure. It 
is only natural that some of our most impor¬ 
tant monopolies hold their power by control of 
certain of these resources. Anthracite was at 
one time almost completely monopolized by a 
few companies which gained their interest 
from the railroads that originally controlled 
this kind of coal, and much of it is still in 
“strong hands.” Between one-half and three- 
fourths of the country's iron ore reserves are 
owned by the United States Steel Corporation; 
more than nine-tenths of it is in the hands of 
this and three other companies. The Alumi¬ 
num Company of America, controlled by the 
Mellon family, owns 90 per cent of the na¬ 
tion s bauxite supply and through its control of 
patents has almost absolute control of the man- 
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$61,0S6 


Temporary National Economic Committee, Monoeraph No, 21, pp. 113—114. 

National Resources Committee, The Structure of uie American Economy, Part I, p. 161. 
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ufacture of aluminum; and the same interests 
have an airtight monopoly of sulphur. The In* 
temational Nickel G>mpany of Canada owns 
92 per cent of all the idckel resources in the 
world. Molybdenum, used in the production of 
steels of great toughness and strength, is found 
almost exclusively in Bartlett Mountain in Col¬ 
orado, almost all of which is owned by one 
company. Hydroelectric plants represent mo¬ 
nopolies witUn the area they serve, and most 
of the water power that is not owned by the 
federal government is controlled by a few big 
concerns which are to some extent unified by 
interlocking directorates and other connec¬ 
tions. In the copper industry, ten companies 
control 71.5 per cent of the known ore re¬ 
sources of the United States, as well as valu¬ 
able deposits in other parts of the world. Cop¬ 
per refineries in any particular region are usu¬ 
ally in a monopolistic (or, perhaps better, a 
“monopsonistic”) position with regard to the 
ores produced tliere, because they constitute 
the only available market. Lead ore, like cop¬ 
per ore, is largely controlled by a few con¬ 
cerns, and one company refines and sells one- 
third of the output. 

The acreage of standing timber has been so 
great tliat no single producer or group of pro¬ 
ducers has been able to control a large per¬ 
centage of it. Nevertheless, there have been 
many examples of monopolistic control, usu¬ 
ally by trade associations; and as these re¬ 
serves steadily decline it seems likely that such 
control will increase in the future. At the pres¬ 
ent rate of cutting, our reserves will last only 
forty or fifty years. 

The Standard Oil Company does not owe 
its strong position to the ownership of petro¬ 
leum resources, for during the years when it 
was establishing its power it did not engage to 
any great extent in oil production but created 
a monopoly in the refining and transportation 
of oil. In recent years, however, it has invested 
heavily in proved oil lands; and it now has an 
almost complete monopoly in some regions and 
in most areas is the most powerful single unit 
in the business. Even so, it no longer holds the 
dominant position it once did; and the oil in¬ 
dustry today is to some extent competitive. 

4. Interferences with trade- Any obstacle, 
natural or political, to the free movement of 


goods into a given area tends to foster monop¬ 
oly within that area. We have already seen 
that there are many local monopolies in small 
towns, monopolies which exist because those 
towns are shut off from other trading centers 
by the natural obstacle of distance. In inter¬ 
national trade, tariffs shut out goods and foster 
monopolies in somewhat similar fashion. Al¬ 
though Havemeyer s famous dictum that the 
tariff is the “mother of the trusts’' perhaps puts 
the matter too strongly, it cannot be denied 
that the American tariff system has encouraged 
monopoly. The sugar monopoly is the direct 
result of the sugar tariff, and the aluminum 
monopoly has profited greatly from the tariff 
on aluminum. International monopolies, like 
the aluminum monopoly, might prosper even 
without tariffs, because they divide the world 
market up among the producers and usually 
do not compete internationally, but they do 
even better under protection.^® 

5. Heavy fixed charges. A condition that 
prevails generally in large industries, heavy 
fixed charges, is a very important cause of the 
growth of monopoly. During the past few dec¬ 
ades there has been a tremendous increase in 
the amount, size, complexity, and expense of 
the machinery used in most factories, and a 
decline in the relative importance of labor. Un¬ 
like labor costs, which can be reduced quickly 
by dismissing some of the workmen, the inter¬ 
est on the firm's investment in machinery and 
the cost of its upkeep, depreciation, and obso¬ 
lescence represent fixed charges which must be 
borne by the business continuously, in good 
times and bad. Burdened with such costs, pro¬ 
ducers are anxious to avoid price wars in times 
of depression, for they know how devastating 
such wars can be, how hard men will fight for 
business when a large proportion of their costs 
(the fixed costs) are little affected by the 
amount of business. This leads them to try to 
effect some combination which will enable 
them to avoid ruinot^ com|>etition, and they 
are likely to succeedyfPerhaps it is futile to ex¬ 
pect competition to survive in an industry in 
which fixed costs are extremely heavy, as in 
the railroads and the steel industry. In the 
case of the railroads, there are other reasons 
than this why competition is ruinous—in par¬ 
ticular, the fact that the service is fairly well 


Temporary National Economic Committee, Monograph No, 10. 
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Standardized, so that a very small difference in some extent. In Germany, for example, public 

the rates charged by two roads will throw al- opinion and the policy of the government have 

most all the traflSc to one or the other. During not been overly hostile to monopolies, which 

rate wars between railroads that run between probably accounts in some degree for their 

New York and Chicago, passengers have been prevalence there. The German government it- 

carried free of all charge. Although the steel self has not only encouraged but has become a 

industry is not a natural monopoly in the same partner in some monopolies. In the United 

sense as the railroads, competition has often States, on the other hand, public opinion has 

been so destructive that combination has been generally hostile to monopolies, al- 

seemed the only way to save the industry from though the government, much of the time 

ruin. As Carnegie once said, the steel industry under the control of monopolists to some ex- 

has always been ^‘prince or pauper”—prince tent, has not usually followed a very repres- 

when business w s good and there was no oc- sive policy. 

casion for price wars, pauper when business 8. Monopoltj a result of competition. 
declined and the steel masters fought for mar- Rather paradoxically, it may be said that to 
kets. some extent monopoly is the natural outgrowth 

6. Monopoly as a cause of monopoly. Mo- of competition. According to Frank Knight: 

nopoly has a general tendency to beget its ‘The fact that monopoly is usually more re¬ 
kind, for if powerful monopolies are exploiting munerative than competitive production fur- 

other producers, the latter may be driven to nishes a powerful incentive to form such or- 

combine for self-protection. Some of the farm ganizations, and free competition naturally 

cooperatives were organized under such cir- tends to become a contest in the establishment 

cumstances; the California citrus fruit produc- of monopoly. Competition is a race, and 

ers, for instance, had been exploited by com- someone must win in a race, which may mean- 

mission men for years before they organized "must achieve a monopoly position.” Karl Marx 

their great cooperative association. In the in- believed that out of competition would inevita- 

dustrial field, a monopoly can profit relatively bly come the centralization of wealth in a few 

little from dealing with other monopolies; and hands, and that the last stage of capitalism 

to avoid this necessity, it is likely to seek inte- would be "monopoly capitalism.” Although his 

gration by absorbing sources of raw materials [>redictions on this point liave not been entirely 

and in some cases the processing and market- justified by later des^elopments, there is some 

ing agencies. reason to believe that competition, as it pre- 

7. Public opinion. Public opinion is a vailed during the nineteenth century, is on the 

force that affects the growth of monopolies to retreat. 

QUESTIONS 

1. Define monopoly. Where would you find pure monopoly? Where would you find pure com¬ 
petition? Distinguish clearly between the average man's conception of monopoly and the 
economist s conception of the term. What advantages are there in the latter? 

2. Name some of the factors that may affect the amount of monopoly in our economy, 

3. Mention some cases in which monopoly is based on the control of natural resources. 

4. What various forms may pools take? 

5. Why may the "open price policy” of some trade associations tend to stifle competition? 

6. What kind of monopolies are less common than they used to be? 

7. What are some of the possible advantages of monopoly, even in industries not properly 
classified as public utilities? Is it likely that these advantages will be passed on to con¬ 
sumers in lower prices? If so, would it be well to have all industries monopolized? Would 
management be efiBcient? Why or why not? 

8. If patents were granted only to clearly competitive producers, they would not present a 
serious problem. Explain why. 

The Ethics of Competition, pp. 291-292. 
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9. How can a monopoly keep patents alive after they have legally expired? 

10. What significance can you see in the rapid improvement of automobiles under a system of 
“patent pools”? 

11. In 1935 the du Fonts owned 5000 unexpired patents and had licenses to operate under 
1100 more. Does this represent “free enterprise”? 

12. Why do you think insmance companies object to federal regulation of their business, and 
not to state regulation? 

13. The control of monopoly has not been an important issue in any recent election. Is it of no 
importance? Why are people unconcerned ateut it? 



Chapter 11. 
Monopoly (Continued) 


The extent of monopoly 

If some competent scholar could tell us just 
how much monopoly there is in American eco¬ 
nomic life, he would make a tremendously 
significant contribution to economic knowledge 
and might be able to help greatly in the solu¬ 
tion of our economic problems. We know much 
less than we should about this, for a number 
of reasons. 

In the first place, as already suggested, we 
cannot use absolute terms in describing mo¬ 
nopoly. Hence our problem in determining its 
extent is not simply that of classifying indus¬ 
tries as monopolistic or competitive, but of 
weighing the monopolistic influence in each 
industry. In the second place, this influence 
may be manifest in more than one way, per¬ 
haps by reduction in output, perhaps by the 
raising of prices; and the effect on output will 
not necessarily be the same as the effect on 
prices. A 10 per cent reduction in the output of 
certain goods might raise prices only 3 per 
cent, whereas the same reduction in the output 
of other goods might raise prices 20 per cent. 
Thus it might make a great difference whether 
we weigh monopoly on the basis of its effect 
on output or its influence on prices. In the 
third place, the economic scene is constantly 
shifting. Old monopolies may be gaining power 
or disintegrating; new ones are in process of 
fonnation; substitutes are being developed for 
commodities under monopoly control; new in¬ 
dustries are growing up, perhaps competitive, 
perhaps monopolistic; and some are decUning 
or perhaps passing entirely out of the picture 
—^the railroad industry, for instance, and the 
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manufacture of buggies and harnesses. It is 
difficult, in any case, for an investigator to find 
out much, except from records of lawsuits and 
court decisions and from investigations by gov¬ 
ernment committees and commissions. The 
most thorough and comprehensive of such in¬ 
vestigations is probably that made by the 
Temporary National Economic Oimmittee 
from 1938 to 1941. The records of the hearings 
held by this committee were published in 1941 
in thirty-one volumes, or parts, and six supple¬ 
mental volumes. The committee then assigned 
various government agencies and economists 
the task of studying different aspects of our 
economic system, particularly with respect to 
competition and monopoly; and their work 
resulted in the publication of forty-three mono¬ 
graphs. These hearings and monographs consti¬ 
tute a mine of information on monopoly and 
on various other aspects of our economic sys¬ 
tem. 

Monopoly picture blurred 

For these various reasons the following de¬ 
scription is subject to many inaccuracies and 
its significance is difficult to appraise. Statistics 
on the concentration of production in a few 
large concerns do not indicate clearly the 
amount of monopoly control over prices, for it 
is possible, although not likely, that a few giant 
concerns will compete vigorously, as the rub¬ 
ber-tire companies did for some years. Some 
monopolists, furthermore, may carry on their 
business with some regard for the public, may 
refrain from squeezing the last penny of profit 
out of their position. Naturally, in a profit 
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economy, most of them will do well for them- these, is probably more than 50 billion dollars, 
selves, and some have exploited their advan¬ 
tage without conscience; but others have to Monopolized and partly monopolized 
some degree recognized their responsibility to industries 

the public. There are a number of industries in which 

one or a few concerns completely or almost 
Public utilities completely monopolize production.^ And an 

Some knowledge we have. For one thing, even larger number of industries are charac- 

we know something about the investment in terized by some degree of monopoly control.® 

public utilities, which are natural monopolies As pointed out in the preceding chapter, in 

and have grown up almost entirely since the 1935 there were 54 industries in which the four 

Civil War, largely since 1900. No American largest firms produced more than two-thirds of 

city had any public utilities at first; but when the total product; and in 1937 there were 121 

the cities grew too large to depend on wells for products in the manufacture of which the four 

water, water-supply systems had to be pro- largest firms produced more than three-fourths, 

vided. Before the Civil War, public utilities Inevitably there will be a large measure of 

were limited mainly to bridges, turnpikes, monopoly control, perhaps almost complete 

canals, and ferries that operated under special control, in such industries, 

charters granted by the state legislatures. In other important businesses there is a con- 
Streetcar systems, horse-drawn at first, were siderable element of monopoly. Fire insurance 

introduced in the larger cities after the Civil appears to be rather tightly monopolized, and 

War and were electrified in the nineties. Man- when the Department of Justice indicted cer- 

ufactured gas has been used for lighting for tain of these companies in November, 1942, 

more than a century, but since 1900 it has under the Sherman Anti-Trust Law, the com- 

been largely superseded in this country by panics answered, not by denying monopoly 

electricity for lighting purposes, and to some practices but by denying that they were “corn- 

extent by natural gas for other purposes. The merce*' and hence could not be prosecuted un- 

electrical industry has grown with extraordi- der that act. In life insurance, similarly, there 

nary rapidity since 1910.^ With these utilities have been agreements limiting competition, 

should be included railroads, pipe lines, tele- and informal and formal agreements as to corn- 

graph, and radio broadcasting, which, while missions and other matters. This is not in all 

not strictly classed as public utilities, are natu- respects unfortunate, for if the insurance busi- 

ral monopolies. It is difficult to estimate the ness were purely or even severely competitive, 

value of these latter industries, but the amount there would inevitably be more failures than 

invested is not less than 20 billion dollars. The could be tolerated in that line. Nevertheless, 

total value of all public utilities, including by maintaining high premium rates and paying 

^ See the article on public utilities by John Bauer in the Encyclopaedia of the Social Sciences, vol. 
xii, pp. 677-683. Municipal water-supply systems are not included here because they are usually owned 
by the cities. 

* Those engaged in producing shoe machinery, Pullman cars, cash registers, typewriters, electric ac¬ 
counting machinery, fire-extinguishing apparatus, linoleum, rayon yam, aluminum, tungsten-carbide, 
photographic supplies, molyb^num, magnesium, beryllium, anthracite, iron ore, building plaster, lin¬ 
seed oil, nickel, sulphur, industrial alcohol, synthetic nitrogen, fertilizer, plumbing supplies, farm im¬ 
plements, air brakes, glass containers, heat-resistant glassware, optical glass, washing machines, sew¬ 
ing machines, sewing thread, electric lamps, ball bearings, heavy electrical equipment, electric motors 
and meters, locomotives, naval vessels, bananas, canned soup, biscuits and crackers, and transoceanic 
aviation and communication services. This is only a partial list, for there are others and there are 
many small local monopolies. 

® Those producing steel and steel products, drugs, chemicals, oil products, tobacco, sugar, cans, plate 
glass, meats, some kinds of cheese, baking powder, yeast, vegetable oils, oleomargarine, chocolate and 
cocoa, some California fruits, cranbmies, most building materials including cement, copper, brass end 
lead, matches, soap, automobile tires, electric refrigmtors, cast-iron enamehvare, '<ritreous chinaware, 
gypsum and gypsum board, cigarettes, gauze, bandages, acUiesive, automobiles, boric add, tennis balls, 
mi^e CTgines, zinc, asphalt, coffins, and many other products. 
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high commissions to their salesmen, these com¬ 
panies keep far too many men in the field, and 
this represents a waste of human talent for 
which the policyholders have to pay. 

The distribution of milk in many cities is 
handled by monopoly distributors who often 
exploit consumers or dairymen, or both. Some 
of these monopolies earn fat dividends and pay 
huge salaries. Thus the president of the Na¬ 
tional Dairy Products Corporation was re¬ 
ported several years ago as receiving a salary 
of $168,000 a year, and a number of other 
o£Bcers in this and similar concerns received 
from $25,000 to $100,000. There is no con¬ 
ceivable justification for private monopoly in a 
business so important to public health as the 
distribution of milk. 

Recently it has been charged that the pro¬ 
duction of vitamin D is monopolized by a 
quasi-public agency called the Wisconsin 
Alumni Research Foundation; in fact, there is 
evidence of monopoly in much of the vitamin 
production business. 

The newspaper business likewise shows an 
element of monopoly, which, according to Dr. 
Alfred Lee, is increasing. Most small towns 
necessarily have only one newspaper because 
there is not enough business for more than one; 
in more than a thousand cities there is only one 
daily paper. In some cases the papers pub¬ 
lished in these various cities are owned by 
powerful newspaper chains. A further element 
of monopoly enters from the fact that the As¬ 
sociated Press, the largest of the world-wide 
news-gathering agencies, occupies a partly 
monopolistic position. The other agencies do 
not of course represent pure competition. 

Labor unions as monopolies 

To the list of capitalist monopolies must be 
added the labor unions which are in a mo¬ 
nopoly position. Among the strongest unions 
are the railroad brotherhoods, including the 
engineers, firemen, conductors, and trainmen. 
The building trades—^plumbers, platerers, car¬ 
penters, bri^layers, stone masons, electricians, 
structural ironworkers, painters, and other sim¬ 
ilar workmen—are so tightly unionized in some 
parts of the country that they completely mo¬ 
nopolize emplo 5 nnent in the building trades. 
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However, the entire subject of labor monop¬ 
olies wiU be considered in more detail in the 
chapters on labor problems. 

Competitive industries 

A different way of appraising the amoxint 
of monopoly in our economic life is to start 
with competition and see how much of the 
economic area is effectively competitive. Here 
again it is a question of ‘more or less*^ and 
not of absolutes, but a few generalizations may 
l>e ventured. The farming business, except for 
a few specialized crops like cranberries and 
California fruits, is highly competitive; the pro¬ 
duction of such crops as wheat and cotton rep¬ 
resents almost pure competition. Retailing and 
wholesaling, carried on in about 1,500,000 en¬ 
terprises, are generally competitive, even se¬ 
verely competitive. The service trades, cover¬ 
ing more than a million enterprises rendering 
non-professional personal services, are mostly 
highly competitive; included here are restaurt 
ants, barber shops, automobile garages and re» 
pair shops, beauty shops, and the like, Genen 
ally competitive too are the industries produc¬ 
ing crude oil, cotton goods, woolens, silk and 
rayon goods, knitted goods, men's, boys', and 
women's clothing, boots and shoes, leather 
goods, tires, many household appliances, and 
most food products. Fisheries, except salmon, 
are on the whole competitive, and the retailing 
of oil products through service stations is ap¬ 
parently so highly competitive that it is carried 
on at an annual loss of some $175,000,000. The 
bituminous coal industry is also ruinously com¬ 
petitive.^ 

Adding up the farmers, retailers, and other 
classes engaged in generally competitive busi¬ 
ness, we get a total which represents perhaps 
half of the country's working population, the 
''gainfully employed.” Such a figure, however, 
probably exaggerates the relative importance 
of the competitive area of our economy, be¬ 
cause most of these workers are employed in 
small businesses. The vast preponderance of 
capital, wealth, and income is in the monopo¬ 
lized area. In the matter of income, for in¬ 
stance, although farmers represent about 25 
per cent of our total population, they usually 
receive less than 10 per cent of the total na- 


* Temporary National Economic Committee, Monograph No, 21, chap. 2. 
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tional income, and the incomes of retailers and 
service tradesmen are likewise generally small. 
The monopoly-controlled industries are gener- 
{illy profitable, some of them highly so, whereas 
the more competitive industries are seldom 
profitable and in some cases, like farming dur¬ 
ing the hvo decades or so before the Second 
World War, may be operated at a loss. As a 
consequence the wealth piles up in the mo¬ 
nopolized industries through reinvestment of 
earnings, while the competitive industries lag 
or lose ground. This is by no means the only 
reason why fanning and small retail and serv¬ 
ice enterprises have declined, but it is one rea¬ 
son. There is significance in the fact that most 
of the severely competitive businesses, such as 
farming, small retailing, and service industries, 
cotton manufacturing, and bituminous coal 
mining were in more or less distress before 
World War II. 

Monopoly and traditional economic 

assumptions 

The question of monopoly is being discussed 
rather fully in these two chapters for several 
reasons. For one thing, much of our economic 
thinking rests on the complacent assumption 
of pervasive competition; and to the extent 
that the assumption is not valid, the conclu¬ 
sions are likely to be unsound. Many people, 
for instance, assume that business success is 
achieved by rendering a valuable public serv¬ 
ice, such as operating a business efficiently, 
producing goods of high quality, or producing 
goods cheaply and selling them in large 
amounts to the consuming public; but the 
monopolist makes his profit partly by restrict¬ 
ing production. Similarly, common belief holds 
that it is the energetic, capable men who sur¬ 
vive in business; but competence is at any rate 
not so imperative in a monopoly-controlled in¬ 
dustry as in a competitive enterprise. Govern¬ 
ment interference with business is often op¬ 
posed on the ground that competition will ade¬ 
quately protect the public from inferior quality 
and high prices; but to the extent that monop¬ 
oly prevafis, the public has no such protection 
and government interference is needed. 

Advantages of monopoly 

It may be conceded, on the other hand, that 
monopoly under certain circumstances may 


offer advantages, even to the public. Public 
utilities, as we have seen, are “natural monopo¬ 
lies” and can provide better service as monop¬ 
olies than they could under competitive condi¬ 
tions. Monopoly has so many advantages in the 
exploitation of oil that in most parts of the 
world, outside of the United States, an oil field 
is usually turned over to a single company 
rather than to a number of competing com¬ 
panies. A single company working a given field 
can exploit, refine, and transport oil so much 
more cheaply than several competing concerns 
that the oil industry has assumed many of the 
characteristics of a natural monopoly. Competi¬ 
tion here involves tremendous waste of oil and 
capital through hasty and careless drilling, the 
drilling of too many wells, the excessively rapid 
draining of pools, the construction of too many 
refineries, some of them inefficient, and in 
other ways. It is altogether probable that the 
Standard Oil Company’s dominance of our oil 
industry has been fortunate for consumers, be¬ 
cause it has reduced waste and conserved oil 
resources for the future. The exploitation of 
timber resources in a given forest area should 
similarly be in the hands of a single company, 
for one company can cut the timber, transport 
it to the mills, and saw it far more cheaply than 
several competing companies. Indeed, this 
holds true in the exploitation of nearly all nat¬ 
ural resources. The monopolist’s tendency to 
restrict production is an advantage here in the 
long run, as against the tendency of competi¬ 
tive producers to exploit such resources too 
rapidly. A monopoly can organize a program 
of exploitation more systematically than a num¬ 
ber of competing concerns, can avoid duplica¬ 
tion of plants and services, and can often con¬ 
serve the resources themselves more effec¬ 
tively, because it does not have to engage in a 
mad scramble to get the product to the mar¬ 
ket The United States Steel Corporation,' for 
example, has set a high standard in its conser¬ 
vation of iron ores. The exploitation of most 
natural resources should probably be classified 
as a natural monopoly and be subject to govern¬ 
ment regulation like other natural monopolies. 

Monopoly has similar although less impor¬ 
tant advantages in almost any field. We have 
already seen that the International Harvester 
Company can give better service to the farm¬ 
ers who use its machinery than a hundred or 
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even half a dozen independent producers 
could. It can and does have agents and repair 
men scattered throughout farm regions, and its 
dealers carry fairly full lines of repair parts. 
Because of his dominant position in the auto¬ 
mobile industry some years ago, Ford could 
ofiFer similarly complete and satisfactory serv¬ 
ice; the driver of a Ford could find good re¬ 
pairmen in almost any little town, with a full 
line of parts, which he needed rather fre¬ 
quently. If the meat-packing business were one 
big monopoly cor*^rolling meats, cheese, butter, 
and allied products, it could give retailers bet¬ 
ter service than the Big Four can oflEer, and at 
a lower cost, just as the Big Four can give 
better service than a hundred competitive 
packers could offer. If the grocery business in 
a given town or city were a complete monop¬ 
oly, it could be organized in such a way as to 
give consumers better retail service than many 
competitive retailers, and still eliminate or re¬ 
duce many of the wastes of monopolistic com¬ 
petition, such as advertising, duplication of 
deliveries, credit losses, and excessive inven¬ 
tories. 

Monopoly cotild organize a business better 
and could secure many economies if the man¬ 
agement were efficient; but it is not at all cer¬ 
tain that it would remain efficient without the 
spur of competition. Many monopolies lapse 
into a phlegmatic routine of bureaucratic in¬ 
efficiency not too different from that of some 
governmental departments and bureaus. And 
even if a monopoly retained its progressiveness 
and efficiency, there is no reason to believe 
that the benefits would generally be passed on 
to consumers through lower prices. 

Monopoly and efficiency of management 

Without question, some monopolies are in¬ 
efficiently managed. The railroads have often 
been pointed out as examples of this, and with 
some justice, although in certain instances what 
seems to be inefficiency is in part due to pecu¬ 
liarities in the railroad industry other than 
its monopoly position. Under present-day con¬ 
ditions, for instance, there would be consider¬ 
able economy in laying the rails farther apart 
and building the cars wider; but no railroad 
owner, however progressive, could alter these 
two factors because to do so would make it im¬ 
possible for the cars of other railroads to shift to 
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his rails and for his own cars to run on other 
roads. Government regulation is responsible, 
also, for some of the routine rigidity, red tape, 
and unprogressiveness characteristic of this in¬ 
dustry. With due acknowledgment of all this, it 
is still true that the management of the rail¬ 
roads has been inefficient in many ways. Con¬ 
scious of their monopoly position, many officials 
were until recent years arrogant and discourte¬ 
ous in dealing with the public, unreceptive or 
impervious to new ideas in management, and 
not aboN c indulgence in various forms of graft; 
and even today the management of some of the 
railroads is honeycombed with corporation poli¬ 
tics, often practiced under ethical codes quite 
as low as those prevailing in ‘‘political politics.” 
The improvement shown in railroad service 
since competition appeared indicates the leth¬ 
argy of the former management. 

Control of monopoly 

It is sometimes assumed that if we wished, 
we could break up the monopolies and restore 
a competitive regime; but there is little reason 
to hope that a trust-busting policy could ac¬ 
complish much, even if it were prosecuted with 
vigor. A great deal was expected of the Sher¬ 
man Anti-Trust Act of 1890, which declared 
illegal all contracts, combinations, or conspira¬ 
cies in restraint of trade, and made monopo¬ 
lization a misdemeanor; but within ten years 
after its passage, the greatest combination 
movement in our history was inaugurated, and 
this law was impotent to stop it. In 1914, after 
several years of agitation, Congress set up the 
Federal Trade Commission to investigate sus¬ 
pected cases of monopoly and price discrimina¬ 
tion and put an end to illegal practices; and 
soon afterward the Clayton Act, which rede¬ 
fined the offense called price discrimination, 
was passed. For various reasons, these laws 
were about as ineffective as the Sherman Act 
had been. The National Industrial Recovery 
Act of 1933 was designed to stimulate eco¬ 
nomic recovery and prevent unfair competi¬ 
tion by establishing “codes” of fair competition 
for each industry. Under the codes each in¬ 
dustry was largely self-governing; and since 
consumers were not represented, the code au¬ 
thorities sometimes found die best way to pre¬ 
vent unfair competition was to suppress all 
competition as far as possible. Thus the NRA 
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proved to be an instrument for promoting mo¬ 
nopoly. 

In 1936 the Clayton Act was amended to 
define unfair practices more explicitly, and in 
the same year the Robinson-Fatman Act was 
passed. This act forbids concerns engaged in 
interstate commerce to make price discrimina¬ 
tions among buyers where such discrimination 
tends to reduce competition, except as far as 
it is justified by differences in costs or by cer¬ 
tain other circumstances that are enumerated. 
The act was designed specifically to prevent 
some producers from selling goods at much 
lower prices to big buyers, such as the chain 
stores and the mail-order houses, except when 
it actually cost less to manufacture for or sell 
to tliese purchasers. Although it was thus in¬ 
tended to protect the small retailer, its effec¬ 
tiveness in this respect is uncertain. Certainly 
the government has accomplished little in the 
way of controlling monopolies by means of any 
of these acts. 

It is unlikely^ for various reasons, that much 
can be done to eliminate monopoly. In the first 
place, the growth of huge monopolies is one 
result, apparently an inevitable one, of the de¬ 
velopment of a machine technology and the 
integration of business on a national scale. 
Fundamental economic forces have reduced 
the area of small business and enlarged that of 
big business. Individual enterprise is on the 
wane in the face of the steady advance of 
corporate enterprise as embodied in giant pro¬ 
ductive and financial units that do not provide 
the essential basis for anything approximating 
pure or even effective competition. 

In the second place, trust busting cannot 
accomplish much because monopoly cannot be 
defined with sufiBcient exactness. The Sherman 
Act held to the "devil theory" of monopoly, to 
the notion that all competitive producers are 
good and all monopolists are wicked. Monop¬ 
oly was regarded as a definite and definable 
form of wickedness, and this view, as we have 
seen, is untenable. Monopoly control is never 
absolute; it prevails in dl industry "more or 
less"; hence it is difficult to see how the courts 
can well draw the line between the amount 
that can be tolerated and the amount that must 
be suppressed. Furthermore, as was said ear¬ 
lier, monopoly takes different forms: price 
apeements, price leadership, mergers, and 


trade associations, among others. But price 
agreements are seldom written; price leader¬ 
ship presents nothing that the law can seize 
upon as indictable; mergers ("mere size is not 
a crime") and trade associations, we are as¬ 
sured, are engaged not in establishing monop¬ 
olies but only in preventing "disastrous com¬ 
petition”! 

A third diflSculty in the way of any effective 
prosecution of monopoly is that the govern¬ 
ment, as generally constituted, hardly dares 
to prosecute anti-monopoly cases with any 
great vigor. Monopolies constitute the most 
powerful political group in the country, the 
group that pays a great part of the campaign 
expenses of both parties; and the party elected 
to office cannot gracefully turn on its financial 
supporters and prosecute them for being mo¬ 
nopolists! Even if the federal Department of 
Justice were disposed to "crack down" on mo¬ 
nopoly, it would have difficulty in persuading 
Congress to appropriate enough money to carry 
on this work effectively, for Congressmen rely 
heavily on campaign contributions. Anti-mo- 
nopoly suits are expensive, a single suit some¬ 
times costing as much as $150,000; and the 
total budget of the Anti-trust Division of the 
Department of Justice for 1941 was only $1,- 
325,000. Not until 1938 were as many as fifty 
lawyers employed at this work, and a year 
later there were only 200 lawyers and half a 
dozen economists on the job. Single corpora¬ 
tions may spend as much in defending a suit 
as the Anti-trust Division has to spend for a 
year s work. 

Under the administration of Franklin D. 
Roosevelt, however, the government rose 
above some of these difficulties, and Assistant 
Attorney General Thurman Arnold initiated a 
rather aggressive "blitzkrieg" against monopoly. 
He attacked with particular vigor the interna¬ 
tional patent monopolies which he charged with 
hamstringing our government's war efforts; but, 
although he secured some surprising conces¬ 
sions, the general structure of monopoly power 
was little affected. Arnold was presendy "pro¬ 
moted" to another job, probably in answer to 
the pressure ex^ed by monopoly interests. 

Furthermore, the nature of an anti-monopoly 
suit is such that the government is at a great 
disadvantage. It often has difficulty in gaining 
access to the defendant’s files, and» if sucoest* 
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ful, often finds them cleared of all incriminate 
ing evidence. Its witnesses, many of whom are 
small businessmen, are sometimes threatened 
or bribed by the defendant company and may 
reverse their testimony when they are put on 
the witness stand. There may be no documents 
or witnesses to prove monopolistic agreements, 
for monopolists have learned to be careful; and 
where there are only a few producers it is sel¬ 
dom necessary to have anything in writing. 
Thus at every stage of the game the defendant 
monopolist has the advantage—in strategic po¬ 
sition, in financial support, and in legal skill. 

Finally, the punishment meted out for mo¬ 
nopolistic activities, in the rather unusual case 
of conviction, is seldom severe. In criminal ac¬ 
tions between 1890 and 1940, the average fine 
imposed was about $2000 per defendant (in 
some cases this represented perhaps a fraction 
of one per cent of tlie amount gained through 
monopoly activities) and the prison sentences 
—where any were imposed—^uere light. "Dur¬ 
ing the life of the Sherman Act [1890-1940], 
less than 110 individuals altogether—an aver¬ 
age of 2 a year—ha^'e served prison sentences. 
And, without a single exception, all have been 
trade-union officials or racketeers.”^ 

Socialization of monopolies 

Some thirty years or more ago there was a 
wave of sentiment in favor of allowing the 
combinations to grow as big as they pleased 
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and creating a government agency to regulate 
their prices; but the general failure of the pub¬ 
lic utfiity commissions to regulate public utility 
rates successfully affords little hope of success 
in any over-all policy of price regulation. So¬ 
cialists insist that the only remedy is socializa¬ 
tion of the big industries. Certainly this would 
eliminate much of our private monopoly, and 
we are moving in this general direction; but 
whether it will end our troubles or multiply 
them is a question which must be left for a 
later chapter.'^ 

international cartels^ 

Number. In many cases domestic monopo¬ 
lies are lied up with international cartels. Some 
forty international monopolies were recorded 
prior to 1896, and before the First World War 
there were 114. Most of them were disrupted 
by the war but were revived afterward; in fact, 
tlieir number increased rapidly, because pe¬ 
riods of depression and cutthroat competition 
tend to encourage their formation. No one 
knows how many there are today, but of course 
many of them ceased to function with the 
outbreak of World War II, Cartels in tin, rub¬ 
ber, sugar, aluminum, and quinine have been 
given wide publicity in recent years, and sev¬ 
eral international cartels with their American 
participants received dishonorable mention for 
following policies which impeded and delayed 
our war effort.® 


® Temporary National Economic Committee, Monograph No, 16, p. 79. 

See Temporary National Economic Committee, Monographs No. 16 and 38. 

^ Much of the information on international cartels is taken from the monograph by Corwin D. Ed¬ 
wards, Chairman of the Policy Board, Anti-trust Division, Department of Justice, for the Subcommit¬ 
tee on War Mobilization of the Committee on Military Affairs, U. S. Senate, 78th Cong., 2d sess. Some 
has also been taken from Theodore J. Kreps' testimony before the Temporary National Economic Com¬ 
mittee on January 15, 1940. Cartels'. Chdlenge to a Free World, by Wendell Berge, Assistant Attor¬ 
ney General of the United States, has been published very recently. It contains much new information 
on this important subject. 

® Among the products controlled by international cartels at one time or another have been those ^in 
such basic materials as aluminum, cement, coal and coke, copper, iron and steel, lead, rubber, sugar, 
tin, wheat, and zinc; in other metals and minerals, including antimony, bismuth, ferromanganese, fer- 
rosilicon, magnesite, magnesium, mercury, titanium, and uranium; in many chemicals, including 
calcium carbide, cellulose, chlorine, citric acid, cobalt, dyestuffs, fertilizer, Glauber’s salt, iodine, 
lead oxide, nitrogen, paraffin, phosphates, potash, quinine, saccharine, sulfur, sulfuric acid, and white 
lead; in bottles, ceramics, enameled ware, ^ate glass, and porcelain; in sulphite pulp, newsprint, pack¬ 
ing, and other paper; in flax, rayon, and wool textiles, felt clothing, and linoleum; in buttons, leather, 
glue, oils, fats, and greases; in metal products, including ball l^inp, cables, plates, rails, rivets, 
screws, sheets, and wires; in a variety of other fabricated products, including dentm supplies, electric 
lamps,’ gas mantles, household appliances, matches, machinery, phonographs and records, railway 
cars^and tobacco; and in such services as transoceanic shipping, cable and radio communication, ma¬ 
rine’insurance, and ^e distribution of motion picture films/'—Temporary National Economic Com¬ 
mittee, Monograph No, 21, p. 219. 
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Causes of growth. Like national monopo¬ 
lies, international cartels are to some extent the 
result of technological and economic develop¬ 
ments, particularly the increasing speed and 
e£Bciency of transportation and communication 
which have tended to obliterate national 
boundaries and to tie the world up in a single 
economic unit. National monopolies facing 
powerful international cartels in foreign trade 
often find it profitable, and in some case neces¬ 
sary, to join with them rather than compete 
on terms that are likely to be unequal. Partic¬ 
ularly is this true if these cartels have govern¬ 
ment support, as they did in Germany. In some 
cases, as in the tin and rubber cartels, govern¬ 
ments have encouraged monopolization. There 
has been a trend toward compulsory carteliza¬ 
tion in certain European countries, particularly 
in Fascist Germany and Italy, and also, to some 
extent, in France and England, the govern¬ 
ments purpose being to put some of its indus¬ 
tries in a better position to meet the competi¬ 
tion of foreign cartels. Our National Industrial 
Recovery Act really provided for something 
resembling compulsory cartelization, but the 
end it sought was diflFerent. 

Operation, International cartels operate in 
somewhat the same way as national monopo¬ 
lies. Like the latter, these cartels often try in 
various ways to weaken independent enter¬ 
prises: by the cutting off of raw materials, by 
organized boycotts among distributors, by ex¬ 
clusive sales contracts, by concerted refusal to 
grant patent licenses or permit access to tech¬ 
nical information, by harassing litigation, by 
localized price wars and other guerrilla tactics. 
They often divide up the world market and 
allocate various territories to the different cartel 
members. American national monopolies are 
frequently well satisfied with this, because it 
means that our rich and profitable market is 
reserved for American members who can set 
their prices high without danger of encourag¬ 
ing imports. In some cases, although certain 
territories are thus allotted, others are con¬ 
trolled jointly or are open to all members. 

Allocation of territory. As an example of 
the allocation of territory, we cite the agree¬ 
ment of the international cartel that controlled 
moving-picture recording and reproducing ap¬ 
paratus. This agreement included the principal 
American film producers and disMbutorSi 


subsidiaries of the American Telephone and 
Telegraph Company and the Radio Corpora¬ 
tion of America, three German electrical manu¬ 
facturing companies, and a Dutch company. 
It designated the German companies as ex¬ 
clusive agents to make, use, sell, and lease such 
equipment and to license recording apparatus 
in Germany, Austria, Hungary, Switzerland, 
Czechoslovakia, the Scandinavian countries, 
Yugoslavia, Rumania, Bulgaria, Holland and 
the Dutch East Indies; and it named the Amer¬ 
ican companies as exclusive agents in the 
United States, Canada, Australia, New Zea¬ 
land, India, The Straits Settlements, and Rus¬ 
sia. 

Restriction of supply. Restriction of supply 
has been a common policy of international car¬ 
tels, the purpose being, of course, to keep 
prices high. In some cases absolute limits are 
imposed on the amount that may be produced, 
sold, or exported. This has been true of the 
tin, steel, and nitrogen cartels, among others. 
In other cases, each producer is given a certain 
percentage of the total output; even more fre¬ 
quently, however, the cartel arrangement in¬ 
dicates what concerns are to produce each 
commodity. Restrictions are easily maintained 
through licensing the use of patents. 

In still other cases, the supply has been 
limited through restrictions on industrial ca¬ 
pacity, as when the cartel agreement forbids 
the construction of new plants. For some years 
the huge 1. G. Farbenindustrie cartel of Ger¬ 
many, in combination with English and Nor¬ 
wegian producers, was able to delay the con¬ 
struction of new synthetic nitrogen plants in 
the United States, a serious matter in wartime 
because nitrogen is used in the production of 
certain explosives. Similarly, an agreement in¬ 
volving the same German cartel, the Alumi¬ 
num Company of America, the Dow Chemical 
Company, and the American Magnesium Cor¬ 
poration, was able to prevent the building of 
magnesium plants in this country and to re¬ 
strict our output of this metal to a mere 4000 
tons a year. Magnesium is much lighter than 
aluminum, and therefore an essentM in vari¬ 
ous war uses, particularly in the building of 
airplanes and submarines. The German con¬ 
cern, working in the interests of the Nazis, did 
not want it to be manufactured in large 
amounts in this countiy, nor did the Aluminum 
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Company want quantity production of a metal 
that would compete with aluminum. In April, 
1942, the American members of this cartel 
were fined a total of $140,000 for participating 
in it, and the patents were released for use 
without payment of royalties. 

International cartels and research. It is 
commonly assumed that the giant cartels, na¬ 
tional and international, are very progressive 
and that their research laboratories are con¬ 
stantly seeking new and improved methods of 
production, but there is some reason to doubt 
this. As in the of national monopolies, 
their research is apparently carried on for the 
purpose of fencing in the cartel’s preserves 
quite as often as for the purpose of developing 
new inventions and processes.*^ 

In some cartels the dominating member has 
tried to maintain its position by discouraging 
other companies from conducting research. In 
the electric lamp cartel, for instance, the Gen¬ 
eral Electric Company, which controlled many 
patents, drew up licenses to other pioducers 
in such a way that they would gain no advan¬ 
tage from any inventions they might make. A 
contract drawn up in 1937 between Westing- 
house Electric and Manufactxiring Company 
and a Czechoslovakian concern included a pro¬ 
vision forbidding the Czech company to make, 
use, or sell material or parts of the types or 
designs of manufacturers other than Westing- 
house, or even to ‘seek the advice or endeavor 
to obtain manufacturing or other engineering 
information from such electrical manufac¬ 
turers.” 

High prices. Again like national monopo¬ 
lies, cartels keep prices at high and in some 
cases extortionate levels. For example, tung¬ 
sten-carbide, which is of great industrial im¬ 
portance in making hard cutting tools, was 
sold in the United States at $50 a pound in 
1927-1928. But after General Electric and the 
Friedrich Krupp Aktiengesellschaft of Ger¬ 
many pooled their patents for its production, 
with General Electric controlling the price in 
the United States, the price rose to a maximum 
of $453 per pound; during the 'thirties it 
ranged from this down to $225 a pound. In 
1940 it was still about $205 a pound, but an 
indictment by the Department of Justice under 
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the anti-trust laws brought it down to between 
$27 and $45 a pound. A General Electric 
engineer stated that the cost of producing it 
was about $8 a pound, although other esti¬ 
mates put this figure as high as $25. Its exor¬ 
bitant price was doubtless one reason why the 
United States used less than one-twentieth as 
much tungsten-carbide as Germany before the 
Second World War—a serious handicap in our 
war preparations. Prices of certain dental 
plastics were also set at exorbitant levels by a 
cartel of American and German producers. One 
such product was sold to one class of buyers 
for 85 cents a pound, but dentists and dental 
laboratories were charged $45 a pound. Ata- 
brftie, a synthetic substitute for quinine, has 
been sold to the government at $4.50 per 
thousand tablets, and a number of companies 
have found it profitable to produce at that 
price; but civilian consumers pay $12. In¬ 
numerable similar instances could be cited. 

Cartels and the quality of goods. Not only 
are caitel prices generally high, but there is 
some evidence that cartelization, by eliminat¬ 
ing competition, sometimes discourages im¬ 
provements in the quality of products and in 
some cases actually lowers the quality. In the 
military explosives cartel, for instance, Nobel 
Industries, Ltd., an English company, was 
given a monopoly of certain European markets 
where buyers were obliged to buy Nobel 
products, although they preferred du Pont ex¬ 
plosives, which were superior. 

General conclusions as to the efficiency of 
cartels. It is clifiBcult to draw a balanced con¬ 
clusion regarding the general efficiency of in¬ 
ternational cartels, just as it is difficult to say 
how efficient national monopolies are. There 
are some economics in cartelization: elimina¬ 
tion of certain competitive wastes such as trav¬ 
eling salesmen and advertising, coordination 
of research activities, purchase of raw ma¬ 
terials at lower prices, and in some cases 
specialization of production in plants with the 
lowest costs. Some of these are social econo¬ 
mies, and some accrue only to the cartels at 
the expense of competitors and of the con¬ 
cerns with which they do business. Against all 
such advantages must be balanced the loss of 
the pervasive spur of competition and the 


• Corwin D. Edwards' monograph for the Senate Subcommittee on War Mobilization, pp. 32, 33. 
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tendency toward the dead-hand routine of en¬ 
trenched monopoly. Corwin Edwards comes 
to the general conclusion that *"such evidence 
as is available . . . indicates that the char¬ 
acteristic purposes of cartels point away from 
e£Sciency and that their activities tend to 
diminish efiBciency.'* One of the most frequent 
purposes of cartelization, according to him, is 
to prevent the elimination of relatively high- 
cost enterprises. 

Cartels and tariffs 

The political aspects of cartels are perhaps 
even more important than the economic as¬ 
pects. The division of world markets along ter¬ 
ritorial lines inevitably brings up problems of 
international relationships, particularly inter¬ 
national trade. The territorial allocation of 
markets, to the extent that it restricts the mar¬ 
ket in any given country to the cartel members 
in that country, amounts to a prohibitive tariff 
on imports. To some extent cartel agreements 
are a result of high tariffs, for they would be 
XQOte di^cult to maintain witliout such tariffs; 
and in some cases a high tariff in one country 
enables its national monopolies to drive a bet¬ 
ter bargain with monopolies in other countries 
in setting up international agreements. 

There are many illustrations of cartel con¬ 
trol of international trade. An agreement be¬ 
tween the E. I. du Pont de Nemours Company 
of the United States and the Imperial Chemical 
Industries, Ltd., of Great Britain practically 
shuts out British chemicals from the United 
States. The 1939 trade agreement between the 
United States and Canada reduced our duties 
on aluminum; but Aluminum, Ltd., the Ca¬ 
nadian aluminum company, a member of the 
international aluminum cartel, and controlled 
by the same interests that control the Alumi¬ 
num Company of America, continued to avoid 
making sales in the United States because that 
market was reserved to the Aluminum Com¬ 
pany of America by agreement. The Dutch- 
controlled quinine monopoly required Ameri¬ 
can producers to buy cinchona bark exclusively 
from the cartel and tried to buy up the Latin- 
American output to prevent independent deal¬ 
ers from securing it. Many similar examples 
could be given. 


International cartels have often tried to 
prevent the industrial development of eco¬ 
nomically backward “coloniar areas of the 
world. Thus the Imperial Chemical Industries, 
Ltd., used its influence to prevent any impor¬ 
tant development of the soda ash industry in 
Brazil. Bunge and Born, an independent Ar¬ 
gentine firm that was trying to develop the 
production of rayon, sulphuric acid, and car¬ 
bon disulphide in Argentina, was harassed by 
representatives of international cartels. 

Cartels and national security 

According to Corwin Edwards, “Because of 
their international character, cartel arrange¬ 
ments often become convenient means by 
which to circumvent the legislation of national 
states. Avoidance of import duties and other 
taxes, evasion of legal control over prices, and 
similar activities are, of course, frequent among 
domestic enterprises. In international cartels, 
however, the aid of foreign concerns is often 
available to create the pretenses under which 
evasion takes place, and national law may of¬ 
ten be flouted by proceeding beyond a national 
border to engage in unlawful negotiations or to 
maintain records which are inconsistent with 
the story being told to a particular national 
government.’*^® The chemical cartel, for in¬ 
stance, evaded an agreement with the Alien 
Property Custodian not to return to German 
ownership a firm which had been seized during 
the First World War; and in more recent years 
it has evaded trading and tax laws of various 
countries in the western hemisphere, including 
the United States. The details of some of these 
operations are interesting but too complicated 
to be presented here. 

Preceding and during World War II, certain 
practices of international cartels came to light 
which indicated that these organizations pre¬ 
sented a serious threat to our national security. 
German members of such cartels were not in¬ 
dependent business organizations as in the 
more democratic nations, but agencies of the 
German state itself, backed by the government 
and working for the political ends of the Nazis, 
striving to prcimote that nation’s power and to 
weaken the nations which might oppose Ger¬ 
many’s ambitions. Only a few years after the 


p. 49. 
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6nd of the First World War, the German 
munitions cartel began secretly to revive the 
country’s munitions industry in violation of the 
Treaty of Versailles and the Treaty of Trianon; 
and after Hitler came into power various car* 
tels were used in the promotion of Germany's 
trade interests, in Nazi political propaganda, 
in the collection of vital information about 
foreign industries, and in the suppression of 
strategic industries in foreign countries that 
might oppose Germany's expansion. The giant 
I. G. Farbenindustrie was the moving power 
in much of this Work. 

Through these cartels the Nazis were able 
to get information about the production of war 
materials in foreign countries, in some cases 
information that even the governments of those 
countries could not obtain. As a member of 
the Diesel motors cartel, the American Bosch 
Corporation sent a representative to Germany 
to give the Robert Bosch Company, the Ger¬ 
man concern which controlled the American 
company, information about the Diesel motor 
business in the United States and about other 
business as well, such as ‘‘developments in 
short-wave and high-frequency radio v'hich 
became the basis of intertank, ground-air, and 
infantry radio communications in the German 
Army. This information, based upon experi¬ 
mental work in the laboratories of the United 
States Navy and of the Signal Corps, was 
acquired by American Bosch through its re¬ 
ceipt of specifications and drawings which 
were made available to concerns on the ap¬ 
proved bidding list of the American armed 
forces."^^ All this happened, by the way, in 
August, 1939, only a month before World War 
II broke out. 

Even more striking measures for transmission of 
military information were taken in the field of 
military optical instruments. Contracts between 
Bausch and Lomb Optical Co, of the United 
States and Carl Zeiss of Germany provided that 
the two companies should agree on selection of a 
head for the military department of Bausch and 
Lomb and that they should exchange manufactur¬ 
ing experience and grant reciprocal access to their 
workshops. The contracts provided that the obliga¬ 
tion to exchange military designs should be void— 
‘Whenever the highest home Government of one 


party [Hitler] expressly demands that they be 
kept in confidence in the interest of the nation”— 
but this provision was immediately followed by an¬ 
other which bound the contracting parties to keep 
their agreement in strict confidence both from 
third parties and, so far as possible, from their 
own employees. The effect was, of course, that the 
military authorities of the United States were mis¬ 
led as to the character of Bausch s relation to 
Zeiss and therefore lacked warning of the need to 
make the express requirement of secrecy provided 
for in the contract. . . . Nevertheless, military 
policy resulted in certain instructions to Bausch 
and Lomb to keep military information confidential 
from all outsiders. In July 1929, an executive of 
the American Bausch and Lomb Co. wrote to Au¬ 
gust Lomb of Bausch and Lomb in Frankfort, 
Germany, enclosing a statement of military trans¬ 
actions for the previous 3 months, including de¬ 
liveries of various articles such as range finders, 
periscopes, and telcscopes.^^ 

German cartel members, in the meantime^ 
were careful not to transmit information to 
foreign cartel members. For example, in 1933 
the Bavarian Motor Works was producing air¬ 
cooled aviation engines under a license from 
Pratt and Whitney “which provided for a 
royalty of $200 per engine and for semi-annual 
statements as to the number of each model 
manufactured, shipped, sold, leased, or used"'; 
but since the royalties and statements revealed 
the number of engines manufactured by the 
German company, it insisted the next year on 
changing the payment from a royalty per 
engine to a lump sum of $50,000 to avoid re¬ 
vealing its rate of production. The Robert 
Bosch Company of Gennany likewise refused 
to inform the Bendix Aviation Corporation, the 
American firm, as to its production of aviation 
starters, and shifted to a fixed annual royalty 
payment. A similar situation developed in the 
synthetic rubber agreement between the I. G. 
Farbenindustrie and the Standard Oil Com¬ 
pany of New Jersey. The German company 
had developed “buna” rubber, and the Ameri¬ 
can firm had developed “butyl.” In 1938 Stand¬ 
ard gave 1. C. F. full technical information 
about the butyl, in accordance with their 
agreement, but 1. G. F. did not tun\ over its 
patents until 1940, and it never did supply the 
**know how” regarding its processes. Even 


Ibid., pp. 56, 57. 
^Ubid., p.57. 
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after the patents became available, "the full 
use of buna technology in the United States 
was delayed for about a year and a half dur- 
ing negotiations as to the extent to which 
Standard should dominate the future produc¬ 
tion of the product/’^® All during that period 
Standard was higgling with the rubber com¬ 
panies that wanted to use the process. 

With the outbreak of the Second World War 
and the rise of anti-Nazi sentiment in the 
United States, some American companies re¬ 
duced their commitments to the German com¬ 
panies, but others behaved as true brothers of 
the Nazis. "In some cartels in which the rela¬ 
tion of German and American partners was 
very close, the American company undertook 
to safeguard its cartel interest and serve its 
German partner by forestalling British meas¬ 
ures to blockade enemy trade. If the Germans 
had formerly enjoyed exclusive rights in the 
South American market, permission was given 
by the German cartel members to their Ameri¬ 
can partners to supply the South American 
customers during the emergency provided the 
American concerns agreed to withdraw from 
the field after the war. Less frequently the 
American partner assisted the German com¬ 
pany in obtaining supplies for shipment to 
Germany or in borrowing funds abroad.”^^ 
Even after the war began, in September, 1939, 
Sterling Products, Inc., an American concern, 
cooperated with I. G. Farbenindustrie in ship¬ 
ping certain products to Germany through the 
British blockade and in obtaining a loan in the 
United States. 

During the war, some cartels tried to pre¬ 
vent the seizure of alien property by transfer-, 
ring property and assigning patent rights to 
domestic concerns, these assignments to be 
valid only for the duration. Thus, a few months 
after war was declared, the du Pont Company 
and I. G. Farbenindustrie shifted patents about 
in such a way that the governments of bel¬ 
ligerent countries found it difficult to seize the 
patents under their war powers. The two com¬ 
panies realized that the United States might 
become involved in the war and that the Ger¬ 
man-owned patents would be seized by the 
Alien Property Custodian. Immediately after 

pp. 53-60. 

^Uhid., p. 64. 

See Guentar Reimann, Patents for Hitler, 


the war began, the Standard Oil Company of 
New Jersey and I. G. F. likewise worked out 
an agreement that would avoid the seizure of 
property and patents in the countries in which 
the two companies had patents; the agree¬ 
ment involved the transfer of some 2000 pat¬ 
ents to Standard, in return for which patent 
rights outside the United States and the British 
and French empires were assigned to I. G. F. 
The facts are complicated and confusing, but 
the essential purpose of the transaction was to 
make it appear that the patents belonged to an 
American company and therefore could not be 
taken over by the government in the event of 
our entry into the war. In May, 1943, the Alien 
Property Custodian ordered Standard to sur¬ 
render about 675 patents and 100 applications 
for patents, apparently some of those that were 
involved in the agreement with I. G. Farben¬ 
industrie; some of them covered processes for 
refining crude oil and for making synthetic 
gasoline and synthetic rubber. 

Other examples of this could be given, but 
they would only reinforce the general con¬ 
clusion that international cartels know no home 
country, and that .some of them feel less loyalty 
to their country than to their own members, 
even those who are members of enemy nations. 
Although some of tlie activities of certain 
American members seriously handicapped the 
government in its war effort and cost the lives 
of soldiers on the battle front, it would be un¬ 
fair to charge them with treasonable motives, 
for business is business and profits are profits, 
and both have often been preferred to the lives 
of soldiers. In every war, some concerns have 
waxed rich selling the Army defective arms, 
spoiled meats, inferior clothing, and other 
worthless supplies; in every war many people 
—^and not business corporations alone—have 
sought to enrich themselves while our boys 
were fighting, just as they did in World War 
11. Chirs is a profit-motivated society. It is 
clear too that for a time American members of 
international cartels believed that Germany 
would probably win the war and were anxious 
to preserve friendly relations with the con¬ 
querors.^® 

As former Vice-President Wallace said: "In 
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reality, much of our economic relationship 
with the rest of the world has been governed 
by a small group seeking to parcel out the re¬ 
sources and markets of the world so as to 
control production, prices, distribution and the 
very life blood of world industry. These cliques 
have their own international government by 
which they arrive at private quotas. Their 
emissaries are found in the foreign offices of 
many of the important nations of the world. 
They create their own system of tariffs and de¬ 
termine who will be given permission to pro¬ 
duce, to buy and to sell.” 

The control of international cartels 

It may seem that we have given too much 
attention to international cartels, but they 
present one of our most important problems. 
Many of them are still in existence, with head- 
cpiartcrs in Liechtenstein and Switzerland, and 
many of their agreements provide specifically 
for resumption of activities, now that the war 
is over. Almost more powerful than nations, 
they will soon be doing business at the old 
stand unless something is done about them. 

There are various ways of attacking the 
problem of international cartels. In the first 
place, our government might try to break them 
up, or at any rate forbid American corporations 
to become members. Whether such a policy 
would do more good than harm is not clear, 
and the general failure of our efforts to break 
up national monopolies suggests that we would 
have little success with international combi¬ 
nations. In the second place, we might socialize 
our national monopolies, and in this way bring 
the government into any international cartels 
that might be established. This would enable 
it to protect our national interests, somewhat 
as the Nazi government protected German in¬ 
terests through its control of that country’s na¬ 
tional monopolies; but it is highly improbable 
that the American people will do anything so 
radical within the predictable future. In the 
third place, we might abolish the entire patent 
system—^refuse to issue patents to Americans 
or to protect the patents held by foreigners— 
and so pull one of the main props out from un¬ 
der the whole structure of monopoly, national 
as well as international. Whether this would 
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slow down industrial progress is a question on 
which experts disagree. At any rate, along 
with such a policy the government would have 
to subsidize industrial research, perhaps pay 
much or all of its cost. Finally, we might try to 
establish some form of world organization, a 
new League of Nations, which would assume 
control of international cartels, along with 
other international problems. Such an organi¬ 
zation must he created if civilization is not to 
perish in a welter of warring nations, and it 
would be the logical ruler over cartels; but 
its creation involves great difficulties, as the 
San Francisco Conference clearly proved. 

One step, if only a short one, on the road 
to cartel control has been proposed in a bill 
introduced in the Senate by Senator Joseph 
O’Mahoney. This bill, following the precedent 
of Norwegian law, provides that all interna¬ 
tional cartel agreements which tend to re¬ 
strict trade or production must be registered 
with the Attorney General of the United Sates. 
If such a law could be enforced, it would pro¬ 
vide much-needed publicity, but it is easy to 
see that it might often be evaded. 

State monopolies 

A few commodities have been completely 
or largely controlled by a single country. Chile 
once had practically a world monopoly in 
nitrates and was able to pay a large part of 
her government expenses from the export tariff 
on them; but within recent years manufactured 
or “synthetic” nitrates have robbed her of this 
monopoly. This and the German prewar potash 
monopoly are examples of what amounts to 
absolute monopoly, as are the Bril’sh nickel 
monopoly and the Diamond Syndicate of South 
Africa today. Nearly all the world’s radium 
comes from a single mine in the Belgian Congo, 
Brazil produces two-thirds of the world’s cof¬ 
fee, and her government sometimes burns part 
of tlie crop to raise prices. In 1922 the British 
government engineered a scheme to restrict 
the production of Malayan rubber, but the 
effect was to stimulate nibber production in 
the Dutch East Indies and the scheme was 
abandoned. While it was in operation, it cost 
American consumers millions of dollars—one 
estimate is $400,000,000.^* 


^•See Alfred Plummer, Intematlorud Combines in Modern Industry, and the Commerce Monthly, 
March, 1929, pp. 3-10, 28-30. 
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QUESTIONS 

1. “The international cartels maintain efficient research departments which bring rapid im¬ 
provement in their products.” Do you agree? 

2. What difference does it make to the du Pont interests, affiliated with international monop¬ 
olies, whether the United States has a high tariff policy or free trade? 

3. Since cartels divide up the world among their various members and to some extent stop 
trade among nations, they should be approved by protectionists, should they not? Explain. 

4. During the Second World War an effort was made to build up a chemical industry in 
Mexico, but the United States government opposed it, and it was dropped. What interests 
in this country were responsible for our government’s policy? What right has our govern¬ 
ment to dictate what shall be done in Mexico? 

5. Suppose our government were to start a campaign to put an end to all international mo¬ 
nopolies. What various measures might the monopolies take to ward off such action? 
Would they probably succeed? What powerful forces would support them, openly or 
secretly? 

6. If we could destroy international monopolies, we would to some extent weaken our own 
national monopolies. Why? And if we could wipe out our national monopolies we would 
have less to fear from international monopolies. Why? Would the latter nevertheless be a 
serious problem for us? How? 

7. In what ways did international cartels impede our preparation for war? 

8. The British government and British industrialists argue that international cartels are neces¬ 
sary to prevent “ruinous” competition in the oil, rubber, tin, and certain other industries. 
Is there any basis for this argument? Is competition almost always “ruinous” to some of 
the competitors? 

9. According to Assistant Attorney General Wendell Berge, “It seems abundantly clear that 
America can never have a foreign policy based on the principles of democracy and inter¬ 
national good will as long as international trade is dominated by cartels.Why is this true? 
Is it any worse to have our foreign trade controlled by cartels than by protectionist politi¬ 
cians who want to keep it at a minimum? 

10. Why is it unlikely that our government will ever have much success in reducing the amount 
of monopoly? 
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Chapter 12. 

Human Wants and 



Capitalism, in its simple fonn, has been de¬ 
fined as “production for the use of others and 
acquisition for the use of self,” production for 
the use of others being one aspect of labor 
speciahzation. Having considered some of the 
most important problems of production, we 
turn now to the second general field of eco¬ 
nomics, price and exchange. The discussion of 
the physical exchange of goods in domestic 
and foreign trade will be deferred until we 
have analyzed the general problem of value 
or price determination, value or price being 
defined as the ratio at which goods exchange 
for each other. This is really the central prob¬ 
lem in economics, so definitely so that capi¬ 
talism is often said to rely oti the “price sys¬ 
tem” or even to be a “price system.” In the dis¬ 
cussion of value or price, we shall begin with 
the study of human wants and utility, utility 
being the power that goods have to satisfy 
wants. 

Origin of wants 

Desires or wants may arise in diflFerent ways: 
through biological survival, from rational cal¬ 
culation, from emulation, from convention and 
fashion, from habit, as the result of advertising 
and salesmanship, and from various combina* 
tions of these. 


All animals have wants, mostly simple and 
stable. As Henry George expressed it: ‘There 
is still this difference between man and all 
other animals—^he is the only animal whose 
desires increase as they are fed; the only ani¬ 
mal that is never satisfied. The wants of every 
other living thing are uniform and fixed. The 
ox of today aspires to no more than did the ox 
when man first yoked him. The sea gull of the 
English channel, who poises himself above the 
swift steamer, wants no better food or lodging 
than the gulls who circled round as the keels 
of Caesars galleys first grated on a British 
beach.” Man's wants, on the other hand, are 
infinitely numerous and complex, infinitely ex¬ 
pansive, many of them changeable, irrational, 
or even harmful. 

1. Most of the elementary wants—^for food, 
drink, physical comfort, and sex gratification 
—are biological in origin. They have contrib¬ 
uted to survival. According to Fetter: “Every 
species of animal has desires which are built 
into its nervous system as the resultant of mul¬ 
titudes of choices made by its ancestors. Those 
individuals which chose tilings Ijad' for them 
were eliminated, and those which chose ‘good’ 
things survived to transmit their nervous or¬ 
ganization to their offspring.”^ For instance, 
die animals that were keenly hungry and per- 


' Walter E. Spahr and others, Economic Principles and Problems, 3rd ed., vol. i, p. 400, 
* 155 
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sistently aggressive in their search for food 
when they needed it grew strong, whereas 
others that were driven by a less imperious de- 
sire for food developed less vigor and tended 
to die out. It was the “survival of the fittest,” 
the fittest being those that had wants whose 
satisfaction was good for them. 

Man’s simplest wants are similarly a matter 
of biological survival. It is through this proc¬ 
ess, at least in part, that the Eskimos have de¬ 
veloped their appetite for fats, which they 
need in a cold climate, whereas inhabitants of 
the tropics want more fruit; why people gen¬ 
erally crave meat in the fall and winter, and 
fruits and vegetables in the summer. Appar¬ 
ently individuals have even developed a ca¬ 
pacity for wanting the particular foods that 
are good for them. What is charged to unrea¬ 
sonable fastidiousness in children is sometimes 
a well-founded aversion to things that are not 
good for them. The biological wants are gen¬ 
erally limited to food, warmth and shelter, 
clothing, and reproduction. 

Natural selection may take the form of sex¬ 
ual selection; in fact, some of man’s wants 
have persisted because they are useful in find¬ 
ing mates. It is probable that women, and 
men too, like finery partly because those who 
decorated themselves attractively were able to 
find mates and hence left progeny in whom 
this trait survived. Perhaps many of our wants 
may be ascribed in some degree to this proc¬ 
ess. 

2. Some wants above the elementary level 
are the result of more or less rational calcula¬ 
tion. Thoughtless people sometimes assume 
that nearly all our wants are rational—that we 
deliberately and rationally ferret out our most 
important wants, compare products and serv¬ 
ices with full knowledge and a coldly calcu¬ 
lating mind, and weigh with judicious care all 
the direct and indirect benefits that will re¬ 
sult from the purchase of each of the available 
goods among which a choice must be made. 
Certainly such rationality does not character¬ 
ize most people, yet some are fairly rational in 
their wants, and most people do some rational 
thinking about Aem* 

It is important, in this connection, to dis¬ 
tinguish between personal raticmality and so¬ 
cial rationality. However irrational a social 
custom or fashion may be, the individual may 


be personally rational in conforming. The cor¬ 
sets of an earlier day, the bustles, hoopskirts, 
and crinolines, the many petticoats (modest 
and proper women often wore at least tliree 
pleated underskirts, each seven yards around 
—sixty-three feet of petticoats to wash every 
Monday!), all these satisfied socially irrational 
wants. Yet, individually, the women could not 
be accused of being irrational in conforming, 
because social convention demanded it. A 
woman who insisted on dressing sensibly in 
those halcyon days would have been regarded 
as a frump or even a demimonde. So too the 
men’s long silk hose and powdered wigs of 
colonial days; the high collars, tie pins, and 
iissorted jewelry of only a generation ago, in¬ 
deed almost all jewelry; the high-heeled shoes 
of recent years, the periscope hats, and almost 
all women’s hats; dress suits and zoot suits— 
all these represent irrational wants, but the in¬ 
dividual is obliged to conform and probably 
does so quite willingly. A dress suit is ugly and 
uncomfortable, and many men hate to wear 
one; but the “better classes” wear dress suits, 
and a gentleman is obliged to wear one on 
certain occasions. Some savage communities 
have very cruel customs: filing the teeth or 
breaking some of them off, wearing rings in 
the nose or ears, or plates in the lips. Since 
this is the custom, the individual “wants” to 
follow it, but of course the community would 
be happier if it had more rational customs. 
The satisfaction of socially irrational wants is 
a great waste. We shall return to the subject of 
rationality later for a more careful discussion. 

3. Many of our wants arise from the spirit 
of emulation, tiie desire of everybody to get 
ahead of everyone else, to make a display of 
pecuniary superiority. Most people desire the 
esteem of others, or it may be envy that they 
crave. There is much truth in Mark Twain's 
dictum: “Man will do many things to get him¬ 
self loved, he will do all things to get himself 
envied”; and many wants arise from the crav¬ 
ing for the admiration or envy of others. Ex¬ 
pensive clothes, big houses, costly furniture^ 
cars, silverware, and jewelry are wanted partly 
for this reason; in fact, perhaps most of the 
goods bought by the middle classes and the 
rich are bought partly in order to arouse ad¬ 
miration or envy in others, or at any rate to 
avoid their contempt or commiseration. The 
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competition in recent years has been fiercer in 
the purchase of cars than of homes, because 
cars are driven everywhere and hence adver¬ 
tise pecuniary reputability more widely than 
houses, which stand in one place and can be 
seen only by those who pass by, many of whom 
do not even know whose houses they are. Fine 
clothes also advertise the wearer wherever he 
goes, and are therefore generally preferred to 
fine homes. Perhaps here we see why our na¬ 
tion is better provided with cars and clothes 
than with homes. 

The spirit of emulation seems to be natural 
among men, for there is something of it in 
many primitive tribes. In various African tribes 
it takes the form of competition in the number 
of brass rings that can be worn, perhaps 
around the neck, or in the size of the brass 
plates that are worn in the lips, or in the elon¬ 
gation of the head effected by bandaging, or 
in obesity, the fattest women being regarded 
as the most beautiful. The American Indian 
took his emulation in eagle feathers, scalps, 
beads, and fast horses; and an Indian of dis¬ 
tinction in full regalia was something of a 
dandy. In modem, so-called civilized societies, 
we want and have to have a great many things 
to show our reputability, to establish our real 
position in the race of life, and it often takes 
much hard-earned money to buy them. 

To the extent that our wants are the result 
of emulation, their satisfaction is very wasteful 
of human energy and productive wealth. In 
trying to make a good showing, many people 
spend money that is needed for healthful liv¬ 
ing, spend for permanents and fur coats what 
should be spent for milk and oranges and med¬ 
ical services. Even worse, there is little general 
benefit from emulative spending, for with it 
all there are no more people ahead in the mad 
race than there would be if the race were not 
so fast. When the Joneses buy Venetian blinds, 
the Smiths do likewise, and pretty soon the 
whole neighborhood has Venetian blinds; and 
then the Joneses are no better off than they 
were before, unless they really like Venetian 
blinds. We can see this waste in the dothing 
bills of American families. For about $10 per 
person in summer and $30 in winter, men and 


157 

women could dress as artistically and a)m- 
fortably as they are accustomed to dress on 
three or four times as much—this would 
amount to a total saving of hundreds of mil¬ 
lions annually—but they could never remain 
on that modest standard for long. First the 
rich would add some more expensive habili¬ 
ment, then the near-rich would buy it, then 
the middle classes would buy something like 
it, and finally the poor would scratch gravel to 
get enough money to buy a Kresge imitation 
of it. This process would continue with one 
thing after another until everything again 
reached the status quo, with the people wast¬ 
ing most of their clothing money in emulation, 
while doing without things they really need. 

H. J. Davenport points out that emulative 
spendmg impoverishes not only the spender 
but others as well: 

In our false standards of well-being—our im¬ 
providence in the competitions of display—we not 
only waste the product of our oun energy by an 
automatic method of cancellation by averages, but 
in wasting our own share of product we at the 
same time make our neighbor’s share poor and 
mean and insufficient. We rob ourselves and yet 
filch from him. Pov erty, though relative, is as real 
as ever before, since artificial but none the less 
imperative needs leave as little as ever to spare 
for primary necessities. There is no cure for it but 
in rational standards of well-being. So long as by 
the expenditure of one in empty magnificence an¬ 
other is compelled in stupid fear of stupid criticism 
to waste the raw material of his welfare, material 
progress must prove a delusion, and the old doom 
stand unrepealed— the poor ye shall have always 
with you. 

Davenport adds a characteristic bit of philos¬ 
ophy from Benjamin Franklin. “Franklin re¬ 
marks that our eyes, although very useful, re¬ 
quire nothing more than a pair of spectacles, 
an outlay which ought not greatly to disar¬ 
range oui* finances; it is the eyes of others that 
ruin us. If all the world were blind excepting 
myself, I should have need neither of fine rai¬ 
ment, nor of palaces, nor of extravagant fur¬ 
nishings."*^ 

In their desire to make a good showing, 
many people want certain kinds of goods 
partly because they are expensive. Fur oouls 


* H. J. Davenport, Oudines of Economic Theory, pp. 338,344. By permission of The MacmiBan Com¬ 
pany, publfihers. 
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are not essentially beautiful, and in temperate 
cUmates they are probably no more comfort¬ 
able than good woolen coats; but some women 
hanker for them pardy because they look ex¬ 
pensive, Leather-bound books are often bought 
by wealthy book connoisseurs, although leather 
binding' is not as durable as buckram. 

It should not be assumed, however, that 
most expensive goods are wanted entirely or 
even mainly because of their expensiveness. It 
may not mean much to say that expensive 
goods are often beautiful, for philosophers 
cannot define beauty, and standards of beauty 
vary among tribes and peoples and change 
from time to time, being largely conventional. 
Most of the ladies of an earlier generation 
thought fine crinolines and hoopskirts and bus- 
des beautiful, but few would say so now. The 
elaborately carved furniture of the mid-Vic¬ 
torian period was considered beautiful at that 
time, but most informed people think it ugly 
now; and this is also true of many of the elab¬ 
orate mansions of that period. On the other 
hand, there are a few things which for cen¬ 
turies have been regarded as beautiful by in¬ 
formed people, as for instance the Venus de 
Milo, Rembrandt s paintings, Chippendale fur¬ 
niture, and the music of Mozart; but appre¬ 
ciation of even some of these changes from 
time to time, and many of the peoples of the 
world would doubtless think them very poor 
stuflF. At any rate, although expensive things 
usually seem beautiful to many people, we 
cannot explain much by saying that they are 
wanted because of their beauty because we 
cannot define beauty. 

Expensive goods and commodities usually 
have real merit of an objective sort, however, 
merit which an economist can discuss safely. 
Gold is a wonderful metal in its softness, mal¬ 
leability, and freedom from rust and corro¬ 
sion; diamonds are marvelously hard, brilliant, 
and resistant to scratching and marring, far 
superior to glass in most respects; many jewels 
have colors that cannot be matched in glass. 
Expensive clothes are usually well tailored and 
durable; expensive mgs have beautiful colors 
and are generally durable; expensive cars are 
comfortable, powerful, fast, and durable. It 
would be incorrect to assume that people who 
buy expensive clothes, oriental rags, and Cad¬ 
illac cars do so mainly because they are ex¬ 


pensive. Indeed, if this were true, the eco¬ 
nomic world would be a madhouse. If people 
bought goods only because they were expen¬ 
sive, there would be no reason why producers 
should produce goods of merit, because they 
could make greater profits by merely raising 
the prices of shoddy goods. Under such condi¬ 
tions it is difficult to see how any goods could 
be either good or clieup. 

Since expensive goods are generally rare, 
however, they may satisfy a more intense want 
than cheap and common goods, according to 
the principle of diminishing marginal utfiity, 
which will be explained later. For the present 
it is suflScient to note that cheap goods are usu¬ 
ally common, plentiful, often seen, and there¬ 
fore can scarcely arouse much enthusiasm; ex¬ 
pensive goods are scarce, seldom seen, and 
therefore likely to arouse our interest; and if 
they are not obviously ugly or unattractive, 
they may well seem beautiful and desirable. 
There are many illustrations of this. It is doubt¬ 
ful whether walnut and mahogany wood are 
intrinsically more beautiful than hard pine, 
but they are more rare and therefore seem 
more beautiful. Queen Elizabeth was said to 
be very proud of the calico dress sent her from 
India, and if calico were as scarce now as it 
was in her day it would doubtless seem very 
fine; similarly, if silk were cheap and plentiful 
like cotton, its *1ovely sheen" would be an 
‘ugly shine." Mark Twain touched upon this 
principle when he said: “I wonder how much 
it would take to buy a soap-bubble, if there 
was only one in the world? One could buy a 
hatful of Koliinoors with the same money, no 
doubt.'' 

4. Convention determines many of our 
wants. The Germans like sauerkraut, Lim- 
burger cheese, coffee, and beer; the English 
want beef, tea, and whisky; Mexicans like ta¬ 
males; the French have a particular fondness 
for frogs' legs and wine; Americans like chew¬ 
ing gum, pancakes, and pie, and anything from 
coffee to gin to drink. Even within our own 
country, Southerners like corn pone and Bos¬ 
tonians are fained for their baked beans. Such 
peculiarities, are of course conventional. One 
of the preliminary expenses of marriage is the 
conventional diamond ring which a young man 
buys for his fiancee; the fiancee often spends 
her savings for a trousseau. These are conven- 
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tions, like the wedding ring, and indeed the 
church wedding itself in most communities, 
and the wedding trip which customarily fol¬ 
lows, with its allied convention of throwing 
rice and old shoes. Courtship and marriage are 
associated with various conventions, as are 
most details of the relationships between the 
sexes, and also social relationships in general. 
A book on etiquette is an encyclopedia of the 
accepted traditions of good society. In the 
styles of houses too, convention has always 
been important. The early New Englanders 
built fine, beautiful homes—^the Colonial style 
of architecture—^many of them much alike and 
now recognized as genuinely artistic in design. 
That was the convention. When the Middle 
West was settled, other designs of houses were 
built, most of them very ugly, and there has 
been continuous change ever since. 

Fashion is convention but is usually taken to 
refer generally to convention in social matters, 
especially clothes, often with particular em¬ 
phasis on rapidly changing conventions or 
styles. In 1751 Galiani defined fashion as “an 
affection of tlie brain, as a result of which many 
things become of small value, simply because 
they are not new.” Its imperious requirements 
are responsible for a great many wants, and 
rapid changes in fashions are responsible for 
the demand for far more goods than would 
otherwise be needed. If there were no style 
changes in women s clothes, or if they were 
very slow, women of the upper chisses could 
dress on half what they now pay and they 
could dress much better. Most women's clothes 
are not made of good material because they go 
out of style so quickly, which means that 
nearly half the labor and capital used in their 
production and sale is wasted. There is simi¬ 
lar waste in men's clothes, but less of it be¬ 
cause styles do not cliange so much or so fast. 
Changes in styles in automobiles—^the addition 
of nickel-plated bumpers or gadgets and gim- 
cracks, white-walled tires, a litde more stream¬ 
lining, or anything that will distinguish the 
latest model-^orce many social climbers to 
buy new cars, although their old ones may be 
nearly as good as new. Even in home construc¬ 
tion, where solid durability should be the first 
requirement, fashions, or perhaps we might 
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say "conventions,” change so fast that many 
good houses are out of date while still fairly 
good. Perhaps they lack tiled bathrooms or the 
newest type of kitchen sinks or cabinets or 
gadgets, or have bathtubs vrith indecently ex¬ 
posed legs or last year's models of electric- 
light fixtures. According to H. J. Davenport: 

Fashion takes its beginning in obsequiousness— 
in the attempt to propitiate a superior by imita¬ 
tion. Flunkyism still stands for something in the 
case, but a stronger force is now the dominant one 
—the desire to assert equality by similarity. But 
the chase after fashion is a chase for the end of 
a rainbow. The desire to be inimitable, to be dis¬ 
tinguished and peculiar in glitter, is as strong with 
the leaders as is the disposition of the lesser peo¬ 
ple for imitation. The latter succeed and the lead¬ 
ers change. Worth spends all his time in devising 
new styles which shall minister to the demand for 
inequality and set again the great mob off the 
scent.® 

There is a great waste of human resources in 
thus producing goods which go out of style be¬ 
fore they are worn out, a waste which is the 
more imfortimate because so many people have 
not enough for a healthful hving. WhOe some 
must get along without enough fruit, milk, or 
butter and live in unsightly and unsanitary 
houses, others, and to some extent the same 
people, must throw away half-worn garments 
and discard serviceable automobiles and 
houses because they are no longer in fashion 
It is sometimes argued that this is good for 
business becavise it gives employment and 
keeps money circulating; but this is only om 
hoary old antique, the make-work fallacy. 
There would be just as much employment and 
money would "circulate” just as fast if style 
changes were eliminated; but labor would be 
employed and money would circulate in the 
production and sale of otlier things. Even if 
there were no ill-fed and ill-housed people, 
there would be no merit in wasting productive 
energies. It would be much better ior the peo¬ 
ple to take more leisure, for, as Davenport says, 
*The point was long since passed when more 
burdens were needed for the mere gain of ex¬ 
ercise. Work also is good for u$ only so far as 
it is good for us. Enough develops us, expail^^ 
us in health and strength and power of thiok- 


* Ibid,, p. 338. By permission of The Macmillan Company, publishers; 
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ing. Too much is a strife for vain things to the 
outcome of weariness.”* 

Perhaps one thing can be said in favor of 
fashion changes—^they add somewhat to vari¬ 
ety in life. The Easter Sunday parade of wom¬ 
en’s new clothes may not be spiritually up¬ 
lifting, but it is a change, and more or less 
refreshing. But, on the other hand, rapid 
changes are generally clmracteristic of styles 
that are never really beautiful and are there¬ 
fore always in need of change. In the genu¬ 
inely beautiful things, there are not and need 
not be any style changes; for they endure with¬ 
out change. Most people would live richer lives 
if they learned to appreciate such enduring 
things. 

Although convention and fashion still de¬ 
mand many absiud things, such as women s 
sandals in winter and men’s coats in summer, 
our wants are generally growing more rational. 
In both men’s and women’s clothing, comfort 
and health are given far more attention than 
they once were. Instead of shirts with detached 
and very high collars starched stiff—the “chok¬ 
ers” of a generation ago—men now wear com¬ 
fortable shirts with attached collars, often witli- 
out that decorative hangman’s noose, a tie. In 
jewelry tlie same trend is evident. Two or 
three generations ago a gentleman of distinc¬ 
tion often carried a huge watch with a heavy 
chain that ran around his neck, an imposing 
but awkward sort of harness; but today the 
small vmst watch serves. The collar buttons 
and cuff links and shirt studs and tie pins are 
likewise largely things of the past. In house 
construction, the trend has similarly been to¬ 
ward greater rationality. The old mansions— 
the “women killers” of a generation or two 
ago, with their high ceilings and countless in¬ 
conveniences—have given way to the comfort¬ 
able and convenient houses of today, many of 
them artistically designed by architects. 

5. Whereas convention refers to the custo¬ 
mary practice of society as a whole, habit re¬ 
fers to the individual’s ordinary course of con¬ 
duct. As we have seen, the German liking for 
coffee and the English preference for tea are 
conventions. When an individual consistently 
smokes or chews tobacco, drinks whisky or 


coffee, chews gum, eats fast or slowly, reads 
the paper at the breakfast table, regularly eats 
a light breakfast or a heavy one, swears, goes 
to church, wears one color of tie, he is said to 
have a habit. 

Our wants are determined by habit to a 
greater degree than is commonly realized. This 
is to some extent a denial of the significance of 
rationality, although a habit may be formed 
rationally in the first place and be maintained 
as a means of economizing on nervous energy. 
Habit may thus be a conserver of energy. A 
perfectly rational “economic man”—one who 
decides every purchase rationally—^would have 
to be not only very wise and judicious but en¬ 
dowed with the vigor of ten ordinary men to 
stand the nervous strain of choosing his pur¬ 
chases. J. M. Clark quotes Cooley as to the ex¬ 
hausting character of choice, “so exhausting 
that it becomes the part of wisdom to choose 
to yield up our prerogative of choice, save in 
the things we hold most important, in other 
matters protecting ourselves by some sort of 
mechanical control—some accepted personal 
authority, some local custom, some profes¬ 
sional tradition, or the like. Indeed, to know 
where and how to narrow the activity of the 
will in order to preserve its tone and vigor for 
its most essential functions, is a great part of 
knowing how to live.”^ 

In so simple a matter as choosing a dinnei 
at a cafeteria, one could spend an hour weigh¬ 
ing the various questions presented by the 
menu, and even then he would likely regret 
some of the items on his plate. Some people 
prefer to eat at an ordinary restaurant because 
they do not like to bother with choosing all the 
foods for their meal; or if they eat at a cafe¬ 
teria, they get the habit of eating certain foods. 
Many persons get the habit of buying at a cer¬ 
tain store, of buying certain brands of soap, 
toothpaste, cigarettes, gasoline, coffee, baking 
powder, and other branded articles. The writer 
still uses an old Wade and Butcher straight¬ 
edge razor, not entirely because he believes it 
superior to safety razors or to the recently de¬ 
veloped clipper razors, but because he does not 
wish to bother with the problem of learning to 
use a new kind of instrument. A certain ac- 


p. 339. 

*}. M. Clark» Preface to Social Economics, p. 119. By permission of Farrar and Rinehart, Inc., pub- 
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countant was in the habit of keeping careful 
cost records on all the furniture and household 
utensils he and his wife used; he knew the 
average cost of sitting in a chair for an hour, 
or of having a fire in the fireplace for the eve¬ 
ning, or of playing the piano for any given 
time. Such a man could presumably furnish or 
manage a house with a high standard of “ra¬ 
tionality,” but he could hardly be said to live 
in the meantime. 

A habit of custom may be persisted in, even 
though it is highly expensive and unwise. Dur¬ 
ing the First World War we had to skimp on 
wheat bread in order that the French might 
eat it, for the French had a stubborn habit of 
eating this kind of bread and could not be per¬ 
suaded to cat any other kind even in a national 
crisis. Most people demand white biead and 
polished rice as a matter of habit, although 
bread made from coarser flour, and unpolished 
rice, are just as tasty and moic healtliful. The 
highly seasoned foods eaten by ihe Mexicans 
are doubtless injurious to health and no more 
delectable than otlier available foods, but 
Mexicans will have their pepper. 

6. Advertisers spend many millions every 
year trying to establish or maintain consumer 
habits of buying certain brands of goods, and 
many of them are successful in building up 
rather stubborn and tenacious habits. The 
Maxwell House Coflfee habit of some American 
people was .sold some years ago for 42 million 
dollars, and the Jello habit for 35 million. In 
some cases advertisers have been able to make 
household words of mere trade names: auto¬ 
mat, bakelite, brilliantine, cellophane, cellu¬ 
loid, comptometer, dictaphone, ethyl, kodak, 
linotype, mimeograph, multigraph, vaseline, 
and victrola. Many people believe, for in¬ 
stance, that kodak is synonymous with camera.® 

That advertising has a great influence on 
wants will be readily conceded. The hundreds 
of millions spent annually on advertising con¬ 
tented cows, tailor-made gasoline, cough-proof 
cigarettes, B.O.-destroying soap, film-remov¬ 
ing dentrifices, and health-restoring laxatives 
prove that advertising does create wants. In 
some cases the want is already there, and ad¬ 
vertising merely makes it more insistent, or di¬ 
rects it to some particular brand of product. 


Men have smoked tobacco since the time of 
Walter Raleigh, but there is no doubt that cig¬ 
arette advertisements induced many women 
to smoke. Soap has been used for centuries, 
but Procter and Gamble’s skillful advertising 
directed the demand to the only soap that is 
exactly 991* per cent pure! 

In some cases, advertising has created the 
want. We may well adopt a somewhat critical 
attitude toward many of the wants thus cre¬ 
ated. It is true that advertising has directed 
people’s attention to certain worth-while im¬ 
provements in goods and has raised the tone 
of living in some respects; the advertising of 
well-tailored clothes and artistically designed 
houses may have made the world a somewhat 
more attractive place. Without conceding all 
the virtues urged for Life Buoy soap, Pepso- 
deii^ tooth paste, and Listerine, we may con¬ 
cede that bathing and brushing the teeth are 
socially desirable habits. 

On the debit side of the advertising balance 
sheet, many entries have to be made. In the 
first place, advertising is a mutually self-eras¬ 
ing influence, for when all producers advertise, 
each one’s appeal is largely nullified by the ap¬ 
peals of all the others. In the second place, to 
the extent that advertising does create wants, 
it induces consumers to dissipate much of their 
incomes on things that are useless or even 
harmful. Soap is useful and batliing commend¬ 
able, but much of the toothpaste is useless, 
and many of the drugs and patented medicines 
advertised are actually harmful. Most of the 
people who arp persuaded to buy vitamin tab¬ 
lets do not need them, because a well-balanced 
diet provides plenty of vitamins. Thousands of 
people have been physically injured by using 
the liver pills, aspirin tablets, and various 
drugs advertised in the newspapers and over 
the radio. 

In the third place, the very nature of the 
advertising appeal is such that it can add little 
to the sum of human satisfactions. The adver¬ 
tiser tries to lead the consumer to ouy by mak¬ 
ing him dissatisfied with what he has; so the 
consumer, after he has bought the new stuff, 
is out his money, but is merely in the same 
state he would have been in if the advertiser 
had let him alone. Making a man unhappy and 


® See The Pleasures of Publishing, Columbia University Press, April 3, 1944. 
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then making him happy again is no great so* 
cial service. Certain classes of society would be 
happier with fewer goods and more leisure, 
but no powerful economic interest keeps drum¬ 
ming at them to stop buying baubles and take 
their ease. As long as there is the imperative 
and artificially created desire for more and 
more goods, men must bend to the task of 
making enough money to buy the goods, often 
when they are too busy or too tired to enjoy 
them. 

There is little reason to assume that adver¬ 
tising raises the rationality of wants, for adver¬ 
tising is designed solely to sell goods, not to 
enlighten the buyer. Fact and fable are used 
with equal readiness. Vitamin tablets have 
been said by some of the more enthusiastic ad¬ 
vertisers to bring the following important bless¬ 
ings: they improve eyesight, prevent hair from 
turning gray, relieve fatigue, increase resist¬ 
ance to cold germs, reduce nervousness, aid 
digestion, increase one s energy, and prevent 
anemia, earache, headache, sinus trouble, ca¬ 
tarrh, pimples, lung, liver, and kidney infec¬ 
tions, arthritis, rheumatism, neuritis, heart 
trouble, jittery nerves, irritability, insomnia, 
bad teeth, bad complexion, poor appetite, and 
general discoiuagement; they insure a radiant 
personality, an alert mind, and a youthful ap¬ 
pearance; they were an important means of win¬ 
ning the war, and some of them are laxative. 
Perhaps we should appreciate the fine restraint 
shown in the avoidance of any claim that they 
will cure flat feet and infantile paralysis. Even 
without this, it is easy to see how vitamin pro¬ 
duction has become a $200,000,000 business. 
A hundred examples similar to this could be 
given. None of the cigarette producers buy any 
but the “costlier tobaccos.” What becomes of 
the cheaper tobaccos is a dark secret. 

A typical set of wants 

As an Illustration of the operation of con¬ 
vention, emulation, and advertising in the cre- 
atkm of wants, let us take the home of a fairly 
^ical prosperous, hard-working business¬ 
man, a Babbit of the type drawn by Sinclair 
Lewis. He lives, let us say, in a fine home, ar¬ 
tistically designed by an architect; but it is 
Ucely that he has little appreciation of the ar¬ 
tistic points in the house, because he has been 
too busy making money to vex himself with 


such matters. If his house “looks like $20,000" 
he is content. He has a grand piano, probably 
out of tune, which of course he cannot play, 
nor could he enjoy it if someone else played it. 
He knows only that pianos are generally found 
in the homes of the successful, or perhaps his 
wife or daughters wanted one, so he “bought 
a good one,” even though a bass drum or a 
calliope would really serve him better. On the 
piano are copies of the latest jazz offenses, 
which probably please him more than music. 
Very likely he has a victrola, with similar jazz 
records, and a radio which brings in Bing 
Crosby and Frank Sinatra to brighten up the 
home. In the bookcases, built-in in accordance 
with the architect’s plan, are fine new books 
with pages uncut; and on the walls are origi¬ 
nals, prints, etchings, and lithographs, but the 
owner may not know which is which. He is 
too busy earning the money to buy these things 
to learn how to enjoy them. He has to work 
like a slave every day to get the things that 
convention and fashion and social emulation 
and advertising demand of him; but he winds 
up as poverty-stricken in wants, in the capacity 
to enjoy and appreciate, as he is rich in goods 
and in opportunities for ostentation. What he 
needs is not the satisfaction of the wants he 
has, he needs a better set of wants. 

The desire for goods vs. the desire for activity 

The study of wants brings up a question 
which arises very often in economics—what 
kind of an animal is man? Is he a sort of glori¬ 
fied hog, driven to activity only by the desire 
for such goods and services as will satisfy his 
wants, or is he something much higher, with 
a restless desire to be active, to work and plan 
imd strive, to create, to seek excellence, per¬ 
haps for its own sake? Do his activities arise 
from his wants, or do his wants arise from his 
activities? Is the “theory of consumption” the 
true basis of economics, or is our science rather 
a science of activities? Many of the earlier 
economists held to the former view and re¬ 
garded man as an economic man, selfish, ration¬ 
ally and calculatingly seeking to avoid pain 
and gain pleasure, active mainly in the quest 
for the things necessary to satisfy his wants. 
In the early stages of man’s development, there 
was doubtless much truth in this view; and 
even today there is some truth in it, if not so 
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much as is commonly believed. All men are to 
some extent “economic men" in this sense, and 
a few are little else, concerned mainly with 
satisfying their elementary wants, eating, 
drinking, idling, making themselves as com¬ 
fortable as possible. The great emphasis on 
physical comfort in America, the mounting 
sales of comfort-providing and labor-saving 
gadgets, indicate that the “pig trough philos¬ 
ophy," as Carlyle called it, is widely accepted. 
Perhaps the heavy liquor bills of so many peo¬ 
ple have to some extent the same significance, 
although there is a decreasing amount of gross 
drunkenness. Carver suggests that one must 
aim low in generalizing about human wants. 
Almost all men are interested in hunger and 
sex, most men like good food, many are inter¬ 
ested in good clothes, a few enjoy good litera¬ 
ture and music, and a very few are supremely 
interested in doing fine creative work for its 
own sake. According to Carver, the lower de¬ 
sires are more common in human beings. 

Recently, however, social scientists have 
given greater emphasis to the theory that man 
is not merely a sensuous calculator of pain and 
pleasure, but a creative animal, “an aspiring 
rather than a desiring being"; that he desires 
to be active, and that his activities do not arise 
from his wants so much as his wants arise from 
his activities. Even Aristotle believed that “it 
is equally a mistake to place inactivity above 
action, for happiness is activity." Marshall ex¬ 
pressed this very well several decades ago: 
“Speaking broadly, therefore, although it is 
man’s wants in the earliest stages of his devel¬ 
opment that give rise to his activities, yet after¬ 
wards each new step upwards is to be regarded 
as the development of new activities giving 
rise to new wants, rather than of new wants 
giving rise to new activities. ... It is not 
true therefore that ‘the Theory of Consump¬ 
tion is the scientific basis of economics.' 

Frank Knight is even more definite in his 
repudiation of the theory of consumption: 

It is common to think of the economic process 
as the production of goods for the satisfaction of 
wants. This view is deficient in two vital respects. 
In the first place, the economic process produces 


wants as well as goods to satisfy existing wants, 
and the amount of social energy devoted to the 
former and neglected phase of activity is very 
large and constantly growing. The second point is 
that the production of the indirect means of want- 
satisfaction is by no means altogether directed to 
the ultimate satisfaction of wants in any direct 
sense of the terms. The increase in wealth is to a 
large extent an end in itself as well as a means to 
an increase of income, and this also again to a 
rapidly increasing degree as the standards of life 
are advanced. Men work “to get rich” in a large 
proportion of tlie cases, not merely in addition to, 
but in place of, consuming large amounts of goods. 
It is a grave error to assume that in a modem in¬ 
dustrial nation production takes place only in or¬ 
der to consiunption. It is true to a great and ever 
increasing degree that consumption is sacrificed to 
increased production. Whatever our philosophy of 
human motives, we must face the fact that men do 
“raise more com to feed more hogs, to buy more 
land to raise more corn to feed more hogs to buy 
more land," and, in business generally, produce 
weallli to be used in producing more and more 
wealth with no view to any use beyond the in¬ 
crease of wealth itself." 

Knight expands this thought even further; 

Perhaps a sufficient comment on the hedonistic 
theory [the tlieory that man merely desires satis¬ 
faction of his wants] would be to run through 
again the main categories of economic wants, 
food, clothing, shelter, amusement, etc., and sim¬ 
ply ask the candid question as to what fraction of 
the ordinary man's expenditure for any of them 
makes him “feel better” or is expected to do so. 
The higher one is in the economic scale, the more 
successful in doing what all are trying to do, the 
larger is the proportion of his consumption which 
tends to make him less, and not more “comfort¬ 
able.” The authors of great imaginative literature 
—always indefinitely better psychologists than the 
psychologists so-called—^have never fallen into 
any such palpable delusion as the belief that men 
eidier strive for happiness or expect to be made 
happy by their striving. The same has been true 
of philosophers and religious thinkers of all time, 
and even economists have recognized the futility 
of attempting to satisfy wants. It is obvious that 
wants multiply in at least as great a ratio as the 
heads of the famous hydra.* 


^ Alfred Marshall, Principles of Economics, pp. 89, 90. 

® Frank Knight, Risk, Uncertainty and Prafi, pp. 318-319. By permission of Houghton Mi£9in Com¬ 
pany, publishers* 

* Frank Knight, The Ethics of Competition, p. 31, 
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Or, as the prophet has said: "He that ioveth The desire for excellence 
silver shall not be satisfied with silver, nor he Not all the hard work in the world is done 

that Ioveth abundance with increase; this also to get ahead of others, or even to keep up with 

is vanity.” others. There is in most people a desire for 

Many of the goods of every society are excellence, perhaps for its own sake; a desire 

wanted because they are useful in some sort of "almost as wide in its range as the lower de¬ 
human activity. As Marshall put it: "A largo sire for distinction. Just as the desire for dis¬ 

part of the demand for the most highly skilled tinction graduates down from the ambition of 
professional services and the best work of the those who may hope that their names will be 

mechanical artisan, arises from the delight that in men s mouths in distant lands and in dis¬ 
people have in the training of their own fac- tant times, to the hope of the country lass that 

ulties, and in exercising them by aid of the the new ribbon she puts on for Easter may not 

most delicately adjusted and responsive im- pass unnoticed by her neighbors; so the desire 

plements.”^*^ The American people spend a])out for excellence for its own sake graduates down 

half a billion dollars a year on fishing—for rods from that of a Newton or a Stradivarius, to 

and flies and boots and boats, and for the other tliat of the fisherman who, even when no one 

expenses connected with catching fish that are is looking and he is not in a hurry, delights in 

worth, when caught, only a fraction of this handling his craft well, and in the fact that she 

cost. Fishermen are after sport—activity—as is well built and responds promptly to his 

much as fish. So we demand perfectly balanced guidance.”^^ 

tennis rackets; balls and bats, golf sticks, bil- Almost all of us have this motive in some 
hard cues, and guns of fine workmanship; cigar degree. The farmer loves to work with a good 

lighters, electric razors, and other gadgets. On team and takes pride in drawing a straight fur- 

a somewhat liigher plane, we like to write with row and in seeing his plow turn the soil 

a fine pen, to work with fine tools, perhaps just smoothly; the merchant finds solid satisfaction 

for the fun of it. No doubt the demand for in keeping his store neat and clean and in ar- 

automobiles should be included here as an in- ranging his stock attractively; the undertaker 

strument for exercising our faculties effec- is proud if he can turn out a "nice body”; the 

tively. It is a joy to touch the accelerator and street sweepers, so the story goes, were criti- 

feel the car bound forward and see the bill- cal of the one who was considered "a little 

boards fly past. weak around the lampposts.” Even children at 

Like so many other things in life, both wants an early age may take pride in good work and 

and activities are subject to the great principle in good equipment with which to do it. 
of relativity, and they shade into each other. 

Wants shade from the mere biological desire Human rationality 

for food up to the intellectual hunger of the We are now prepared to return to the ques- 

literary genius who denies hini.self needed food tion of rationality, one of the most important 

in order to buy books; and activities range from questions in economics, but extremely ^fficult 

the common sport of the hunter who finds his to analyze clearly. Much of our traditional eco- 

greatest joy in killing, to the creative work of nomics rests implicitly on the assumption that 

a Schubert or Mozart who is driven to write people know enough about goods, and have 

unperishable masterpieces of music. The de- enough rationality in using their knowledge, 

sire for the satisfaction of wants also shades to choose the things that will give them some* 
into the urge for activity, and it is sometimes thing approximating maximum satisfaction; 
difiScult to ^tinguish clearly between the two. that knowing the quality of goods, they will 
Is a copy of Shakespeare, for instance, merely not buy inferior goods; and that producers will 
a consumers* good, or docs it satisfy a desire therefore be obliged to make only goods of 

of the mind to be active, the urge for self- high merit, and so the productive resources of 

improvement? the economy will be used to provide such 

^ Alfred Marshall, Principles of Economics, p. 89. 

^ Ibid., p. 89. By permission of The Macmillan Company, publishers. 
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goods as will afford maximum satisfaction. It 
will be noted that rationality in its broad sense 
includes not only the mental "'reasoning power” 
•^needed to choose goods wisely, but full knowl- 
•edge of all the qualities of goods. Can we as¬ 
sume that people generally have such ration¬ 
ality, or anything approximating it? 

We may begin by saying that only within 
narrow limits can men choose the kind of lives 
they lead—their aims, activities, and ideals— 
•and therefore the goods they use. Their choice 
is severely circumscribed by environmental 
limitations. The Indian in Kansas a hundred 
years ago could choose to be a hunter of buf¬ 
falo or starve to death; the Eskimo in Alaska 
has practically no choice but to be a fisherman 
.and hunter; the son of a pioneer, a few gen¬ 
erations ago, usually had to be a farmer, al¬ 
though he might become a merchant. Even to¬ 
day the farm boy is as a rule obliged to be a 
farmer. There is no law to that effect, no ethi¬ 
cal code, no fixed custom; but the influences 
surrounding him early in life are such tliat he 
is likely to "choose” to be a farmer. The coal 
miner’s son has only a narrow range of choice, 
with limitations fixed by his home environment, 
his training, and his financial circumstances; 
hence he is likely to choose to be a coal miner. 
The child in a well-to-do home has a wider 
range of choice, but it is narrower than he 
himself is likely to realize. He is likely to 
choose his vocation as a result of a thousand 
influences in his home and school, and in his 
social, religious, and economic life; and having 
chosen it, he will have wants appropriate to 
that work. 

In choosing among different classes of wants, 
as in choosing his lifework and the kind of life 
he will lead, a man is usually bound by his 
heredity and environment, but mostly by his 
environment. Today, in the United States, he 
is almost compelled by environmental influ¬ 
ences to want an automobile, just as, a genera¬ 
tion or two ago, he would have wanted a horse. 
He is obliged to want as good clothes as he 
can afford, because he will suffer in his busi¬ 
ness and social relationships if he does not 
dress fairly well; and the clothes must be in 
the prevailing style, whether he likes it or not. 
However boresome and distasteful schoolwork 
may be to him, he will want some education; 
hearing little but jazz, he will want jazz; since 
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his wife and friends play bridge he will be 
obliged to play bridge or suffer social ostra¬ 
cism; if he is reared in a religious home and 
community he will join the church and per¬ 
haps even teach a Sunday school class. If he is 
an incorrigible individualist with an iron will, 
he may to some extent free himself from his 
environmental influences, may to some extent 
demand the sort of things that he really enjoys; 
but he will look queer to his associates and 
will probably suffer socially and pecuniarily. 
Emerson was correct in his dictum, “Whoso 
would be a man must be a nonconformist”; 
but he might have added, “Whoso would be a 
nonconformist must not mind being thought 
a bit queer, and may not achieve much worldly 
success, unless he is very able.” At any rate, 
nonconformists are too rare to make necessary 
much qualification of the conclusion that, in 
choosing among different classes of wants, men 
are largely bound by environmental influences. 

If we wished to go into philosophy far 
enough we might come to the conclusion that 
men really have no choice with respect to any¬ 
thing in the world, no “free will” whatever; 
that they are entirely the product of heredity 
and environment, the only factors that affect 
human character, both of which are beyond 
their control; and that their choices through¬ 
out life will therefore be the result of forces 
beyond their control, that is, their heredity and 
their environment. They will indeed make 
choices and will believe that they are making 
them deliberately, rationally, and of their own 
free will; but the choices will be the result of 
the type of character that heredity and envi¬ 
ronment have given them, for they can be the 
result of nothing else. 

In choosing among tlie various varieties, 
brands, and trade-marks of a given good, the 
individual faces problems of a different kind, 
but again knowledge and rationality are not as 
high as we might wish, and vary widely with 
different sorts of goods. 

The housewife does much of ^he spending 
in most homes, and she is in a poor position to 
know exactly how to rate all die hundreds of 
brands of goods among which she must choose. 
She is an unspecialized buyer, so busy with the 
routine of housekeeping—^the “darning, patch¬ 
ing, stirring the pot, buttoning and unbutton¬ 
ing, feeding and spanking man s perennial 
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pvogeny**~that she has little time to test a 
himdred brands of canned peaches, or flour, 
or coffee, or soap, or sheets, or blankets, or 
rugs. Some things she appraises fairly well, 
but her information regarding many others is 
scanty, and she is likely to be influenced by 
superficial appearance, by the salesman’s 
or by the advertising she sees in the 
newspaper or hears over the radio. There is no 
reason either to believe diat men are more in¬ 
telligent buyers than women. 

In her purchases of many foods such as 
meats, butter, and fresh vegetables the house¬ 
wife does a fairly good job because she buys 
every day or so and can usually tell whether 
foods are fresh and palatable. Yet many house¬ 
wives spend much more for food than they 
need to; they buy expensive meats which are 
little better than cheaper cuts, properly 
cooked; and for cereal foods, crackers, and the 
like, they spend two or three or even ten times 
as mudi as equally healthful foods would cost. 
When Kansas wheat was selling for 25 cents a 
bushel in 1932, certain kinds of crackers made 
from it were selling at 70 cents a pound—$42 
a bushel for the wheat used in them! Ready- 
mixed flour sells at a price about three times 
that of the unmixed ingredients, yet it is sold 
in large amounts. In buying canned foods, the 
housewife is largely uninformed and irrational. 
The Temporary National Economic Committee 
found the same grade of canned green and 
wax beans seUing anywhere from 13 cents to 
25 cents a pound; A-grade canned pears for 
11 cents a pound, C-grade for 18, and B-grade 
fqp: 20; A-grade tomato juice selling for as lit¬ 
tle as 5.7 cents a pound, and C-grade for 11.8 
cents. According to this committee, there was 
" np significant correlation between price and 
quality”; that is, buyers who paid high prices 
got little better quality than those who paid 
much lower prices. In other words, buyers ap¬ 
peared to have almost no rationality at all. 

Information regarding clothing is a little 
more adequate, but rationality is not very high. 
Consumers can tell something about the qual¬ 
ity of doth by examming it, and they can rely 
to soom extent on the integrity of the retailers* 
Those who pay hi^ prices for shoes usually 
get good sh^; cheap shoes are sddom good. 


Here there is certainly a significant conelation 
between price and quality. In the purchase of 
home furnishings, buyers are not well in¬ 
formed. Furniture that looks alike to the un¬ 
skilled buyer may differ widely in quality of 
construction. Regarding such things as vacuum 
cleaners, buyers appear to have almost no in¬ 
formation at all, for a $29 cleaner was foimd 
to do better work than either of two others 
selling in large numbers for $60 and $80 re¬ 
spectively. The advertising of some articles 
has been completely false or misleading. Thus 
"German silver” hiis no silver in it; "Toyo Pan¬ 
ama” and "Formosa Panama” hats were not 
Panama hats but were made from a rice-paper 
product; ‘‘Philippine mahogany” is not mahog¬ 
any; "French linen” is usually not linen and 
does not come from France, nor are "Austrian 
wool” and "Saxony wool” woolen products nor 
do they come from Austria and Saxony; "sea 
lion” and "beaverette” furs covered only the 
lowly rabbit, not sea lions or beavers; "linen- 
ized,” "linen-finished,” "wool-finished,” "wool- 
spun,” and "silk-finished” have been used to 
describe cloth which contained no linen, wool, 
or silk; "waterproof,” "water-repellent,” "wa¬ 
ter-resistant,” and "shower-proof” have been 
used to describe many kinds of cloth which 
could not keep their wearers dry. When it 
comes to buying such things, consumer infor¬ 
mation and rationality are generally low.^^ 

Knowledge and rationality are probably 
lowest in the purchase of cosmetics, drugs, and 
medicines; and here quackery and misrepre¬ 
sentation reap their richest rewards. Investiga¬ 
tion of 130 brands of soap showed little if any 
correlation between price and quality. A brand 
of bath soap selling at 20.4 cents a pound was 
found superior to another highly advertised 
soap pric^ at $1.97 a pound. Two lipsticks, 
one selling at $1.25 and the other at 10 cents, 
were found to be practically ahke. A dollar 
bottle of such stuff as Listerine contains less 
than a p^ny s worth of germicide, but car¬ 
loads of it are sold. Of the 50,000 or so patent 
medidnas, only a small percoiitage are of any 
real curative value, and not a few are actually 
injurious, yet the people buy them. 

Ev^ when die consumer has ample oppor¬ 
tunity to learn die merits of the difi^ent 


^Temporary National Economic CoBunittee, Heafk^$, Fart S. 
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brands, he often shows little rationality, or 
none at all. For example, a smoker has plenty 
of chances to try various brands of cigarettes 
—^in fact he probably has smoked most of 
them—^yet he often winds up with a definite 
preference for one brand over others exactly 
like it. He may drink coflFee every morning, 
but as likely as not he will insist on a certain 
brand which is inferior to others that are no 
more expensive. 

There is generally no knowledge or ration¬ 
ality at all in the purchase of one other very 
important good, insurance. Seldom does the 
buyer know anything whatever about the rela¬ 
tive standing of various insurance companies. 
He buys because the salesman catches him in 
an unguarded moment or because the sales¬ 
man is a friend, but seldom because he has 
studied the records of the different companies. 

Whether consumers today choose among the 
different brands and trade-marks with more 
wisdom than they did a generation or two ago 
is doubtful. Certainly they are much wiser 
generally, they know much more than the con¬ 
sumers of earlier generations; but the difficul¬ 
ties of choosing are vastly greater too, for there 
are many more kinds of goods and more brands 
of every kind, and they buy a larger propor¬ 
tion of the goods that they use. Protective laws 
prohibit many kinds of adulteration that were 
once fairly common, the quality of many kinds 
of goods is higher, and consumers are less 
likely to choose something definitely spurious 
or injurious. 

Thus our answer to the question of human 
rationality is ratlier long and, like many an¬ 
swers in economics, not very definite. Certainly 
many consumers are so uninformed and irra¬ 
tional that they buy tliousands of inferior and 
even injurious products and so keep the pro¬ 
ducers of such goods in business, and they 
themselves fall definitely short of the maximum 
satisfaction obtainable from their purchases. If 
€(msumers had full and exact information re¬ 
garding everything they buy, and if they were 
perfectly rational in using such information, 
the standard of living might be raised as much 
as 50 per cent, with no increase in the amount 
of goods produced. L. R. Walker, of Sears, 
Roebuck & Company, testifying before the 


Temporary National Economic Committee, de¬ 
clared his belief that the standard of living 
could be raised at least 25 per cent merely by 
providing individual buyers with the same 
standards and specifications that the govern¬ 
ment uses in its purchases; but this would of 
course be impossible, for advertisers and news¬ 
papers would oppose it. 

Perfect rationality perhaps undesirable 

Perfect ‘rationality," in the sense of purely 
intellectual, unemotional calculation in all the 
affairs of life, might not provide a really happy 
life. Most people must indulge in some ex¬ 
cesses and in occasional recklessness for the 
sake of variety and emotional release. Some 
people seem to find it easy to follow an even 
course in their expenditures, but others like to 
deviate from the even tenor of life occasion¬ 
ally, perhaps play the miser for a while, then 
spend freely for a time, buy crazy luxuries oc¬ 
casionally, while skimping on the necessities. 
There is something to be said for this, on the 
general principle of variety. As Mark Twain 
once said: “I don't see why a kaleidoscope 
shouldn't enjoy itself as much as a telescope, 
nor a grindstone have as good a time as a 
whetstone, nor a barometer as good a time as 
a yardstick."^® 

Impossibility of defining happiness 

We have used the word ‘Tiappiness" here, 
and shall use it occasionally, for lack of a bet¬ 
ter word; but it has no precise meaning. The 
maudlin old lady at a funeral, with the tears 
running down her nose; the reader of a sad 
story; the student of Humpty Dumpty Uni¬ 
versity, shouting when the home team make a 
touchdown; the Nazi yelling ‘‘Heil Hitler" 
when that matchless moron appeared at the 
microphone; the boy riding his new bicycle; 
the hunter killing game for sport; the gour¬ 
mand at a good dinner; the bibber deep in his 
cups; the Presbyterian at church communion 
—^all these are apparently happy but in dif¬ 
ferent ways. Philosophers have never a^eed 
on the nature of happiness, but it is dearly an 
emotion of many different aspects, and it is 
not altogether a product of rationality. Somn 
philosophers have even asserted tiiat it is a 


Mark Twain, Letters, vol. i, p. 356. 
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matter of ^'systematized delusions/* according 
to which a man might be unhappy either be¬ 
cause he has not enough delusions or because 
he does not have them well systematized. 
Mark Twain touched upon this in his wise ad¬ 
vice: ‘Treserve your illusions. When Aey are 
gone you may exist, but not live.” We have 
already seen that happiness is not connected 
very closely with consumer satisfactions, be¬ 
cause the satisfaction of one want leads only 
to a new crop of wants; and therefore the 
study of economics will perhaps avail little in 
its pursuit. 

Happiness is then impossible to define. 

But the test [applied to goods and activities] is 
not happiness. And by this we do not mean that 
it ought not to be, but the simple fact that that is 
not what men want. It is a stock and conclusive 
objection to utopias that men simply will not live 
in a world where everything runs smoothly and 
life is free from care. ... A man who has noth¬ 
ing to worry about immediately busies himself in 
creating something, gets into some absorbing 
game, falls in love, prepares to conquer some en¬ 
emy, or hunt lions or the North Pole or what not. 
We recall also the case of Faust, that the Devil 
himself could not invent escapades and adven¬ 
tures fast enough to give his soul one moment's 
peace. So he died, seeking and striving, and the 
Angel pronounced him thereby “saved.” “Wer im- 
roer strebend sich bemiiht, den konnen wir er- 
Idsen.” The pleasure philosophy is a false theory 
of life; there abide pain, grief, and boredom: 
these three; and the greatest of these is boredom. 
The Hindus thought this question of happiness 
through to the end long ago, and reached tlie in¬ 
evitable conclusion—Nirvana—^just life enough to 
enjoy being dead.^^ 

The fullness of life 

Since the quest for happiness is largely vain, 
perhaps we should direct our attention to an¬ 
other ideal. Marshall says that “the fullness of 
life lies in the development and activity of as 
many and as high faculties as possible.” We 
cannot say whether life is good or not; but if 
it is not good we can help ourselves liberally 
anyhow, while we are here, consoling our¬ 
selves with tho thought that we shall be dead 
a long while. Because we must have such a 
large helping of being dead, we should be 


alive as much as possible while we are here, 
exercise as many faculties as possible. We may 
well enjoy family life (bachelors and spinsters 
miss a great deal), read, listen to the riches of 
music and see great works of art, decorate our 
walls with good prints if we cannot afford orig¬ 
inals, see a good show occasionally, travel, 
fish a litde if we have patience, play golf, hunt 
antiques, dig in the ground in the springtime 
—^Abel started that business, and man will 
never get away from it—^walk through dead 
leaves in November and tlirough snow in the 
winter. Strong drink is dangerous, and we need 
not get “full” to have a full life, but perhaps a 
full life has to include a modest amount of in¬ 
nocent wickedness. 

The development and exercise of as many 
and as high faculties as possible, that is the 
good life because it is much life. It is on this 
principle that man may be said to be higher 
than the oyster. Having a somewhat larger and 
more deeply convoluted brain, he may indeed 
be wiser than an oyster, but he may also be 
crazier than an oyster. He does, however, live 
a fuller life because he exercises more faculties. 

The law of diminishing utility 

In the consumption of goods, consumers are 
subject to the law of diminishing utility, which 
Marshall has stated as follows: “The total util- 
ity of a thing to anyone {that is, the total pleas¬ 
ure or other benefit it yields him) increases 
with every increase in his stock of it, but not 
as fast as his stock increasesrU his stock of it 
increases at a uniform rate the benefit derived 
from it increases at a diminishing rate. In other 
words, the additional benefit which a person 
derives from a given increase of his stock of a 
thing, diminishes with every increase in the 
stock that he already has.**^'*^The total utility 
to him is the utility of all the units of his stock; 
the marginal utility is the utility of the last 
unit purchased, or, if he makes the good him¬ 
self, the utility of the unit or part which he 
thinks it is only just worth his while to make.y 

Analyzing this law, we note first of all that 
economists measure utility only by the objec¬ 
tive standard of what an individual will pay 
^or a unit of a good, or what labor or other 


Frank Knight, The Ethics of Competition, p. 32. 
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sacrifice he wtH undergo to secure it. This is 
subject to some error, for it is hard for anyone 
to judge even his own desires accurately at any 
given time, and they change from time to time; 
and equal money payments of course do not 
represent the same utility to men of different 
wealth and ineeme. Nevertheless, this is the 
best way of measuring that we have. One rea¬ 
son why economics is probably more exact 
than some of the other social sciences—soci¬ 
ology, for example—^is that economists do not 
try to measuie human motives except by the 
yardstick of monev prices or other equally ob¬ 
jective sacrifices. 

This is much more accurate than trying to 
measure desires by what people say, for most 
people are surprisingly careless—^not to say 
dishonest—^in what they say. A woman say^ 
she would *'give anything to be able to play 
the piano,’’ by which she really means she 
would give anything but the time and effort 
necessary to learn; she may say that she '‘just 
loves to read Shakespeare” but cannot find 
time, which probably means that she really 
prefers to do sometliing else wdth her time; she 
explains her negligence in writing to her 
friends as due to the fact that she is so very 
busy that she cannot find time foi it, when the 
real truth is that she prefers to do sometliing 
else. Although most people fool themselves 
easily and often about such things, we may 
assume that they usually do th<* things they 
want to do, subject to the limitations imposed 
by their necessary work, and buy the things 
that they want, subject to the limitations set 
by their incomes. 

The price measure of utility is of little use in 
comparing tlie utility of goods to people of un¬ 
equal wealth and income. The poor newsboy 
and the rich man's son may pay the same price 
for a bicycle, but its utility to the former is of 
course much greater. When an individual, 
however, pays an equal amount for tw^o things, 
it may be assumed that tliey have approxi¬ 
mately equal utility to him; and in comparing 
groups of people of equal incomes and similar 
testes, equal prices inicate equal utility with 
fair accuracy. 

The basis of the law of diminishing utility 
appears to be the ratlier simple psychological 
fact that in the consumption of a given good, 
the more nearly satisfied a man is, the less he 
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cares for more. We might state this, more tech¬ 
nically: “If at a given time an individual con¬ 
sumes successive units of a commodity, the 
utility of the successive units consumed de¬ 
clines until a point of satiety is reached.” If 
one eats successive slices of bread, cuts of 
meat, pieces of candy, or units of food gener¬ 
ally, each successive unit satisfies a less urgent 
want. If the consumption takes place at a 
given time, the principle applies also to habit¬ 
forming ct>minodities, such as tobacco, intoxi¬ 
cating liquor, certain foods, such as olives and 
avocado pears, which many people have to 
learn to like, and to certain goods of an artis¬ 
tic nature, like good music, art, and litera¬ 
ture, wln’ch, in sornewliat the same way, most 
people must learn to enjoy. 

If we do not specify that the consumption 
must take place at a given time, some of the 
latter types of goods—tobacco, olives, and 
good music—seem to be exceptions to the 
rule, for if tlie consumption extends over a 
long period of time, additional units have an 
increadng and not a diminishing utility. In 
this case, the psychological attitude of the in¬ 
dividual changes; he is not the same man. But 
if he sits down and smokes successive cigars, 
eats olives, or listens to Beethoven, the mar¬ 
ginal utility declines. 

Our law refers not to tlie individual's con¬ 
sumption of additional units of a good at a 
given time, but to increases in the stock or 
supply of the good. But with increases in his 
stock, he is in a position to consume more at 
each given time. If he has a larger supply of 
cigars, he can consume more every day, and 
the marginal utility will of course decline. In 
the case of habit-forming goods, however, the 
marginal utility may not decline much; on the 
contrary, it may even rise, because in the pe¬ 
riod in which the supply is consumed the in¬ 
dividual's taste may change. He may learn to 
enjoy such things more. The marginal utility 
of a stock of 100 bottles of whisky or of a hun¬ 
dred records of classical music mav be greater 
than the marginal utility of half a dozen bot¬ 
tles or half a dozen records. 

The law of diminishing utility is to some ex¬ 
tent responsible for the production of our al¬ 
most infinite variety' of goods. At dinner we do 
not stop eating when we have enou^ meat 
and potatoes, for other foods are offered us— 
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perhaps several courses, ending with a des¬ 
sert sweetened to tempt a jaded appetite, or, 
in non-prohibition states, some kind of liquor. 
We have not only many kinds of food at any 
dinner, but a wide choice of meats, vegetables, 
and desserts from day to day. The menu in an 
expensive hotel or dining ear o£Fers many dif¬ 
ferent lands of food, partly to meet the re¬ 
quirements of the law of diminishing utility. 
In the use of clothing, similarly, we find the 
principle of diminishing utility operating to 
provide wide variety. A poor man may have to 
content himself with one suit of clothes, one 
pair of shoes, one tie; but if he gains in income 
he adds to his wardrobe. A woman of the well- 
to-do class who has only a dozen dresses is 
likely to complain that she has ‘nothing to 
wear.** In houses, the principle leads to an in¬ 
crease in the number of rooms and pieces of 
furniture. A hard-working businessman who 
has little time for recreation is likely to have 
a "recreation room** anyhow, which he enjoys 
looking into once in a while because it is a 
change from the living room. 

The law of diminishing utility was not 
clearly enunciated by most of the early econ¬ 
omists. Adam Smiths famous dictum in The 
Wealth of Nations indicated that he did not 
understand it clearly: "The things which have 
the greatest value in use have frequently little 
CMT no value in exchange; and, on the contrary, 
those which have the greatest value in ex¬ 
change have frequently little or no value in 
use. Nothing is more useful than water: but it 
will purchase scarce anything; scarce anything 
can be had in exchange for it. A diamond, 
on the contrary, has scarce any value in use; 
but a very great quantity of other goods may 
frequently had in exchange for it.” Now 
die real ^tinction here, which Smith failed to 
see, is not between value in use and value in 
exchange, but between total utility and mar¬ 
ginal utility. Water may indeed be said to have 
greater total utility than diamonds; but since 
it is relatively plentiful, its margind unit satis¬ 
fies a relatively unimportant want, whereas the 
marginal unit of diamonds satisfies a very im¬ 
portant want. Fernando Galiani, who preceded 
Adam Smith fay a few years, grasped the prin¬ 
ciple fairly clearly: "But most m^ reason 


thus: A natural calf is nobler than a golden 
calf, but how much less its value is. I answer, 
that if a natural calf were as rare as one of 
gold, its price would be as much more than 
that of the golden calf as the utility and need 
of the one exceeds that of the other.”^* 

Total vs. effective utility 

Economists make a distinction between total 
utility and effective utility, total utility being 
the utility of all the units of the supply, and 
effective utility being the marginal utility mul^ 
tiplied by the number of units. The assumption 
is that since tlie marginal utility declines as the 
supply increases, the total utility is greater than 
the effective utility. This may be illustrated by 
Fig. 3. It is assumed here that the consumer 
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has three units in his supply. If he had only 
one unit the marginal utility would be the 
area o -f d; if he had two units, the marginal 
utility would be fc -f e; and with three units 
the marginal utility is c. It is assumed that 
even though the consumer has a supply of 
three units, the first unit has utility of a -f d 
(the same as if he had baly one unit), the 
second unit has utility of fc -f e (the same as 
if he had only two units), and the third unit 
has utility of c. With these assumptions, the 
total utility is the area a + d + b + e-f-c, and 
the effective utility is the area a -f- b -f- c. Tliis 
is less than the total utility by the area d + e. 

How much truth or significance there is in 
this analysis is difficult to determine. If we 
assume that a very hungry man, who for some 
reason has been unable to secure food, arrives 
at a hamburger stand, he will presumably eat 
hamburgers until the utility of the last one, 
the marginal one, just equals the price he has 
to pay. If the price is reasonable and he^ is a 
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man of moderate income* he will get a hand¬ 
some total utility from his purchase* for under 
the circumstances the first hamburgers have a 
far greater utility tlian that represented by 
price he pays. So would it be if he were ex¬ 
tremely thirsty and came to a place where he 
could buy drinks, or if he had not heard music 
for a long while and went to a concert. 

Such situations are not usual, however, for 
most people are not starving on the desert, nor 
are they extremely thirsty or suffering from a 
lack of music. Ordinarily they have easy access 
to food and other goods that they need, and 
therefore they do not develop intense desires. 
It might reasonably be assumed that whenever 
a man is hungry, whenever the utility of food 
rises above the cost of a dinner, he will eat; 
whenever the utility of a drink rises above its 
cost, he will drink; whenever the utility of a 
concert rises even slightly above its cost, he 
will go to hear music. The notion of a high 
total utility suggests that the individual is for 
some reason kept away from the markets where 
his wants can be satisfied, but as a rule this is 
not true. It also suggests that he develops the 
keen wants of a very meager economy and is 
then brought into an economy of plenty to 
satisfy them; but the poor man with the keen 
wants generally has to content himself with 
meager satisfactions, and the rich man usually 
does not develop keen wants. 

In the consumption of certain goods, how¬ 
ever, custom or habit prevents us from con¬ 
suming individual units as our desire arises, 
and thus we are in a position somewhat like 
that of the hungry man who for a time is un¬ 
able to secure food. We do not eat bits of food 
every hour or two; we wait until dinner and 
eat an entire meal, A man may not smoke at 
all during the working day but may smoke 
several cigars or cigarettes after dinner; obvi¬ 
ously he gets a diminishing utility from suc¬ 
cessive units smoked. If we assume that the last 
cigar or cigarette yields a utility just equal to 
the price paid* we must assume that the utility 
of those smoked earlier was somewhat higher. 

The rate at which utility declines varies both 
with different goods and with the kind of 
goods. For practically all goods consumed in 
the satisfaction of biological wants, the utility 
declines rapidly. For goods of artistic and cul¬ 
tural significance* on the other hand, it may 
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decline much more slowly. A man can enjoy 
only a limited amount of food because the ca¬ 
pacity of the human stomach is definitely lim¬ 
ited; but his desire for fine clothes, for books, 
pictures, and music, may be almost insatiable. 

Subjective value 

Economists of a generation ago devoted con¬ 
siderable attention to subjective value, which 
we may define as the subjective or psychologi¬ 
cal importance of a good to the individual us¬ 
ing it The best analysis of the relation of mar¬ 
ginal utility to subjective value was made by 
Marshall in terms of the equilibrium of the two 
forces, utility of the good and disutility of 
labor. In the case of Robinson Crusoe picking 
berries, there is a gradually rising curve of dis¬ 
utility of labor, and a declining utility of ber¬ 
ries. It is evident that he gains a handsome 
consumers’ surplus from the first few measures 
of berries, because he is hungry and for a time 
even enjoys his task. With each successive 
measure, however, the utility declines and the 



labor becomes more fatiguing and monotonous. 
At the eleventh measure the utility of the ber¬ 
ries and the disutility of the labor are equal. 
From Fig. 4 it is clear that if he picked only 
ten measures he would miss a small consumers’ 
surplus, and that he would pick a twelfth at a 
loss to him. The distance ab represents the 
marginal utility and subjective value of bentos 
and the marginal disutility of labor. 

A situation analogous to tihat of BoUnson 
Crusoe confronts everyone, even in the world 
of markets, of buying and sellings We «dl have 
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a dedining utility curve for goods and a rising 
disutility curve for the labor by which, through 
the me^um of money, we secure goods. Some 
goods we must have, and the labor necessary 
to secure this minimum is not necessarily irk¬ 
some. Almost all of us could get more goods by 
working harder, but at some point we decide 
that we want leisure and recreation more than 
goods; this is the equilibrium point. This point 
will of course vary with various individuals, de¬ 
pending on the slant of the two curves. If the 
utility of goods to a man declines slowly, if he 
is avaricious, he will get more than if it de¬ 
clines steeply. If he has grt'at vigor and tireless 
energy, he will reach the equilibrium point 
with more goods at his disposal than if he is 
lazy or easily tired or if he has many other 
things he would like to do. Many millionaires 
are men of great physical vitality. 

Certain peculiar kinds of goods seem 
scarcely to be subject to the law of diminish¬ 
ing utility at all for certain people. Collectors 
of antiques, of Indian arrowheads, of certain 
types of curios or historical relics, may develop 
a craze that is never satisfied, or, at any rate, 
does not decline much with additional accu¬ 
mulations. 

.diminishing utility and children 

It may seem fantastic to think of children 
as “goods,” yet many married people balance 
the joy of having children against the satisfac¬ 
tion of buying other kinds of goods, and make 
some adjustment between the number of chil¬ 
dren and the amount of other good.s; perhaps 
they decide on no children at all and abundant 
luxuries, or on the customary two children and 
a fairly generous supply of comforts and luxu¬ 
ries, or on a fairly large family and a modest 
or meager supply of ordinary consumers' 
goods. 

As “goods,” children are peculiar in several 
respects. In the first place, unlike most other 
go^s, they aflFord greater satisfaction in reali¬ 
zation than in anticipation. Most goods look 
better before they are bought than afterward; 
but few people realize how much children add 
to the richness of life until they actually have 
them. In the second place, the satisfaction of 
having children in the home does not decrease 


with the passing of time. They usually remain 
throughout life the most precious of all things, 
more important than all other possessions. In 
the third place, the law of diminishing utility 
does not seem to apply to added units of chil¬ 
dren, at any rate within reasonable limits. The 
man who valued his new baby at a million dol¬ 
lars but would not give two cents for another 
did not yet have the other one. If another came 
it also was probably worth a million—or per¬ 
haps slightly less if it chanced to be the twelfth 
or fifteenth. And finally, children as goods sat¬ 
isfy a very different sort of want from that satis¬ 
fied by most other goods. They bring continual 
expense, trouble, inconvenience, and in some 
cases worry; but with it all, they are the most 
precious and satisfying “goods” in the world, a 
standing refutation of the hedonistic philoso¬ 
phy of life. Probably most well-to-do people 
would live finer, better, and happier lives if 
they had more children and fewer luxury 
goods. As Bertrand Russell says, “Parenthood 
is psychologically capable of providing the 
greatest and most enduring happiness that life 
has to offer.”’^ 

Diminishing utility of money income 

It is sometimes said that the utility of addi 
tional units of money, or of money income, 
declines more slowly than the utility of any 
other individual good, and this is generally 
true. But the utility of money is not a simple 
thing, for money may be wanted for an almost 
infinite number of reasons because, even for 
the same person, it serves an almost infinite 
number of purposes. To most people it repre¬ 
sents merely purchasing power, the power to 
command all other goods in exchange; and to 
the extent that this is true, the utility of money, 
or money Income, does indeed decline much 
more slowly than that of any other single good. 
The utility of additional units of any other 
good, such as candy, cigarettes, ice cream, 
clothing, or rooms in one's home, declines 
sharply, because any one want is rather quickly 
satisfied; but money enables the possessor to 
buy a tvide variety of goods, to turn from one 
of which he has about enough to others that 
he still wants badly, or from a cheaper to a 
more expensive good. Therefore the utility of 


Bertrand Bus.self, The Conquetit of Happiness, p. 107. 
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money, a “derived*' utility, declines much more 
slowly than that of any other good. 

Money may, however, be wanted not as a 
means of buying other things but for its own 
sake. Some people do not spend much of the 
money they get, but keep it in cash or in in¬ 
vestments. An unusual case of this is seen in 
the miser, the modem Silas Mamer, to whom 
money means something to enjoy for its own 
sake, to fondle and pile up limillessly. Not al¬ 
together diflFerent, but far more common, is the 
case of the acquisitive businessman whose life 
appears to be wrapped up in the process of 
accumulating stocks and bonds and land titles, 
somewhat as the miser's life is devoted to pil¬ 
ing up ducats or shekels. The marginal utility 
of additional stocks and bonds and land titles 
does not appear to decline rapidly for him; he 
goes after more with unabated zest, often to 
the end of his life. 

But the general mle appears to be that the 
marginal utility of increasing units of money 
income does decline; and this has important 
practical applications. It is to some extent, for 
instance, the basic justification for some kinds 
of insurance. The total loss from fire is pre¬ 
sumably about the same, whether property is 
insured or not. If all property is insured, how¬ 
ever, the loss is met from the premiums paid by 
all the policyholders from relatively unimpor¬ 
tant increments of their income, increments of 
low marginal utility. If property is not insured, 
the actual money loss will be no greater, but 
it will be borne by a few who will lose not only 
their unimportant marginal imits of wealth but 
their most important units as well—^those 
which may mean great hardship and privation. 
Whether it is worth while to pay twice as 
much as the risk is worth, as we do in ordinary 
fire insurance, is a question we need not dis¬ 
cuss here. 

Regarding the fate at which the utility of 
an increasing money income declines, Marshall 
approvingly quotes Bernoulli's suggestion that 
the satisfaction a man derives from his income 
commences when he has enough to support 
life, and increases from that point “by equal 
amounts with every equal successive percent¬ 
age that is added to his income; and vice versa 


for loss of income."” According to this, a man 
who has $100 above the amount necessary to 
support life will gain the same increase in satis¬ 
faction from an increase of $10 in income as 
from a $100 increase if his income is $1000 
above subsistence. 

Like many writers on economics, Marshall 
fails here to draw a clear distinction between 
the utility of an increasing income on the one 
hand, and of a higher income in the long run 
on the other hand, to a man who has grown 
accustomed to it. It is one thing to say that a 
man gains utility from a rising income; it is 
quite another to say that, once he has become 
completely accustomed to it, he is happier with 
a large income than he would have been with 
a smaller one. In a sense the man whose income 
is rising is like a hungry man who finds food. 
Because he has been poor, goods have a high 
marginal utility to him, and his larger income 
enables him to add these seemingly important 
goods. Once he has become accustomed to a 
greater supply of goods, however, their mar¬ 
ginal utility declines, and the total utility rises 
only slowly, if at all. Marshall sees this, al¬ 
though not very clearly: “But after a time new 
riches often lose a great part of their charms. 
Partly this is the result of familiarity; which 
makes people cease to derive much pleasure 
from accustomed comforts and luxuries, though 
they suffer greater pain from their loss. Partly 
it is due to the fact that with increased riches 
there often comes either the weariness of age, 
or at least an increase of nervous strain; and 
perhaps even habits of living that lower physi¬ 
cal vitality, and diminish the capacity for pleas¬ 
ure.”^® 

Considering first the long-nm significance of 
high average incomes as contrasted with rising 
incomes, we must concede that tliey probably 
add to happiness by raising the standards of 
health, cleanliness, generosity, and kindliness. 
Health means freedom from suffering, cleanli¬ 
ness has an important bearing on health, and 
both health and cleanliness have an influence 
on length of life. If we regard life as good, 
we shall have to say that health and cleanli¬ 
ness add to human happiness. Generosity and 
kindliness protect others from suffering and 


” Alfred Marshall, Principles of Economics, p. 135. 
”Jbid[., p. 135. 
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indigi^ity and so also add to human happi¬ 
ness. 

Aside from their influence in these respects, 
it is doubtful if higher incomes mean much 
greater satisfaction or happiness. Man is psy¬ 
chologically so constituted that he is capable 
of only a limited amount of satisfactions, only 
a certain level of ‘liappiness/" which he may 
get from few goods or from many, according to 
his accustomed standard of living. If he has 
only a few goods, they will be his '‘all,” will 
ccnnmand all his appreciation and give him 
all the satisfaction he is capable of enjoying; 
whereas if he has many goods, no one good 
can have much signiflcance for him, and his 
total satisfaction will be little if any higher. 
Mark Twain s story of the Eskimo maiden and 
the fishhook shows what possibilities for wealth 
and happiness there are for a simple people in 
the possession of fishhooks, and what possibil¬ 
ities for unhappiness in their loss. Among some 
of the {Mimitive tribes of Africa, a few brass 
ornaments, simple weapons, and plenty of salt 
are all that is needed for a happy life. Our 
pioneer ancestors lived simply, on an extremely 
small income; yet except for their relatively 
poor health and their lack of opportunity for 
cleanliness, they were probably about as happy 
as we are todayMany men remember their 
vast satisfaction as boys from the fact of own¬ 
ing a bicycle; today a Cadillac car would 
hardly mean as much. 

Happiness is a matter of psychology. The 
individual develops wants in terms of what he 
is familiar with, and he is satisfied and “happy” 
when he achieves satisfaction of those wants, 
no matter whether they are few or many, 
simple or complex. Hie pioneer wanted a log 
house, built it, and was satisfied—happy; the 
modem man wants a modem house wi^ fur¬ 
nace and tiled bath and electric attachments 
and gadgets, gets it, and is satisfied—chappy. 
Hie pionear could not have wanted a tiled 
bathroom; he never dreamed of such a thing. 
He could only want the things he knew about; 


and he did want diese and was satisfied when 
he got them. The man of today knows about 
more things, wants more things, has more 
things, but is no more satisfied, and little hap¬ 
pier, than the poor pioneer. 

Increase in goods production and human 
happiness 

In the study of economics, we traditionally 
assume that with increases in the production 
of goods, more wants are satisfied and happi¬ 
ness increases. This is not entirely invalid, for 
as long as a considerable proportion of the peo¬ 
ple do not have the material basis for health, 
cleanliness, and some measure of beauty in life, 
more goods are needed. For those who have 
achieved these essentials, however, increased 
consumption of goods can add little to the 
richness of life. The law of diminishing utility 
has decreed that more goods will avail little. As 
Marshall says, “If ... we spend our growing 
resources on increasing the complexity and in¬ 
tricacy of our domestic goods, we gain thereby 
no true benefit, no lasting happiness. The world 
would go much better if everyone would buy 
fewer and simpler things, and would take 
trouble in selecting them for their real beauty; 
being careful of course to get good value in 
return for his outlay, but preferring to buy a 
few things made well by highly paid labour 
rather than many made badly by low paid 
labour.”^ 

The fundamental reason why really beauti¬ 
ful things increase happiness is that they afford 
durable satisfactions; indeed we might define 
beauty as the quality which affords enduring 
satisfaction. It is impossible to explain why the 
music of Mozart, Schubert, and Beethoven is 
beautiful; we can only say that their music 
“wears well,” that the individual who listens to 
it does not tire of it but finds it a growing 
source of satisfaction, and that successive gen¬ 
erations of men have rated it supremely good. 
Chippendale and Sheraton ibmiture, die 
Winged Victory, the Venus de Milo, the Par- 


The writer once qpent several weeks interviewing the old settlers in a certain community in Kan¬ 
sas, and found them unanimous in their belief that mey were as ha^]^ as peqple are now; in fact, 
most of them believed that they were happier. Perhaps they were nappier in some ways, because 
ihev were more hopeful then than most people are today. His mother, one of these pioneers, still re- 
cafls the great satlriaction she got from her first mop, doubtless more than she could get now from the 
most emnsive vacuum cleaner. 

^ Almd Marshall, Principles of Economics, p. 137. 
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tfaenon, Rembrandt's paintings, Shakespeare's 
plays, Mark Twain's stories, Walt Whitman s 
poems, Thomas Hardy's novels—all these are 
good, ‘^beautiful," in the sense that they ‘"wear 
well,” that they stand the test of time. Poor, 
ugly, trivial, inartistic things, on the other 
hand, soon pall upon us and are forgotten. 
Most of the goods found in ordinary homes 
and on the shelves of the stores, most of the 
things with which many people litter up their 
lives, are of this character. The jazz of a decade 
ago, the stuff found in such magazines as 
Weird Tales and \stounding Tales are forgot¬ 
ten within a short time. They are therefore not 
good. 

That mere increase in goods, above the level 
needed for health, cleanliness, and some meas¬ 
ure of beauty, does not add much to human 
satisfactions appears clearly from a considera¬ 
tion of the exact nature of wants and the satis¬ 
faction of wants. Just what is a *‘want,” as 
economists use the term? Clearly it is an un¬ 
satisfied desire which must involve a greater 
or lesser measure of distress, or else it would 
not lead to the effort to satisfy it. Hunger or 
thirst—the want of food or water—may in¬ 
volve terrible torture or may be only moder¬ 
ately distressing. Even a moderately hungry 
man is likely to be ill tempered; it is truly said 
that the only way to soothe him is to ‘ffeed the 
brute.” Now the more intense the hunger or 
thirst, the greater the satisfaction of eating or 
drinking. The same principle applies to every¬ 
thing. The poor boy who longs for a bicycle, 
who dreams of it day and night, is definitely 
unhappy, unless he has a definite hope that he 
will get one; but if he does get one, he gains 
a correspondingly great joy from its possession. 
The pampered child of rich parents, on the 
other hand, who already has many toys and 
isn't quite certain that he wants a bicycle but 
thinks he probably would like it, is not very 
unhappy before he gels one, and not very 
happy rfterward. The intensity of the distress 
of wanting tends to equal the intensity of the 
satisfaction of possessing. Wants which are not 
iiatisfied at aO mean unallayed distress; but 
there can generally be no satisfaction without 
the |»*eced^g distress of wanting. 

Allowance must be made for anticipation 
and hope. The boy who wants a bicycle and 
has strong hopes of getting it may happy 
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in his anticipation. Much of the pleasure of life 
is gained from the anticipation of satisfactions 
hoped for. There may be about as mudi satis¬ 
faction in planning a pleasure trip as in making 
the trip later, in saving the money with wliich 
to buy a new house as in buying it later. Much 
human happiness arises from hope; but when 
hope is gone, the distress is very real. 

Inequality of incomes 

Although it makes little difference whether 
the general level of incomes is high or low, 
provided that it is high enough to cover the 
essentials of health, it makes a great difference 
to the individual whether his income is higher 
or lower than the general level. If he is poorer 
than the others in his community, if about him 
he sees other men who enjoy luxuries that he 
cannot hope to have, he is likely to be dissatis¬ 
fied, while if he can afford things that others 
cannot have, he will be satisfied, no matter 
what his absolute income is^ In some pioneer 
communities a few men and women felt quite 
superior, and happy, because they could af¬ 
ford to wear shoes. Those who were able to 
buy the first buggies, and later the first rubber- 
tired buggies, found life very sweet, while 
those who had to drive wagons and carts found 
life quite sour. Perhaps one cause of the rising 
discontent of the masses of the people in recent 
years is that through the movies and other 
modem agencies they learn much about the 
luxuiies enjoyed by the rich, and therefore feel 
their own relative poverty more keenly. They 
have only the distress of wanting many things, 
without the ability to get them. 

From all this it might appear that inequality 
of income is a great evil, that the income of 
society would afford greater total utility if it 
were more equally divided, since any scheme 
which would turn income from the rich to the 
poor would raise its marginal utility. It might 
even appear that if it were possible to spur 
men to do their best work without allowing 
any inequality of income, the ideal system 
would be one of absolute equality; for as long 
as one man was richer than another the mar¬ 
ginal utility of a part of his income could be 
raised by transferring it to a poorer man, or, 
much better although apparently impossible, 
by so ordering the economy that it wuld go 
to him in tlie first j^ce. The oondusioii cannot 
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be stated so boldly, however, becaiise people 
differ in their tastes and desires, and marginal 
utilities would not be equalized entirely by 
equalizing incomes. Some people want money 
—^for its own sake or for what it will buy— 
much more intensely than others do. This is 
indeed one of the reasons why some people 
have more than others. The marginal utility of 
money might be as high to an avaricious rich 
man as to a poor man who cares little about 
money, although this is generally not true. 

To the extent that money income is wanted 
for the sake of the invidious pleasure of feel¬ 
ing superior to people with smaller incomes, 
greater equality of income would presumably 
increase the sum total of satisfactions to some 
extent. The joy of feeling superior to those be¬ 
low us is about equal to the distress of feeling 
inferior to those above us; and if there were 
an equal number of people receiving each of 
the different incomes from the top to the bot¬ 
tom of the scale, every person except those at 
the very top and those at the very bottom 
would be below some and above others, and 
would have a fair balance of joy and distress. 
If this were the situation, equalizing incomes 
would take away substantially equal amounts 
of joy and distress, and add nothing to total 
happiness. But since there are very few at the 
top and very many at the bottom of the scale, 
equalizing incomes would perhaps subtract 
more distress than joy, and so raise total hap¬ 
piness. 

To the extent that money income is wanted 
for the satisfaction of rational wants, greater 
equality would greatly increase the sum total 
of human satisfactions—the total utility of 
goods. Additions to the incomes of the very 
poor would enable them to buy things of high 
utility, whereas subtractions from the very high 
incomes of the relatively few rich would mean 
little to them. 

Gmciusions as to increasing wealth 

To return now to the broad question of the 
relation of income to human happiness, if our 
general conclusion is sound—^if more income, 
more goods, do not in the long run bring 
greatly increased happiness—several signifi* 
cant corollaries follow. In the first place, the 


study of economics, to the extent that it is con¬ 
cerned with the growth of wealth and income, 
throws little light on the problem of human 
happiness. Perhaps the philosopher can help 
us more. In the second place, much of the 
energy expended by the more advanced peo¬ 
ples of the world, particularly those of the 
United States, is wasted—the energy of busi¬ 
nessmen, engineers, technicians and scientists, 
salesmen and advertisers, all those who are 
working to increase the production of goods. 
These men do increase production at a rapid 
and accelerating rate, but in the long run it 
signifies nothing. ‘^Naught’s had, alFs spent, 
where our desire is got without content.*' 

Yet if we can continue to raise the incomes 
of the people without generating other troubles 
of a serious nature, we can enjoy increasing in¬ 
come. As long as our income continues to grow, 
we will presumably be happier than we would 
be with a stationary income, unless with the 
latter we are able to develop a new philosophy 
of life to replace our present worship of physi¬ 
cal goods and enjoyments. The Athenians of 
Plato’s time were able to do this, and to build 
up what was in some respects the highest civi¬ 
lization ever known, on a basis of physical 
poverty hard to picture in the present age of 
plenty. These Athenians—the upper classes of 
free men—lived in houses without drains or 
stoves, slept in beds without sheets or springs, 
fastened their clothes without buttons, wore no 
underclothes or socks, warmed themselves over 
a pot of ashes, studied "poetry without books, 
geography without maps and politics without 
newspapers'*;^^ yet in their rags and hovels they 
produced some of the greatest literature, phi¬ 
losophy, painting, and sculpture of all the ages. 
Perhaps people could be educated to get as 
much satisfaction from good literature, dra¬ 
matics, art, and music as they now do from 
manipulating gadgets and pushing the acceler¬ 
ator. 

There are some rather ominous signs that 
the rise in income which has characterized the 
past two or three centuries may not continue 
indefinitely, and that a social philosophy built 
on it may have, to be revised. The American 
people may soon have to leam to adjust them¬ 
selves to a stationary income and to find the 


^ A. E. Zlmmem, The Greek CammonweM, p. 213, 
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joy of life in something other than a growing ment of greater rationality and wisdom in con- 

flood of goods—^for example, in the stoic or sumption as from increases in the amount of 

Buddhist doctrine that men should root out as goods. As Francis A. Walker said about three- 
many of their wants as possible rather than quarters of a century ago, "It matters far less 
seek to satisfy them, or in the development of for the future greatness of a nation what is the 

a more genuine appreciation of some of the sum of its wealth today, than what are the 

simpler and less expensive but really higher habits of its people in the daily consumption of 
and finer kinds of satisfactions. Certainly peo- that wealth; to what uses those means are de- 
ple could gain quite as much from the develop- voted.**^® 

QUESTIONS 

1. What do you mean* by progress? By economic progress? Do you think you are any hap¬ 
pier than your father or mother was at your age? What do they think about it? 

2. "For the most part, man’s wants can be satisfied.” "The more we have the more we want.” 
Reconcile these statements. 

3. "It is not that Americans make money because they love to do so, but because there is 
nothing else to do; oddly enough, it is not even that the possessive instincts are especially 
strong with us, . . . but that we have no notion of a definite type of life for which a small 
income is enough, and no notion of any type of life from which work has been consciously 
eliminated. Never in any national sense having had leisure, as individuals we do not know 
what to do with it when good fortune gives it to us. Unlike a real game, we must go on 
playing our game even after we have won.”-* Do you agree? 

4. According to Frank Knight, "The chief thing which the common-sense individual actually 
wants is not satisfactions for the wants which he has, but more, and better wants.” By 
what standard would you rate some wants as better than others? 

5. List the things you want and use during a day, and try to figure out the reason for each 
want. Which of these things would you want if you had been reared in the wilds of New 
Guinea? 

6. Why will not the greatest total amount of satisfaction be gained when everyone spends as 
he pleases? Do style changes, habits, customs, conventions, and advertising reduce the 
amount of satisfaction gained from expenditures? Examine each case carefully. 

7. What things can you tliink of that are wanted only because they are expensive, and not 
because they have really useful qualities? Do some expensive goods satisfy keen wants, 
not because they are expensive but because they are rarer Give illustrations. 

8. If diamonds could be produced and sold for five cents a carat, would we use more of them? 
If aluminum were as scarce and as expensive as silver, would it to some extent displace 
silver for tableware? Why or why not? 

9. Some savages wear brass plates in holes in their lips, or put a great many brass rings 
around their neck to make it as long as possible. Have Americans ever had customs as un¬ 
comfortable as these and as injurious to health? 

10. The Nazis were apparently trained to love war as much as Americans love to make money. 
Gould a dictator train American children to forget about money and turn to war with real 
zest? Would an American baby left with the head-hunters of Borneo assume the traits of 
the head-hunters? 

11. Why is it important to distinguish between personal rationality and social rationality? 

12. "Aside from the improvement in health and the lengthening of the life span, there is no 
gain from increasing wealth.” Do you agree? If you do, what is the point of studying 
economics? 


“ Francis A. Walker, PoUtied Economy, Advanced Course, Sec. 382. 
Harold E. Steams {ed.), Civilization in the United States, pp. 140, 141. 
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13. ""Income in die final analysis is "psychic’ in nature and character. The unavoidable con¬ 
clusion of the argument then is that the less one has of goods and services, the greater the 
marginal utility of those goods and, therefore, the greater the individuals "psychic* in- 
inccMne.** Do you agree? 

14. "The more you get, the more you want.** What is the advantage of increasing the supply 
of goods so we can want more? 

15. ""The law of diminishing utility is not as "high-hat* as it looks to the naked eye. It means 
something like this: You buy a thing you have wanted for a long time. The first day it looks 
good to you; the second day pretty fair; the third day rather weak; the fourth day abso¬ 
lutely punk; etc.’* Is this the law? 

16. A tax on luxury articles that are desired merely for their expensiveness would be a nearly 
burdenless tax. Do you agree? Explain. 

17. Would greater equality of wealth mean greater national happiness if other things were 
equal? Exactly why? On what ground do you justify inequality? 

18. Justice Holmes once said: "‘I enjoy life as keenly as most people, however, I rather think. 
And I do despise making the most of one’s time. Half of tlie pleasure of life consists of the 
opportunities one has neglected.” Would Benjamin Franklin agree? Argue for Holmes* 
philosophy. 

19. ""The Americans are funny people. Knowing the joy of being comfortable, they work them¬ 
selves into hardened arteries, high blood pressure, and Bright’s disease devising ways of 
being still more comfortable, until tliey attain a level of bodily comfort quite as high as 
that of hogs in the shade of the old apple tree.” Is there anything wrong about this? 

20. "To create leisure and then to occupy it by killing time is a contemptible confession of 
failure.” Can you think of any activities engaged in just to kill time? Why do people get 
together and then play bridge so that they will not have to talk to each other? 

21. ""He that increaseth knowledge increaseth sorrow”; yet education is sometimes advocated 
as a means of making people happy. Is there any logic in it? 

22. ""In the long run, accurate grading and labeling of goods would not only raise the standard 
of living of the great mass of consiuners 25 per cent, but would raise the incomes of mer¬ 
chants in proportion—even of the merchants who are now selling misrepresented goods.'* 
How would this be possible? 

23. Lou Maxon writes in the Saturday Evening Post: ""Grade labeling, in my sincerest estima¬ 
tion, presents the greatest threat to American industry and our way of life that ever ex¬ 
isted, because it is without question the spearhead in a drive to eliminate brands, trade¬ 
marks, and eventually free enterprise.” Do you agree? Why or why not? 

24. ""And yet one other branch lie: to wit, that I am I, and you are you; that we are units, in¬ 
dividuals, and have natures of our own, instead of being the tail end of a tapeworm eter¬ 
nity of ancestors extending in linked procession back and back and back—^to our source in 
the monkeys, with this >so-called individuality of ours a decayed and rancid mush of inher¬ 
ited instincts and teachings derived, atom by atom, stench by stench, from the entire line 
of that sorry column, and not so much new and original matter in it as you could balance 
on a needle point and examine under a microscope. This makes well-nigh fantastic the 
suggestion that there can be such a thing as a personal, original, and responsible nature 
in a man, separable from that in him which is not original, and findable in such quantity as 
to enable the observer to say, "This is a man, and not a procession.’ Criticize. Would a 
modem psychologist agree? 


Milk Twain, Atftobiography, vol. ii, p. 9. 
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The Significance and 
Functions of Price 


VdUiie and price 

'Hrhe word value has been used in a great 
many different senses, but most economists em¬ 
phasize mainly two kinds of value, subjective 
and exchange.’^ Subjective value, as we have 
already seen, refers to the psychological signifi¬ 
cance of a good to the individual; the exchange 
value of a commodity is defined as power in 
exchange, or the power of cmnmanding other 
commodities in exchange^An the following 
chapters we are mainly concerned with ex¬ 
change value, and when we use the wor^alue 
we shall usually mean exchange value, fly price 
is meant the amount of money a good will ex¬ 
change /pr.'^Exchange value and price are often 
used synonymously, and for most purposes this 
involves no confusion, because the exchange 
values of difl?erent goods, that is, the ratios at 
which they exchange, may well be expressed 
by their relative prices/lf a suit of clothes 
exchanges for twenty bushels of wheat, a price 
of $1 per bushel for wheat and $20 for a suit 
of clothes will indicate the ratio correctly. 
There can be no general rise or fall in values, 
for if the value of one commodity rises in terms 
of another, the value of the second must fall 
in terms of the first; but there may be a general 


rise or fall in prices, which means merely that 
the value of money, in terms of commodities, 
has changed. If we assume a stable price level, 
changes in the relative prices of different com¬ 
modities will measure the changes in values. 
The term price will generally be used in this 
book, because it is most common in the busi¬ 
ness world, and therefore easier to understand. 

The market defined 

Prices, competitive prices, are fixed in a 
market. There are various definitions of a 
market, but we may define it simply as the 
general area within which the forces of supply 
and demand meet to establish a price? The 
traders, tlie buyers and sellers, may be physi¬ 
cally in this general area, but it is not neces¬ 
sary that they should be, if their demands and 
offers are represented in some way. In the 
grain and stock markets the commission men 
and brokers represent the buyers and seUers 
who are scattered over a wide area; or the 
commission men and brokers may themselves 
be considered the buyers and sellers, acting for 
others. At any rate, the forces of supply and 
demand must meet, and for identical goods 
they must establish identical prices. Prices tend 


^ For a discussion of different kinds of economic value, see Correa M. Walsh, The Four Klnde oj 
Economic Vdue. 

^ One of the best analyses of the concept of the market is to be found in F. B. Carver and A. H. 
Hansen, Principles of Economics, 2nd ed., p. 81. 
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to be identical for a product, whether the mar¬ 
ket is competitive or monopolistic. It is some¬ 
times assumed that identity of prices asked by 
sellers is an indication of monopoly, and under 
certain circumstances it may be; but in a per¬ 
fectly competitive market too, the prices tend 
to be identical. 

Size of markets 

Markets vary widely in their scope. Certain 
immovable things, like houses and farms, must 
be supplied where they stand, and ordinarily 
are bought by purchasers in the immediate 
vicinity. The market for residences in a town 
or city, or for fanns in a given locality, is nar¬ 
row. The market for bulky, cheap, or highly 
perishable commodities must ordinarily be 
rather narrow, although its range depends on 
the cost and efficiency of transportation and is 
sometimes surprisingly wide. Common brick, 
building stone, and firewood are too bulky and 
too cheap to be transported far; yet coal is 
shipped across the ocean and lumber is shipped 
halfway around the world. Ordinarily tlie mar¬ 
ket for perishable commodities is limited to a 
narrow radius, but so eflficient is modern trans¬ 
portation that California fruits are marketed all 
over the United States and in Europe, bananas 
from Central America are sold regularly in all 
parts of the United States and Canada, car¬ 
loads of Florida and Georgia watermelons are 
sold in many parts of the United States in early 
summer. With our present methods of refrig¬ 
eration, few fruits or vegetables arc highly 
perishable, and the market is correspondingly 
extended. 

To enjoy a wide market, goods should be 
durable, of considerable value in proportion to 
bulk so that they can be carried long distances, 
and “capable of being easily and exactly de¬ 
scribed,” that is, well standardized.® Wheat 
has the first of these qualities in fair degree, 
and the last in high degree. Although it is not 
very valuable in proportion to bulk, it is dura¬ 
ble and can be shipped all over the world at 
a moderate expense. Ocean rates on wheat 
from New York to Liverpool have been as low 
as five cents a bushel, far less than the rail¬ 
way rate from Kansas to Neu^ York. Wheat is 
so well standardized that a buyer anywhere in 


the world knows within very narrow limits 
what kind and grade he is buying. Thus we 
have what may be called a world market for 
wheat, although the price is considerably 
higher at some points than at others, owing to 
the cost of carriage. Changes in the price in 
Russia, Argentina, or Canada are promptly re¬ 
flected in the price at Liverpool and Chicago. 
It is sometimes said that Liverpool is the 
“world market” for wheat, but this is not quite 
correct; Liverpool is only the most important 
of a great many related wheat markets scat¬ 
tered all over the world. 

A better example of a world market is that 
for stocks and bonds and the precious metals. 
These possess to a supreme degree all the 
qualities needed for a wide market, being dura¬ 
ble, very valuable in proportion to their bulk 
and therefore cheaply portable, and perfectly 
standardized. In every important stock market 
in the world, certain securities are bought and 
sold, such as United States bonds and the 
higher-grade slocks of well-known corpora¬ 
tions; and because cable and telegraph con¬ 
nections are available, the prices of such secu¬ 
rities tend to be the same at any given time. 
Since under trading procedures actual delivery 
of the securities is not necessary, the prices do 
not necessarily allow for cost of transportation. 
Gold and silver are similarly bought and sold in 
all the important countries, at prices which can 
vary only by the small cost of sliipping these 
precious metals. 

Market situations 

At one time, economists assumed competition 
in their analysis of value, looking upon mo¬ 
nopoly merely as an exceptional interference 
with normal competitive business, a sort of 
economic disease which appeared sporadically 
but was not a normal element in the economy. 
In recent years, however, we have come to see 
that monopoly is not an exceptional economic 
aberration but is quite as “normal,” quite as 
persistent, as competition, and that it prevails, 
in varying forms and in varying degrees, in all 
urban industries. We have already defined 
monopoly as “control over the supply and price 
of a commodity or service.” The discussion of 
monopoly value is reserved for a later chapter, 


® Alfred Marshath frinciples of Economics, p. 326. 
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but at this point it is well to note some of the 
possible market situations. With respect to the 
relative amounts and character of the competi¬ 
tive and monopolistic elements involved, mar¬ 
ket situations may be classified as follows: 

I. Competitive 

A. Pure competition 

B. Perfect competition 

C. Monopolistic competition 
II. Monopolistic 

A. Monopolistic elements on the selling 

side 

1. Monop 'ly, where there is only one 

seller 

2. Duopoly, where there are two sellers 

a. Selling identical products 

b. Selling differentiated products 

3. Oligopoly, where there are several 

sellers 

4. Monopolistic competition (appears 

also in competitive situations) 

B. Monopolistic elements on the buying 

side 

1. Monopsony, where there is only one 

buyer 

2. Duopsony, where there are two buy¬ 

ers 

3. Oligopsony, where there are several 

buyers 

Competitive market situations 

Some of the most important of these terms 
must be defined. Pure competition is merely 
competition free from all monopoly elements, 
and it prevails where the following conditions 
are found: (1) the product bought and sold 
must be standardized, identical for all sellers, 
so that buyers will shift from one producer to 
another at the slightest difference in price, (2) 
there must be so many buyers and sellers in 
the market that the purchases or sales of any 
one of them have no appreciable effect on the 
price; and (3) there must be no agreement as 
to price or quality among the sellers. The 
wheat market, on the farmer s side only, repre¬ 
sents practically pure competition, for wheat is 
almost perfectly standardized, there are per¬ 
haps a million sellers, and there are no mo¬ 
nopolistic agreements among the fanners. On 
the buyers* side, the wheat market is by no 
means purely competitive, for tliere may be 
only one or two local elevators buying wheat; 


181 

this presents a picture of monopoly or duopoly 
—or, more precisely, monopsony or duopsony, 
since they represent the buyers* side of the 
market. 

With respect to the number of buyers or 
sellers, competition is not sharply differentiated 
from monopoly but shades gradually into it. 
There may be a million of each, or a thousand 
or a dozen or only one; and as the number de¬ 
clines, conditions shade from practically pure 
competition to monopoly or monopsony. One 
of a million wheat producers can exert only an 
infinitesimal effect on the price by (offering or 
withholding his part of the total supply; he 
can sell all his product at the market price, but 
none at even a slightly higher price. One of a 
thousand pioducers can have only the slightest 
influence on the price; one of a dozen has a 
definite effect; and a single producer can set 
his own price. 

With respect to identity of product, it may 
be perfectly identical for all producers, or 
nearly identical, or it may differ somewhat, or 
it may differ greatly. Number 1 hard wheat is 
almost perfectly identical for all producers, al¬ 
though not quite perfectly identical, for there 
are very slight diflerences in samples of Num¬ 
ber 1 hard wheat. Some other farm products 
are less well standaidized than wheat—^fruits 
and livestock, for in-stance—and in these there 
may be enough differentiation so tliat some 
producers will be able to command a premium 
price ill which tliere is a trace of monopoly. 
Since there is some differentiation, some buyers 
will pay this price rather than turn to the most 
acceptable substitute. Any bushel of Number 1 
hard wheat is an almost perfect substitute for 
another bushel, but no dairy cow or beef steer 
is so nearly a perfect substitute for another. 
To shift further from conditions of nearly per¬ 
fect product identity, Kellogg’s Com Flakes are 
much like Post Toasties, yet different enough 
so tliat some buyers who prefer Post Toasties 
will not accept Corn Flakes as a perfectly sat¬ 
isfactory substitute and will be >/filing to pay 
a premium price, if necessary, for their favorite 
cereal food. The producer of Post Toasties must 
meet the competition of other producers of 
cereal foods; but since no other cereal food is 
a perfect substitute for his own, he can diarge 
a price tliat has an element of monopoly m it. 
Wlien we reach the realm of almost pure mo- 
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nopoly—for example, the electric cmnpany 
which provides current for lighting—^we find 
gas lights and oil lamps very poor substitutes 
for electric lights; hence the electric company 
has a very strong element of monopoly power. 
Thus, witih respect to product identity, we find 
every shading, from the practically perfect 
identity of Number 1 hard wheat to the high 
differentiation in lighting facilities, with result¬ 
ing shading in the amount of monopoly power. 

In a purely competitive market there must 
be no agreement among sellers as to prices 
or quality of product; but here again we find 
no definite concept, but a shading from the 
Christian consideration for competitors which 
gentlemen hold as part of their code of honor 
—until they see a chance to make a little profit 
by cutting prices—^to iron-clad price agree¬ 
ments, with boycott penalties for violation. 

Perfect competition demands all the condi¬ 
tions of pure competition, and some others as 
well. As in pure competition, the product must 
be standardized, there must l)e a large number 
of buyers and sellers, and there must be no 
monopolistic agreements on either side; but 
certain other requirements must also be met. 
In the first place, buyers and sellers must be 
fully inform^ about the commodity and about 
conditions of supply and demand. This charac¬ 
teristic is most closely approximated in the 
wholesale markets and in the grain and stock 
exchanges. Buyers and sellers in the wholesale 
markets are specialists who know a great deal 
about the commodities and about supply and 
demand in general, and who can therefore 
make their offers and bids intelligently. Retail 
markets are in sharp contrast in this respect, 
for the buyers have little expert knowledge of 
the goods or of the generd conditions that 
prevail. 

In perfect competition, in the second place, 
conditions in the market must be such that 
[nrices will respond promptly to actual or antici¬ 
pated changes in supply and demand. The 
grain and stock exchanges fulfill this condition 
excellently, for here prices are almost con¬ 
stantly in modcfi, jiggling with every telegraph 
report or with even the slightest rumor of a 
change in demand or supply. A rumor that 
certain interests are buying or selling, that cer¬ 


tain individuals are ‘l)earish*^ or ‘‘bullish,’* that 
a certain government official favors a new busi¬ 
ness policy, that the tax policy is likely to be 
changed, that a new Premier has been chosen 
in France—^ny event that might affect condi¬ 
tions in the market may have an immediate in¬ 
fluence on prices. In the market for houses and 
farms, on the other hand, prices often lag far 
behind changes in the conditions of supply and 
demand. In a period of agricultural depression 
like that between 1920 and 1933, the prices of 
farms declined much more slowly than condi¬ 
tions warranted, and at times were probably 
several years behind. 

In the third place, there must be many sales, 
for if there are not there may not be an adjust¬ 
ment of demand and supply. Here again the 
grain and stock exchange approximate perfec¬ 
tion, for there are hundreds or thousands of 
sales every day. Several million shares of stock 
may be sold on a busy day in the New York 
Stock Exchange. This means not only that 
there is an effective adjustment of demand to 
supply, but that any holder can sell promptly 
and any purchaser can buy at any time. In the 
market for farms and houses, on the other 
hand, the prices asked may be so far above 
those offered that there are no sales for a con¬ 
siderable time. Such a market fails to perform 
its primary function of fixing prices. Even when 
sales arc made, the prices of equally desirable 
pieces of property may vary as much as 20 per 
cent in the same locality, thus failing to meet 
the provision that there must be one price, and 
not several. 

Perfect competition requires, in the fourth 
place, that “there must be no friction to impede 
the movement of capital from industry to in¬ 
dustry, from product to product, or from firm 
to firm; investment must be speedily with¬ 
drawn from unsuccessful undertakings and 
transferred to those that promise a profit. There 
must be no barrier to entrance into the mar¬ 
ket; access must be granted to all sellers and 
all buyers at home and abroad. Finally, there 
must be no obstacle to elimination from the 
market; bankruptcy must be permitted to de¬ 
stroy those who lack the strength to survive.”^ 

In summary, the concept of perfect compe^ 
tition, as Chamberlin has well said, implies “an 


^Oair Wilcox, in Temporary National Economic Committee, Monoffoph No. 21, p. 2. 
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absence of friction in the sense of an ideal 
fluidity or mobility of factors such that adjust* 
ments to changing conditions which actually 
involve time are accomplished instantaneously 
in theory/*® Needless to say, there is no such 
thing, but in some hypothetical reasoning it is 
useful to assume it, somewhat as the physicist, 
in some of his theoretical reasoning, assumes 
lack of friction. 

Monopolistic competition is the form of im¬ 
perfect competition in which there is differen¬ 
tiation of products, as in competition among 
the producers i ^ Post Toasties, Shredded 
Wheat, and Rice Crispies, for instance. Here 
sellers may be numerous and there is competi¬ 
tion among them, because to some extent each 
product is a substitute for the others, but each 
seller is a monopolist with respect to his own 
product. 

Monopolistic market situations 

Of the monopolistic market situations, first 
on the selling side, monopoly, as we have seen, 
is control by one seller—any public utility, or 
the United Shoe Machinery Company, or the 
only hotel in an isolated town. All producers of 
differentiated products are monopolists with 
respect to their own particular products, but 
there are more or less acceptable substitutes for 
the products. The control of a single seller is 
limited, on the supply side, by the possibility 
that competitors may enter the field if he sets 
his prices too high, and, on the demand side, 
by the possibility that consumers may shift 
to other products. 

The other forms and degrees of monopoly 
need be discussed only briefly at this point. 
Duopoly, the form in which there are two sell¬ 
ers, is illustrated fairly well in the production 
and sale of sulphur, for two companies produce 
90 per cent of the sulphur sold in this country. 
Oligopoly prevails in industries in which only 
a few producers are credited witli all or nearly 
all the total production, as for instance in the 
automobile industry, A few producers are al¬ 
ways likely to enter into collusive price agree- 
ments» however, and in that case the situation 
is one of monopoly. Monopsony, in which there 
is cwily one buyer, is well illustrated by a smel¬ 


ter which is the only market for ores in a min¬ 
ing district, by a single linseed oil mill in a 
region where farmers grow flax, by a ^ain 
elevator in an isolated town in a wheat-grow¬ 
ing district, by a sugar refinery in a beet-pro¬ 
ducing region. Duopsony is more common, and 
oligopsony still more common. The Big Four 
meat packers in the purchase of livestock, and 
the tobacco companies in the purchase of to¬ 
bacco leaf, are examples of oligopsony. In most 
if not all cases, two or even half a dozen buyers 
are likely to enter into some agreement as to 
the prices they pay, and in that case duopsony 
or oligopsony is really monoposony. 

The different forms of competition 

Before proceeding further, it is well to define 
and analyze competition as carefully as pos¬ 
sible. Ordinarily, competition is regarded as a 
form of rivalry on the part of sellers to secure 
the trade of buyers, or rivalry on the part of 
buyers to secure the business of sellers. J. M. 
Clark has offered some qualifications to this 
conception, along with a touch of wit and wis¬ 
dom: ‘It [competition] may be defined in gen¬ 
eral as rivalry for income by the method of 
giving more than one*s rivals give in proportion 
to what one asks in return, or by making the 
public think so, or by making them at least act 
as if they thought so to the extent of buying 
ones goods in preference to those of ones 
rival. Presumably the successful competitor is 
giving people what they want, or at least mak¬ 
ing them think he is giving them what he has 
made them thiiik they want. And this is a proc¬ 
ess to which luincoln’s saying about fooling the 
people is peculiarly pertinent, including the 
part about fooling some of the people all of the 
time.’"” 

Competition may take five different forms: 

1. Pure competition, in production only 

2. Competition in price 

3. Competition in quality of goods 

4. Competition in service 

5. Competition in advertising and sales¬ 
manship 

1. In pure competition, such as is approxi¬ 
mated on the farmers’ side of the wheat mar¬ 
ket, there is no effort to secure custom^ to make 


•Edward Chamberlin, The Theory of Monopolistic Competition, 3rd ed., p. 6. 

• J, M. Clark, Social Control of Business, p, 149. By permission of the University of Chicago Press, 
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sales. The farmers have no real problem of 
selling, they do not have to seek buyers for 
their wheat; they just dump it on tlie market 
at the prevailing price, for they can secure no 
more than this price by any means whatever, 
and at this price they can sell any amount of 
wheat. Tliis is true because wheat is identical 
for all producers and there are so many pro¬ 
ducers that no single one of them can have any 
(appreciable) eflPect on the market price. Com¬ 
petition, for wheat growers, does not appear 
in selling, in tlie manipulation of price or qual¬ 
ity or service, but in production, in keeping 
costs as low as possible. Paradoxical as it may 
seem, the common conception of competition 
as a contest in selling does not fit the condi¬ 
tions of pure competition at all. Competition 
in selhng can occur only when competition is 
not pure. 

2. Competition in price is characteristic of 
markets which are eflFectively competitive but 
not purely competitive. There is of course an 
element of price competition in all business, 
because even a monopolist faces the fact that 
higher prices mean reduced sales. There is 
much of it in most retail business, but par¬ 
ticularly in the grocery business. Cut-rate drug 
chains often fight for business by cutting prices 
on certain well-known branded goods, and they 
also frequently advertise '‘slaughter prices” on 
their own differentiated brands. Price compe¬ 
tition is likely to be particularly common in the 
sale of goods to people of small means—in the 
Woolworth and Kress stores, and in mail-order 
houses. The mail-order houses make a great 
point of their low prices, and do not appeal 
much to customers who want the highest qual¬ 
ity of merchandise, although the quality of 
some of their goods is surprisingly good for 
the price. The stores of pioneer times empha¬ 
sized low prices much more strongly than most 
retail stores of today, because their customers 
were poor and there was less differentiation in 
quality than there is today. In recent years, 
with the great increase in the use of brands and 
trade-marks and the growth of advertising, 
price competition has declined relatively, and 
price cutting is not regarded with favor. Pro¬ 
ducers have turned from price competition to 
advertising. 

3. Competition in qudUy of goods is likely 
to prevail wherever there is any competition 


at all, unless the goods are of such a character 
that buyers are entirely uninformed and irra¬ 
tional in their choices. In buying most things 
people show some rationality, and therefore 
the producer must pay some attention to qual¬ 
ity. Quality competition is most in evidence in 
the sale of goods to customers whose financial 
circumstances permit them to think much 
about the quality of what they buy. Exclusive 
shops emphasize it a great deal. 

4. Competition in the quality of the service 
rendered in connection with the sale of goods 
is important in some kinds of business. Many 
grocers do not try to meet the prices of the big 
chain stores but instead oflFer credit accom¬ 
modations and free delivery of goods. Compe¬ 
tition may appear in the promptness, eflRciency, 
training, and courtesy of the salespeople. Shops 
that draw their custom from the well-to-do 
and rich usually have a relatively large sales 
force, so that customers can be waited on 
promptly; their salespeople are efficient, know 
something about tlie goods they are selling, 
and treat the customers with courtesy. In stores 
that emphasize low prices, on the other hand, 
the sales force is often so small that customers 
cannot get prompt attention, and the sales¬ 
people are untrained and sometimes lacking 
in courtesy. The mail-order houses usually sell 
at low prices, but their mail service is in many 
respects inferior to that offered by local stores. 
Some customers demand good service and will 
pay high prices to get it; others are more in¬ 
terested in low prices and will overlook poor 
service if goods are cheap; but there are many 
who consider both prices and service, and the 
shopkeeper who secures their trade must sat¬ 
isfy them with respect to both. Where compe¬ 
tition is not mainly in prices, as in exclusive 
shops, it is likely to be keen with regard to 
service and may result in the development of 
high and even extravagant standards. Marshall 
Field, who is said to have been one of the first 
great merchants to see the importance of serv¬ 
ice in merchandizing, offered an extremely 
high grade of service to the public, sending 
furniture to the homes of prospective buyers 
so that they could see how it looked, and even 
sending women’s clothing out to be tried on at 
home. It is said that some women thus got the 
use of fine dresses for special occasions without 
cost; but the service seems to have been worth 
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its high cost, for Marshall Field prospered. 
John Wanamaker at one time provided sym¬ 
phony concerts and other fine music for his 
customers. 

Another element in service may be the op¬ 
portunity to choose from a large and varied as¬ 
sortment of goods. A retailer who is frequently 
out of something that his customers want will 
inevitably lose business unless he offers low 
prices as a compensation for his poor service; 
on the other hand a retailer who has a com¬ 
plete stock may be able to charge a little more 
for his goods than competitors with smaller 
stocks. 

Competition in service need not be con¬ 
sidered a distinct form of competition. Cham¬ 
berlin regards service as one element in the 
product, as truly as the quality of the product 
itself. For example, he considers Ivory Soap 
sold by different stores that provide different 
services as really different products. There is 
certainly some logic in this, but for some pur¬ 
poses it may be worth while to distinguish the 
quality of the product from the quality of the 
service that goes with it. 

S. Competition in advertising and salesman¬ 
ship differs in important essentials from compe¬ 
tition in price, quality of goods, or quality of 
service. With respect to the latter three, we 
have been assuming that the consumer actively 
demands low prices, high quality of goods, or 
good service. He wants them and he goes 
where all or some of them are available. He 
does not, in this sense, want the insurance 
agent or automobile salesman to ring his door 
bell, and he may rail at the advertising in the 
newspaper and over the radio. Yet his response 
to advertising is the same as his response to low 
prices or high quality—^he buys the advertised 
goods, just as he buys the goods that are cheap 
or of high quality; or perhaps we might say 
that he is sold the goods, rather than that he 
buys them, for his role is more passive. Looking 
at the question from the other end, we may say 
that if the seller offers low prices, good quality, 
or good service, he is working on the product, 
trying to give the customer more for his money; 
whereas if, instead of doing this, he resorts to 
advertising and salesmanship, he is working 
on the customer, trying to get his business 
without offering more for his money. Since 
almost every producer is to some extent en- 


185 

gaged in this general line of activity, the cus¬ 
tomer is "worked on” quite a bit, and prices 
and quality may receive relatively little atten¬ 
tion. 

Competition in advertising and salesmanship 
represents a great .social waste, for it can oper¬ 
ate only to the extent that consumers are ig¬ 
norant and irrational, or, perhaps, to the extent 
that they are weak willed and unable to stand 
the pressure of the advertisers and salesmen. 
If all consumers were perfectly informed, ra¬ 
tional, and strong willed, it would be useless 
to work on them, and there would be no ad¬ 
vertising or salesmanship. 

The diflBculties facing a monopolistic combi¬ 
nation of a large number of producers appear 
clearly from a consideration of the various 
forms which competition may take. Railroads 
are not allowed to compete in rates, but there 
is competition in the services offered by rail¬ 
roads running between any two points, par¬ 
ticularly in passenger service, in speed, and in 
the appointments of passenger trains. In the 
marketing of oil products there is little compe¬ 
tition in prices and the quality of gasoline is 
well standardized; but competition appears in 
the service offered with the gasoline and oil, 
often a rather expensive service. The lumber 
dealers in some cities have gentlemen's agree¬ 
ments as to prices; and since most lumber 
products are well standjirdized, it might seem 
that the dealers should have competition under 
control; but they may still compete more or 
less in service, many of them gladly sending 
up a quarter's worth of nails on ten minutes' 
notice. The existence of monopoly agreements 
may sometimes be detected by the extrava¬ 
gance of the service offered. Or an airtight 
monopoly may try to keep its customers satis¬ 
fied with high prices by offering some service 
soporific. The telephone girls say "Thank you” 
when the subscriber calls a number; and diis 
fine little courtesy, if not the most logical an¬ 
swer to a request for a connection casts a ray 
of sunshine over life's rough way and costs the 
company less than cheaper rates or more con¬ 
venient telephones. 

Functions of the price system under 
competition; guiding production 

To the extent that a capitalist system is com¬ 
petitive, prices—relative prices-Hregulate tihe 
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production of goods, the consumption of goods, 
the flow of income to the various classes and 
individuals in society: and in some measure 
they even determine many of our aesthetic 
ide^. So definitely are these the functions of 
relative prices that the capitalist system is 
sometimes spoken of as a "'price system.*^ 

In competitive production, businessmen are 
usuaQy quick to see a chance for profit, and if 
the price of a commodity rises, relative to its 
cost, businessmen already in the industry will 
be induced to increase production, outsiders 
will be enticed to enter tiie now profitable in- 
dustiy, and production will be increased. If, on 
the other hand, the price of a commodity de¬ 
clines, other prices remaining the same and the 
cost of the particular commodity remaining im- 
changed, there will be a tendency for pro¬ 
ducers to reduce tlieir output, or even for some 
of them to leave the industry. In this way, 
through the action of the price system, a scar¬ 
city or an oversupply of a commodity, perhaps 
the result of a change in public demand, tends 
to be made good. If consumers bid up the price 
of a commodity, the price system tends to bring 
the increased supply needed to satisfy the de¬ 
mand; and if consumers turn from a given 
good, want less of it, the price system tends to 
reduce the supply to the changed level of de¬ 
mand. 

The economic world affords us thousands of 
illustrations of this. When all the New Deal 
agencies were created, there was a serious 
scarcity of houses and apartments and hotels 
in Washington, and rents and prices of such 
property rose very high, with the result that 
thousands of houses and apartments were built 
within a few years. In some of the dead and 
dying mining towns of the West, on the other 
hand, there have been too many houses, rents 
and prices have been low, and little or no 
build^ has been done for many years. In 
time, a long time in this case, the slow decay 
of houses and the failure to build new ones 
bring the supply down to fhe needs of the 
smaller population. 

In the production of food {nroducts, there 
have been many illustrations of this principle. 
At one time a great many Ben Davis apples 
were produced, but they sold at a low price 
because the public did not warm to Ben Davis 
iq^les; the result is that they are seldom seen 


in the markets today. Stark’s Delicious apples, 
on the other hand, were very scarce and ex¬ 
pensive only a decade or two ago, with the 
result that many orchards were planted, and 
today Delicious apples are plentiful and no 
more expensive than most other varieties. Dur¬ 
ing the First World War and for a short time 
afterward, there was a heavy demand for fats, 
and the "lard type” of hogs was seen on most 
farms in the corn belt. In the next few years a 
change in public tastes led to a decline in the 
price of lard and to a higher price for bacon, 
with the result that the leaner "bacon type” of 
hogs have to some extent displaced the lard 
type. The high price of avocados has led to 
the planting of many avocado groves in Cali¬ 
fornia. 

To the extent that there is vigorous competi¬ 
tion, the price system tends to keep wages, 
interest rates, and profits about equal in all in¬ 
dustries by attracting labor, capital, and entre¬ 
preneurs from the regions and industries where 
they earn little to those where they earn more. 
During its period of rapid growth, the auto¬ 
mobile industry paid higher wages than most 
other industries l^cause it had to attract labor 
from other industries; but today this differ¬ 
ential has declined. When automobiles were 
slowly displacing horses, the wages of black¬ 
smiths declined and those of automobile me¬ 
chanics were high; but today this difference 
has largely disappeared. Low wages induced 
some blacksmiths to shift into automobile 
repair work; others, the older men, died or 
retired, and few young men entered the busi¬ 
ness, while many young men turned to auto¬ 
mobile mechanics. Interest rates and profits 
were likewise higher in the automobile in¬ 
dustry, but this industry attracted enougii capi¬ 
tal and entrepreneurs to equalize interest rates 
and profits again. 

The price system t^ds to bring wages, in¬ 
terest rates, and profits to approximate equal¬ 
ity, not only in different industries but in dif¬ 
ferent parts of the country. There are some 
differences in wages, it is true-—rather persist¬ 
ent ones—^in various parts of the country, 
because labor is highly immobile. Wages have 
bng been consid^ably lower in the South than 
in ^e North. At one time they were higher in 
tire West than in the eastern part of the conn* 
try, but migration to the West has largely 
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eliminated this difference. Since "free^* capital 
is more mobile than labor; interest rates have 
been more generally equalized than wages. 

It is obvious that this migration of labor, 
capital, and entrepreneurs to regions and in¬ 
dustries where they receive more is a public 
gain. It means that these factors become more 
productive, and that society is enabled to sat¬ 
isfy more urgent wants. If a worker moves 
from a southern state where he has been earn¬ 
ing two dollars a day to a western state where 
he can earn twice as much, he increases the 
value of his services to society, and this is a 
public as well as a personal gain. He is, of 
course, mainly interested in his own advantage, 
but under the price system he is induced to do 
well for society. 

To the extent that there is competition, the 
price system is thus an automatic device for in- 
ducing producers to produce the things that 
people want most, automatic in the sense that 
it works without any direction or interference 
on the part of the government and without any 
attention from the public. Consumers want 
more Delicious apples; they bid up the price, 
and the producers presently have more Deli¬ 
cious apples for them. There is no agitation 
over the matter, no resolutions or campaigns 
or acts of Congress, only the silent and auto¬ 
matic operation of the price system. This means 
great economy of human effort and attention. 
It means, too, that society's productive ma¬ 
chinery and labor are devoted to the produc¬ 
tion of tliose things that consumers want most, 
those things tliat presumably give the greatest 
satisfaction—Delicious apples instead of Ben 
Davis, bacon instead of lard. 

This principle operates only within the limits 
set by cost of production. Where nature limits 
the supply of anything closely or where cost of 
production is high, a product cannot be cheap 
and plentiful. Nature limits the supply of some 
things severely—radium, platinum, gold, sil¬ 
ver, diamonds, and certain other jewels—and 
the high cost of large grand pianos sets a limit 
to their production; yet in all cases high prices 
tend to stimulate production and to make 
goods more plentiful than they would other¬ 
wise be. A high price for gold always tends 
strongly to stimulate gold mining. Similarly, 
nature sets limits to the supply of certain hu¬ 
man talents. Only a limited number of great 


musicians, actors, actresses, lawyers, surgeons, 
and businessmen are born, and of those who 
are bom only a small proportion develop their 
talents fully; but the high prices paid for sudi 
talents tend to induce those who have them 
to develop them fully, and so tends to make 
them more plentiful. 

It is unfortimately true that people often 
want things that are not good for them, and 
that under the price system they get them. 
Considerable amounts of capital and labor are 
devoted to the production and sale of whisky, 
opium, cigarettes, patent medicines, and sala¬ 
cious books and magazines, which many be 
injurious; but under a democratic organization 
this cannot well be avoided. Even a dictator 
has plenty of trouble when he interferes with 
the favorite vices of his subjects. 

It IS unfortunately true, also, that the price 
system does not provide adequate amounts of 
some goods and services. If the people who use 
public parks or museums or hospitals or schools 
had to pay all the cost of maintaining them, 
public health and education would suffer. Sick 
people are a heavy burden on the public, so 
the government provides hospital service for 
some who cannot afford to pay for them; un¬ 
educated people are a dangerous element in 
any democratic society, so the government 
usually provides an education free or much be¬ 
low cost. If every man had to pay for his own 
police protection, many people would be at 
the mercy of thugs and bandits and an intoler¬ 
able condition of anarchy would develop; so 
all governments provide police protection. An 
increasing number of goods and services are 
being taken out of the realm of the price sys¬ 
tem and are being provided by the govern¬ 
ment. 

The price system and the entrepreneur 

If we look at the operations of individual 
producers in competitive industries, we find the 
price system at work, impelling producers to 
make the most efficient use of various fac¬ 
tors of production—skimping on the scarce 
factors, using the plentiful factors more lav¬ 
ishly, striving always to keep costs as low as 
possible. The manner in which this is done may 
be observed in fanning, bk the United States, 
where land and oapitd are cheap and hhor 
expensive, farmers use much land, much capi- 
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tal» and little labor; while in Belgium, where 
land is very scarce and expensive, and capi¬ 
tal and labor are cheap, fanners use little land, 
much capital per acre, and much labor. In 
both countries the farmers are combining the 
factors in such a way as to produce as cheaply 
as possible. In urban industries too, entre¬ 
preneurs use relatively less labor in the United 
States than in Belgium or perhaps anywhere 
else in the world, because American labor is 
expensive. A German steel operator who was 
visiting a Pittsburgh steel mill asked where the 
laborers were and found it hard to understand 
how so few workmen could turn out so much 
steel; but the Pittsburgh operator was merely 
economizing on scarce and expensive labor. 

In the use of urban land, the price system 
calls for the intensive utilization of scarce and 
expensive land and a more generous use of the 
more abundant and cheaper land, labor and 
capital being mobile and equally expensive in 
every part of any city. Along VVall Street in 
New York City, where the land is extremely 
scarce and expensive, little land is used with 
much capital and labor—that is, nearly all the 
buildings are high—^whereas in small towns 
where ^ere is an abundance of cheap build¬ 
ing sites, all the buildings are low. It is fortu¬ 
nate, too, that the scarce sites on Wall Street 
are expensive, because that leads to their in¬ 
tensive utilization, makes it possible for many 
people to avail themselves of the various serv¬ 
ices available in this financial section, and keeps 
out all but the most important kinds of busi¬ 
ness. It is well that these scarce and expensive 
sites are devoted to banking, foreign exchange, 
and the more important financial business, 
rather than to grocery stores, hamburger stands, 
and service stations. 

The price system and the allocation of 
consumers* goods 

Relative prices also determine the direction 
of consumers' expenditures. If a product is 
scarce, relative to the demand, its price rises, 
oemsumption is reduced, and, to the extent that 
buyers have equal purchasing power, the 
scarce supply is reserved for those whose wants 
are keenest. When hogs are scarce and the 
price of pork is high, relative to that of beef, 
some pork consumers shift to the relatively 


plentiful and cheap beef, thus reserving the 
scarce pork for those who have the strongest 
preference for it. And conversely, if a product 
is very plentiful, relative to the demand, tlie 
price will be low and consumption will be en¬ 
couraged. This is a very fortunate circum¬ 
stance, indeed; just how fortunate will be evi¬ 
dent if we try to imagine what would happen 
if it were not true. Suppose that a scarcity of 
pork led to lotoer prices. Increased consump¬ 
tion would presently eliminate pork from the 
market. Or suppose that a scarcity of pork led 
to higher prices, but that higher prices brought 
increased consumption. No pork, again. Or 
suppose that a great plenty of beef led to 
higher prices and reduced consumption. What 
would be done with all the beef? 

It is therefore fortunate that scarce goods 
tend to be high in price, and plentiful goods 
cheap. This is true of all kinds of services as 
well. It is fortunate, for instance, that highly 
skilled surgeons command high incomes, not 
only because these high incomes encourage 
young men to work hard to achieve com¬ 
petence, but because high fees tend to restrict 
this scarce talent to critical surgical cases. If 
every trivial ailment were brought to such men, 
they would be worn out and unable to attend 
the critical cases to which their strength should 
be devoted. 

It is often said that the price system, by 
turning productive energies to the most impor¬ 
tant tasks and by distributing goods to con¬ 
sumers according to the keenness of their 
wants, provides the maximum amount of goods 
and the maximum satisfaction from those 
goods; but this is true only with important 
qualifications, the first of which arises from in¬ 
equality of incomes. The price system distrib¬ 
utes goods to those whose wants are keenest 
only to the extent that there is substantial 
equality of incomes. Where there is great in¬ 
equality, the rich may satisfy their most trivial 
whims, while the poor lack not only decent 
houses but perhaps even healthful and suffi¬ 
cient food. As Clay points out, the price sys¬ 
tem may regard the rich man s Pekingese 
puppy as more important than the poor man's 
education. "By following market values, pro¬ 
ducers supply the extravagant futilities of Palm 
Beach, while food, decent housing and doth- 
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ing are lacking in the slums.”^ In this way the 
rich appropriate to themselves scarce and pre¬ 
cious resources and the finest products of in¬ 
dustry, while the poor have little that is beau¬ 
tiful in their homes or in their lives, however 
much they might enjoy such things, because 
they are not able to pay the market price for 
them. Thousands of poor people actually die 
every year because they cannot pay for the 
medical and hospital services, the rest, food, 
and recreation that would save their lives; 
whereas the rich have not only all the medical 
attention they need, but sometimes food and 
recreation to their own physical and spiritual 
detriment. The income of society would pro¬ 
vide greater total utility if it were more equally 
divided. 

Yet inequality of income is itself to some ex¬ 
tent a result of the operation of the price sys¬ 
tem. Some of the great fortunes and large in¬ 
comes are the reward for services which soci¬ 
ety rates at a high figure. Henry Ford became 
wealthy because millions of people bought his 
Cars; Gary Cooper earns neaily half a million a 
year because people swarm to the theaters to 
see his pictures, because they ‘Value” his per¬ 
formances highly. If we are to maintain the 
price system vve must permit it to operate, per¬ 
haps with limitations through heavy income 
taxes, in determining incomes as well as in fix¬ 
ing the prices of goods. 

The price system may fail to provide the 
greatest total satisfaction for a second reason. 
In the realm of the artistic, the market may 
establish high prices for contributions of no 
genuine merit, of only transitory value, and 
low prices for imperishable works of art. Mil¬ 
ton’s Paradise Lost sold for less than $100, 
many of Schubert s songs brought him only a 
few dollars, and Mozart’s outjjouring of im¬ 
mortal melodies earned him only a miserable 
living; whereas many writers of dime novels, 
true confessions, and ja^z hits make handsome 
incomes. Only a few are able to appreciate 
great literature or art, but many have the cul¬ 
tural resources necessary to appreciate jazz and 
spicy stories. If it were possible to call in all 
future generations, however, the market would 
appraise things differently, for the fine things 
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endure and are enjoyed by many generations, 
while the inferior stuff is soon seen to be infe¬ 
rior and is forgotten. If the millions who have 
delighted in Schubert’s “Serenade” during the 
past century could all have bid on that song, 
it might have made Franz Schubert a million¬ 
aire. A modest royalty on Sliakespeare’s plays 
during the past would have netted even more 
tlian Abws Irish Rose has panned out to the 
presesnt date. 

In the preceding chapter we considered 
other reasons why consumers do not secure 
anything approximating the maximum utility 
from their purchase and use of goods: emula¬ 
tion in consumption; the dominance of con¬ 
vention, fashion, habit, advertising, and sales¬ 
manship in wants; and public ignorance and 
irrationality. These call for no further discus¬ 
sion here. 

The price system and future goods 

To the extent that the future can be pre¬ 
dicted, the price system also adjusts consump¬ 
tion between piesent and ftiture to secure max¬ 
imum satisfaction. Most animals live through 
constant successions of feast and famine, of 
glut and hunger. Many primitive tribes do lit¬ 
tle better, feasting without restraint after the 
harvest although they face the probability of 
famine before the next harvest is gathered. 
With some highly perishable products, civil¬ 
ized man can do little better. Watermelons and 
muskmelons must be eaten when they are ripe, 
for there is no way of keeping them long; but 
more durable products such as wheat and com 
may be consumed immediately after harvest or 
saved for later consumption; and tlirough the 
mechanism of the price system, the consump¬ 
tion of such products is spread evenly over the 
time between harvests. The relative amounts 
sold for immediate use and saved for the fu¬ 
ture depend on the judgment of grain specu¬ 
lators as to relative present and future prices. 
If .speculators believe that there is likely to be 
a scarcity in the future and that prices will be 
high, they buy up wheat and hold it in storage, 
thus raising the present price, encouraging 
farmers to plant wheat, reducing consmnption, 
and so enlarging the future supply and reduo- 


^ H. C. Clay, Economics for the General Reader, p. 385. 
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i&g the future price. If speculators believe &at 
future supplies are likely to be heavy, they will 
buy little for storage or even sell some now in 
storage, thus reducing the present price, dis¬ 
couraging planting, encouraging consumption, 
and in this way reducing the future supply and 
raising the future price. To the extent that they 
are correct in their anticipations, they tend to 
maintain prices and consumption at a unifoim 
level, and so prevent the feasts and famines 
that would otherwise follow each other. 

Prices atid individual expenditures 

In the apportionment of his personal ex¬ 
penditures among various consumers’ goods 
also, the individual is guided by relative prices. 
He weighs with more or less care the utility of 
each good against that of other goods costing 
the same amount of money; or, to be more pre¬ 
cise, he weighs tlie utility of an additional unit 
of some goods against the utility of additional 
units of other goods that he might buy with 
the money, trying to get the largest total util¬ 
ity from his expenditures. It is sometimes said 
that he weighs the utility of the additional unit 
of each good against the utility of the money 
it would cost; but this is not strictly correct, 
for, as we have already seen, money has no di¬ 
rect utib’ty except to the miser. Any significant 
change in the relative prices of various goods 
will bring a shift in his purchases. A rise in the 
price of beef, for instance, may cause him to 
buy less beef and more pork; a drop in the 
price of mutton is likely to cause him to buy 
more mutton and less of other meats; if oranges 
fall in price, he may buy more oranges and 
fewer apples. Or when the price of any given 
commodity rises, he may shift his purchases, 
to some extent, to almost any other commod¬ 
ity; but to the extent that he spends with dis¬ 
crimination, he will always be guided by rela¬ 
tive prices. 

Prices and the distribution of income 

Relative prices determine to some extent the 
fiowef income to the various economic classes 
and individuals. The relatively low prices of 
farm products before the Sectmd World War 
meant that fanners’ incomes were low and that 


the real incomes of urban dwellers—^the in¬ 
comes in terms of the goods that their money 
incomes would buy—^were relatively high, for 
town and city people could buy generous sup¬ 
plies of the cheap meat, eggs, and milk pro¬ 
duced by farmers. During World War II, this 
situation was to some extent reversed. Relative 
prices also determine the relative incomes of 
individuals. The farmer who produces mutton 
when mutton prices are high will receive a 
relatively high income. For salaried men and 
women and those who work for wages, we 
should perhaps say that relative prices are the 
incomes of the various individuals. Salaries and 
wages are prices, the prices paid for services. 
Lana Turner earns a high income; that is the 
price of her services; and the day laborer earns 
a small wage; that is the price of his services. 

Prices and aesthetic ideals 

Not only does the price system guide pro¬ 
duction, consumption, and the distribution of 
income. It is the basis of many of our aesthetic 
ideals. Many of our ideas as to what things are 
beautiful, what things or what conduct indi¬ 
cates refinement or culture, arc based on the 
price system. We often judge paintings by the 
price marks, singers by the fees they receive, 
people in general by the apparent expensive¬ 
ness of their clothes or cars. Walnut and ma¬ 
hogany look “rich” and are therefore used by 
the “better classes” for furniture and paneling; 
for coats are worn in climates where cloth coats 
would be warm enough, because fur coats are 
“honorific evidence of the owner s prepotence” 
—^to quote Thorstein Veblen.® The obvious 
possession of wealth is a “conventional basis of 
reputability”; and most evidences of wealth 
are reputable and beautiful and good. 

One of the mo.st obvious evidences of wealth 
is leisure, “abstention from productive work.” 
Of course kings and nobles engage in no vul¬ 
garly productive work; they have lackeys and 
flunkies to do all that; Veblen tells of the king 
of France who “in tlie absence of the function- 
aiy whose office it was to shift his master’s 
seat” sat “uncomplaining before the fire and 
suffered his royal person to be toasted beyond 
recovery. But in so doing he saved his Most 


*On this subject, see Thorstein Veblen's The Theory of the Leisure Class, from which the pres¬ 
ent author has taken many of his ideas on this question. 
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Christian Majesty from menial contamination.'' 
Doubtless the king was too stubborn in his ob¬ 
servance of good form, but real aristocrats as 
a rule must give conspicuous evidence of inno¬ 
cence of productive work, evidence of “some 
ancient lineage, venerable, holy, ineffable, 
mellow with the antiquity of a hundred and 
fifty years, disinfected of the ancestral odois of 
salt cod, and pelts, all of a century ago, and 
unsmirched by a day's work since.'*^' It is tnie 
that American businessmen do not observe this 
taboo very religiously; but most American busi¬ 
nessmen are of the \ ulgar, newly rich class and 
have not yet had time to learn all the manners 
of well-seasoned aristocrats. It is the older lain- 
ilics of New York that constitute the real “Four 
Hundred,” families that are at least a genera¬ 
tion removed from vulgar toil, families whose 
gentle blood has been “ennobled by protracted 
contact with accumulated wealth or unbroken 
prerogative.” For some reason aristocrats think 
it more “honorific” to have ancestors who were 
able to make money tlian to be able to do it 
themselves. 

In their styles and conventions, most men 
and women try hard to give an appearance of 
wealth and release from vulgar toil. Only the 
laboring classes appear in public in working 
clothes; even men of the middle classes appear 
at social affairs in dress suits, in starched shirts 
and collars which, although fundamentally ugly 
and uncomfortable, are obvious proof that the 
wearer could do no physical work. 

Men of wealth commonly like to take their 
leisure “vicariously,” by keeping their wives in 
honorable idleness. The women often wear 
high-heeled shoes, in which they obviously 
could do no ignoble physical work; they once 
wore tight corsets, even stronger evidence of 
emancipation from toil, they have small feet 
and hands (a generation or two ago the most 
threadbare of all jokes referred to “big feet — 
evidence of vulgar physical work, or at any 
rate of a capacity to work), and their hands 
are not “dish pan” hands because their maids 
do the work; their fingernails are long, al¬ 
though not so fantastically long as the aristo¬ 
crats of China used to wear, and are carefully 
polished or painted to show that the ladies en¬ 
gage in no menial work and that they have 
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time to devote to such decorative activities, or 
money enough to hire a manicurist to do it for 
them. (It is probably not true, however, as a 
wag once suggested, that long fingernails are 
of rural origin—indicating that the women did 
not help with the milking!) 

These refined ladies know all the rules of 
etiquette, many of which are irrelevant or silly 
but are evidence of leisure and of contact with 
others who have leisure to study such things. 
They talk about music, art, poetry, and the 
latest novels, which only leisure-class people 
can study, just as their husbands talk about 
“games, sports, and fancy-ljred animals, such 
as <logs and rare horses,” expensive, “honor¬ 
ific,” leisure-class activities in which only men 
of wealth can indulge. A farmer who talks 
about hogs at a dinner party would liardly 
“rate” socially, for the raising of hogs is a pro¬ 
ductive business; yet a wealthy banker who 
has a show farm and raiiscs pure-bred hogs at 
a loss for the fun of it could doubtless talk 
about his hogs without losing caste. Similarly 
it would not be well to talk too much about 
work horses, but a sportsman who can discuss 
race horses with understanding has “the con¬ 
ventional index of reputability,” an index quite 
as unmistakable as skill in mixing highballs. In 
the same way, fishing suggests leisure and is a 
ver)' stylisli subject for discussion among the 
better classes. 

Wealth and leisure, as Veblen pointed out, 
are also indicated by “quasi-scholarly and 
quasi-arlistic accomplishments, and a knowl¬ 
edge of process «aid incidents which do nol 
conduce directly to the furtherance of human 
life”—that is, by a knowledge of useless 
things. Veblen believed that the study of Latin 
is based partly on this principle; and there can 
he little doubt that our insistence on the cor- 
rect use of English and on correct spelling is 
somewhat related to our insistence on dressing 
for dinner and on dipping the soup away from 
rather than toward us. Correct use of English 
is really of much less social importance than a 
knowledge of economics. People who say 
“ain’t” and ‘lias went” may thrive well and be 
peaceable and happy, but those who are ig¬ 
norant of economics and the social sciences 
will be unable to solve critical social problems 


® Mark Twain. The $30,000 Bequest. 



192 


ECONOMICS 

and wiB surely encounter disaster. Yet Eng- all urban industry is infected more or less with 
lish is more commonly a required course for monopoly, and to the extent that monopoly 
coDege students than any of the social sciences, prevails, the price system does not perform ai]» 
The idea seems to be that even economic il- these functions effectively. The high prices 
literates should speak grammaticaUy, and if which indicate a scarcity of aluminum do not 
they wind up in social disaster they should do induce producers to enter the field and en- 
it as gentlemen. It takes time to learn to use large the supply, because the aluminum mo- 
correct English, which means leisure and fi- nopoly has a tight fence aroimd its business 
nancial competence. One cannot be mining and others cannot get in; furthermore, the mo- 

coal or swilling the hogs and studying the mys- nopoly itself docs not wish to enlarge the sup- 

teries of spelling and usage at the same time, ply because this will reduce its prices and 

Correct English is evidence of partial exemp- profits. On the other hand, excessive supplies 

tk>n from “vulgarly productive work.'* Knowl- and low prices in highly competitive indus- 

edge of music and the fine arts, similarly, is tries such as farming do not necessarily drive 

usually thought much more “honorific” than producers out, because they cannot get into 

knowledge of plumbing or housekeeping or the fcnced-olF monopolized industries where 

farming, although there is no evidence that prices and profits arc high. To the extent that 

the study of music and the fine arts develops there is monopoly, society does not secure the 

a particularly strong or fine character. maximum output from its productive agents. 

Under monopolistic competition the price sys- 
Conclusfons tern operates somewhat better, although still 

In conclusion, then, we see that the price imperfectly. A high price for Schick razors 

system—relative prices—^rcgulates the pro- cannot attract producers into the business of 

duction of goods, the consumption of goods, making Schick razors, because they are pat- 

and the flow of income to individuals and ented, but it may induce producers to under¬ 
classes to the extent that the economic system take the manufacture of other brands of elec- 

is competitive^ and even determines some of trie razors and so enlarge the total supply of 

our ideals. As we have already seen, however, electric razors and perhaps bring prices down. 

QUESTIONS 

1. What is a market? How big may a market be? Where is the market for wheat? For gold? 
For United States bonds? For common brick? For Sunkist oranges? For Texas water¬ 
melons? 

2. What different forms may competition take? If the lumber companies were to agree as to 
the prices they charge, would competition be eliminated? Give illustrations of markets 
where price competition has been eliminated. In each case, what sort of competition has 
been substituted for it? Suppose Kansas were to pay $50,000 a year to her governor; what 
competition would develop? 

3. How does pure competition differ from perfect competition? 

4. “A prudent person wiU endeavor to distribute his expenditures among all sorts of uses, 
present and future, in such a way that they will have in each the same marginal utility.*' 
In estimating the present marginal utility of a future source of pleasiure, what allowances 
must be made? 

5. It is often said that a successful speculator, that is, one who makes money, benefits the 
community, whereas an unsuccessful one is a social detriment. Under what circumstances 
is this true? 

6. Define pure competititm, monopoly, duopoly, oligopoly, monopsony, duopsony, oligop¬ 
sony, monopolistic competition. 

7. Is it strictly correct to say that in considering the purchase of a pair of shoes a man weighs 
the utility of the shoes against the utility of his money? 

8. Exactly why is there no advertising in the sale of wheat and raw cotton? If consumers were 
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perfectly informed and perfectly rational, would the markets for clothing, canned goods, 
and many other commo^ties be purely competitive? What other condition or conditions 
^ would have to prevail? 

9. "CJood use of English, good manners, high-heeled shoes, small feet, long fingernails, cor¬ 
sets, stijff collars, knowledge of dead language, music and the fine arts: all help to raise 
social standing because they indicate leisure—^uselessness, parasitism/' Do you agree? 
or why not? Why should we not honor useful work and useful workers, rather than para¬ 
sites? 

10. Why do many people take more pride in distinguished ancestors than in doing notable 
work themselves? A distinguished historian once said that the people who came over on 
the Mayflower were the riffraflE of England. Why are people so proud of being descendants 
of the Mayflower passengers? 

11. Veblen said: “A breach of the proprieties in spelling is extremely annoying and will dis¬ 
credit any writer in the eyes of the persons who are possessed of a developed sense of the 
true and beautiful. English orthography satisfies all the rcquiiements of the canons of rep¬ 
utability under the law of conspicuous waste. Ir i.s archaic, cumbrous, and ineflFective; its 
acquisition consumes much time and eflFort, failure to acquire it is easy of detection." Is 
this the only reason for requiring courses in spelling and rhetoric? 



Chapt er 14. 

Market Price 


In die preceding chapter we described 
briefly the various possible market situations, 
particularly those knowm as pure competition, 
perfect competition, monopolistic competition, 
and monopoly. We saw that only in a few 
agricultural markets, for instance those for 
wheat and cotton, is there anything approxi¬ 
mating pure competition, even on one side of 
the miu-ket; that there is no purely competitive 
market and, even more definitely, no perfectly 
competitive market; and that practically all 
urban industries represent limited monopoly or 
monopolistic competition. Although there is no 
such thing as pure competition, it is necessary 
in the present chapter, if we are to do any¬ 
thing at all with our problems, to analyze some 
market situations as if they were purely com¬ 
petitive, somewhat as the physicist in some of 
his analysis assumes a vacuum and ignores 
friction. This will not be seriously misleading. 
The principles of competitive price determi¬ 
nation are important even in markets where 
there is a considerable measure of monopoly 
control. In the market for oil products, for ex¬ 
ample, although the Standard Oil companies 
have some monopoly control, they cannot ig¬ 
nore competition, and the principles of com¬ 
petitive price determination are to some ex¬ 
tent valid. 

Prices in different periods of time 

The problem of price determination differs 
with the period of time under consideration; 
accordingly we shall analyze competitive price 
as determined in three different periods: (1) 
the nrnrket price period, (2) the short-run nor- 
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mal or intermediate price period, and (3) the 
long-run normal price period. 

Market price period. In the market 
price period the supply in existence is assumed 
to be fixed, for the time is too short to permit 
any more to be produced. Generally, however, 
the amount that will be put on the market 
varies with the price. In this price period costs 
of production play no part, but the price must 
be high enough to cover (a) the cost of bring¬ 
ing the product to the market, and (b) the 
cost of foregoing other possible uses of the 
product. 

2. Short-run normal or intermediate price. 
In this period, supply is assumed to be what 
can be produced with the existing plant and 
managerial staff. The supply can be increased 
to some extent, and so costs of production en¬ 
ter into tlie problem, for the price must be 
high enough to cover at least the costs of the 
labor and raw materials and the other direct 
expenses of production, but not necessarily 
high enough to cover fixed costs, the interest 
and depreciation on the fixed plant. 

3. Long-run normal price. In this period, 
of*^erhaps several years' duration or even 
longer, there is time for the production of new 
plant; and the price is assumed to cover not 
only the costs of labor and materials and other 
direct costs, and the salaries of the managerial 
staff, but also int^j^^nd depreciation charges 
on the fixed plantTEong-run normal price may 
best be defined as the price which would be 
established if the conditions affecting demand 
and supply remained stationary for a time long 
enough to allow them to work out their effect 
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fully. It is the price about which the market 
price is constantly oscillating and toward which 
it is constantly tending, but which it touches 
only briefly in its fluctuations. 

An illustration of the three periods 

To illustrate the principles governing price 
in a competitive business in each of these three 
periods, let us consider the price of apples. In 
October there is a certain supply of apples in 
existence, a fixed supply which cannot be in¬ 
creased before the next year. It makes no dif¬ 
ference for the present what it cost to produce 
these apples; they are here in a certain fixed 
amount, which must be sold or disposed of in 
some way before the next crop is picked. Here 
we have the essentials of the market price pe¬ 
riod. The amount of apples put on the market 
depends to some extent on the price, for it the 
price is very low some of the poorest apples 
may not be picked, or they may be fed to the 
hogs, and some of the good apples may be 
kept by the producers, perhaps canned for fu¬ 
ture use. Although we assume that costs of 
production, the costs of growing the apples, 
do not affect market price, there are two ele¬ 
ments of cost that do affect the amount of ap¬ 
ples put on the market, and therefore the price: 
(1) t he cost of picking and bringing them to 
the market, and (2 ) the cost represented by 
foregoing other possible uses of the apple s 
such as feeding th^m to the hogs or canning 
thfeffl toV hot u e- use. The r hi g her these costs are, 
thi^smaller the supply that will be put on the 
market and the higher the price will be. Costs, 
in these two senses only, do affect price, even 
in the market price period. 

Now if the price of apples is just high 
enough to cover costs of production for prac¬ 
tically all producers, there will be no incentive 
for either increasing or reducing the supply. 
By costs of produc tinp wa mean the wages of 
t he labo r, t he cost any raw materials suc h 
as fert ilizer and the like , interest on the invest ¬ 
ment in the orchard a nd equipment —the or¬ 
chard a nd storage facilities represent theiix^ 
plant—and wa ges of magagynent for the p ro- 
dtj^r^~ the price of apples^vers these costs, 
those in the business will continue producing 
about the same amount the next year, and no 
outsiders will find it worth while to enter the 
business. If the price In October just covers 


195 

these costs, it is not only the market price but 
also the short-run and long-run normal price. 

But suppose the price of apples is consider¬ 
ably above costs of production, and producers 
are making large profits, as in 1942. Here is an 
unstable situation. There "should be*' more ap^ 
pies, and the forces are in operation whicfi 
will tend to increase the supply and reduce 
the price. The number of bearing trees, the 
fixed plant, cannot be increased in less than 
about ten years, for it takes about that time 
for trees to reach bearing age. Adjustment of 
supply through increasing the fixed plant— 
the long-run normal adjustment—cannot be 
reached in less than ten years; but in the mean¬ 
time, in the short-run normal period, apple 
production can be increased to some extent by 
cMiItivating the orchards more intensively, by 
applying more labor and capital in tilling and 
fertilizing the ground, in spraying the trees to 
kill insect pests, and in other ways. The higher 
the price of apples, the more care will be given 
the orchards; but the price may remain above 
the average total cost throughout the short- 
run nonnal period, until new trees can come 
into bearing. When the "plant” has thus been 
expanded, the supply of apples should be suf¬ 
ficiently enlarged to bring the price back to 
cost of production, the long-run normal price, 
unless further changes in demand or in costs 
call for hirlhcr adjustment. Perhaps by the 
lime the new trees have Ixigun bearing, the 
demand will have increased further, with the 
result that the supply will sUll be too small to 
bring the pric.* down to cost of production; 
or the demand may ha\’e declined, with the 
result that the supply is now so great as to 
force the price down below cost of produc¬ 
tion. In either case the long-run nonnal price 
has not been reached, and years of further 
adjustment will be needed before it can be 
reached; indeed, it is seldom or never reached, 
because conditions are continually changing 
and making new adjustments necessary. 

Let us now suppose that the m.u-ket price of 
" apples in Octol>er is below cost of production, 
with most or all producers losing money. Here 
again is an unstable situation, and the forces 
are in operation which will tend to reduce tfie 
supply and bring the price up to the cost of 
production. If the price is too low to cover 
even the costs of cultivating the orchards*, of 
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Spraying the trees and picking the apples— It is impossible to be very explicit here, but at 


the variable expenses—some orchards will be 
abandoned and perhaps cleared of trees. The 
short-run normal price must be at least high 
enough to cover these expenses. If the price is 
high, however, the producers may not 
abandon their orchards in tlie short-run nor¬ 
mal period, even though they earn nothing on 
their fixed expenses, their investment in or¬ 
chards. But they will not replant the trees that 
die, and will not spend as much on the care of 
the orchards as they would if apples brought 
a higher price. Through the gradual decay of 
the trees and in other ways, the supply will 
tend to be reduced until the price again 
reaches the level set by the full cost of pro¬ 
duction, the long-run normal price. 

Competitive price is determined by the in¬ 
teraction of demand and supply in all three 
periods, but the relative emphasis given to 
supply and to demand is not the same for all 
three periods. In the market price period, only 
two costs are considered—^the cost of bringing 
the product into the market and the cost of 
foregoing other uses of it. In the short-run nor¬ 
mal period, the price must cover these two 
costs and also the variahl ^ cnsts of production. 
In the long-run normal period, the price must 
cover all costs, including fixed costs^ 

The market price period 

It is impossible to be precise as to the dura¬ 
tion of the market price period, because it var¬ 
ies witli different commodities and with con¬ 
ditions. In the wheat market, for instance, it 
might well be thought of as an entire season, 
for once a wheat crop is harvested there can 
be no inarease in the domestic supply until the 
next season. Yet the price of wheat changes 
from hour to hour and from day to day 
throughout the season, largely because of 
changes in conditions of demand; and for some 
purposes a period shorter than the season 
might serve. The "cash wheat" supply in the 
Chicago exchange might be regarded as the 
supply at a given instant or for an hour or per¬ 
haps for a ^y. At a given instant, the supply 
would be strictly limited to the wheat in the 
Chicago elevators and freight yards; in an 
hour, some vrheat could be shipped in from 
points perhaps thirty miles distant; in a day 
iome c^d be shipped in bom Minneapolis. 


any rate we must think of the market price 
period as a period so short that the amount in 
existence cannot be changed, and therefore so 
short that costs of production cannot affect 
the price very much. 

Market prices are real prices 

Market prices, as Bye points out, are real 
prices, "the prices which actually exist," as 
contrasted with the normal prices which would 
prevail if conditions remained the same for a 
long enough time for cost of production to 
play its part; and there is a wide economic area 
in which the principles governing market price 
are very important, a wide area in which mar¬ 
ket prices often deviate widely from cost of 
production or have little or no relation to it. 

There are a great many non-reproducible 
goods whose prices bear practically no relation 
to cost of production, such as Rembrandt 
paintings or those of any great "master," 
Stradivarius violins, precious first editions— 
a first edition of Adam Smith sells for at least 
$150—autographed copies of famous books, 
genuine antiques, rare stamps, and natural re¬ 
sources of all kinds. The prices of natural re¬ 
sources are of course unrelated to cost of pro¬ 
duction only as natural resources in the place 
and form in which nature provides them, and 
not as found and processed and brought into 
the market; for there is the cost of finding 
some of them, and practically all of them must 
be "made over” more or less and brought into 
the market, perhaps at high cost. 

The prices of certain other goods are largely 
governed by cost of production in the long 
run, yet may deviate widely from cost at times, 
or even most of the time. Here we may in¬ 
clude most agricultural products. Because of 
the vagaries of the seasons, shifting demands, 
and the considerable time that must elapse be¬ 
tween preparation for a crop and harvesting 
it, market prices of many agricultural products 
may be far below or above cost of production 
much of the time. An orchard planted this 
year will yield ^or ten years, and then 

it may be wortfal^sl^ause too many ordiards 
have been {Janted and the market has been 
glutted or because there has been a shift in 
the demand which cannot be predicted ten 
years in advance^ Hundreds of orchards 
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planted in the roseate years of the First World 
War and the following decade proved worth¬ 
less in the Great Depression, because fruit 
prices were too low to cover even the costs of 
caring for the trees and picking and market¬ 
ing the fruit. 

Urban businesses have similar risks and are 
not always able to cover costs of production; 
but the prices of manufactured products are 
more commonly high enough to cover costs 
than are the prices of farm products. Manu¬ 
facturers have some control over their prices, 
and they usually s». *• them at levels wliich they 
calculate will cover costs, and limit output to 
the amounts that can be sold at those prices. 
Merchants ordinarily determine upon a cer¬ 
tain “mark-up” which they apply to the goods 
they sell, a mark-up based on their estimate of 
costs, including what they call a fair profit. 

In times of severe depression, or in a sud¬ 
den burst of prosperity such as often accom¬ 
panies a war, many market prices, even of 
manufactured products, may shift far from the 
cost of production level. In the business de¬ 
pression of 1921 and again in 1929, many 
merchants were obliged to dump some of their 
goods at prices far below cost. Since business 
conditions arc usually changing with the fluc¬ 
tuations of the business cycle, market prices 
are often considerably below or above cost of 
production. The concept of market prices is of 
real importance. 

Demand defined 

Before proceeding further with our discus¬ 
sion, it will be necessary to define demand and 
supply more carefully. Demand means more 
than “desire.” A penniless luchin looking in 
the window of a bakery does not demand 
cakes and has no effect on the price of cakes. 
His demand must be “eflFective”—^must be 
backed by money and by the willingness to 
spend the money for cakes—^before he enters 
the price-making process. 

Individual demand is sometimes defined as 
the amount of a commodity that an individual 
stands ready to buy at a given price; but this 
is not an adequate definition, for it gives us 
only a glimpse of the individuals real demand. 
If we faiow only that at 5 cents each, a man 
will buy 10 apples, we know little about his 
demand. With only this much stated, we have 
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no idea as to how many he would buy at 4 
cents, or 3 cents, or at any other price. We 
should therefore define his demand as a sched¬ 
ule of all the various amounts he stands ready 
to buy, at a corresponding schedule of prices, 
at any given time and place. This definition 
gives us a much broader conception of the in- 
dividuals demand. For instance we may as¬ 
sume that he will buy: 

0 apples at 10 cents each 

1 apple at 9 cents each 

2 apples at 8 cents each 

4 apples at 7 c*ents each 

6 apples at 6 cents each 

10 apples at 5 cents each 
15 apples at 4 cents each 
20 apples at 3 cents each 
30 apples at 2 cents each 
50 apples at 1 cent each 

Here is an individual demand schedule which 
offers a much more complete picture of his 
want and his ability and willingness to satisfy 
it than would the mere statement that he will 
buy 10 apples at 5 cents each. Drawing a 
graph for a part of this schedule, we have the 
curve shown in Fig. 5. In this graph, which is 



typical of many that the student will encoun¬ 
ter in this book, we measure quantity along 
the line OX and price along the line OY; and 
we are able to see at a glance just how many 
apples will be demanded at each of the vari¬ 
ous prices. The graph even shows the number 
demanded at every fraction of a cent. 

Not all individual demands .can be defined 
as schedules. At any given time a man usually 
wants only one watch, one automobile, one 
piano, one house to live in; and for such com¬ 
modities the individual demand curve will not 
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serve well. But the total demand in the mar¬ 
ket, even for such commodities, should be 
thought of as a schedule. 

The individual demand curve always slants 
downward, to the right, because of the law of 
diminishing utility. The individual may satisfy 
his most important wants at a high price, but 
since, according to this law, additional units of 
the commodity satisfy less important wants, 
they must sell at a lower price or he will not 
buy them. Rather than buy more at the same 
high price, he will turn to other goods that are 
always competing for his attention, for at ev¬ 
ery point in his demand schedule he is pre¬ 
sumably apportioning his purchases among 
different commodities in such a way that the 
marginal utilities of the goods costing equal 
amounts will be equal. 

Ordinarily, the word demand does not mean 
individual demand, but the demand of all the 
buyers in the market, the total of all individ¬ 
ual demands, or the aggregate demand. It is 
impossible to picture a total of a great many 
individual demand curves, but we may con¬ 
struct a schedule and draw curves for a few 
buyers; such a schedule is shown in Fig. 6. In 



Fig. 6. Demand Curves of Individuals A, B, C, 
and D. 


this graph curve A is the individual demand 
curve for buyer A; curve B, measured from 
cuive A and not from the line OY, is the de¬ 
mand curve for buyer B; curve C, measured 
f^om curve B, is the demand curve for buyer 
C; and curve D, measured from curve C, is 
the demand curve for buyer D and is also the 
aggregate demand curve. 

Aggregate demand, the demand of aU the 


buyers in the market, is often defined as the 
amount which buyers will purchase at a given 
price, at a given time and place; but again 
this is inadequate. We should rather define ag'- 
gregate demand as a schedule of all the vari- ' 
ous amounts that consumers stand ready foj 
buy at a corresponding schedule of prices, at 
any given time and place. Only as a schedule; ^ 
graphed as a cui*ve, is demand adequate to 
serve in fixing price. 

Change in demand 

A change in demand means a shift in the 
demand schedule or curve; it means that buy¬ 
ers will purchase more at all the prices indi¬ 
cated on the curve, or that they will buy the 
same amounts at higher prices. The mere fact 
that they buy more at lower prices or less at 
higher prices does not indicate a changed de¬ 
mand. They will do that without any change 
in the schedule or curve, lor that is exactly 
what the schedule or curve means. But when 
they buy more at the same prices, or the same 
amounts at higher prices, the demand has ob¬ 
viously increased. A change in demand may 
be graphed as shown in Fig, 7. 



Changes i^^demand may result from (1) 
changes irfincomj^ (2) chants in consumer’ 
tastes ^_preferenc^, or ^'3) changes in the 
pffees or availability of other goods. 

l. ‘Fuyerirbliy'vdlh'^^^^ Demand is the 
various amounts of money that they will give 
for corresponding amounts of the good in ques¬ 
tion; and if the buyers find themselves with 
increased or decreased money incomes they 
can and will pay more ox less for any given 
amount of the good, other things—their tastes 
and desires, for instance—^remaining the same. 
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That is, demand increases with increases in 
the incomes of buyers, and declines with de¬ 
creases in their incomes. In the two world 
wars, for example, consumers had higher in¬ 
comes; this resulted in increased demand for 
most products, and therefore higher prices. 

2. Changes in demand may result from 
changes in the tastes or preferences of buyers. 
When, for instance, it was discovered that 
liver, formerly a cheap by-product of the meat¬ 
packing industry, contained important vita¬ 
mins, the demand for liver increased sharply. 
Consumers^ food preferences have changed 
considerably in past decades; the demand for 
many vegetables—particularly those that have 
important vitamins, such as tomatoes, cabbage, 
and carrots—^for citrus fruits, sugar, and dairy 
products has increased, whereas the per capita 
demand for potatoes and cereal products, par¬ 
ticularly flour and corn meal, has declined. It 
is said that the Popeye news strip had a defi¬ 
nite effect on the consumption of spinach. In 
the market for more durable goods, the shift of 
public demand from big to small houses left 
many old mansions almost unsalable. 

3. Changes in prices or in the availability of 
other goods may affect the demand for any 
particular good in one way or another. Here, 
however, we must make a distinction between 
complementary goods and competitive or 
^‘substitutive’* goods. Complementary goods 
are those that are used together for any given 
purpose, goods for which there is a “joint de¬ 
mand,** such as gasoline and tires; Victrolas, 
records, and needles; beer and pretzels. A 
higher price for one complementary good is 
likely to result in a reduced demand for the 
other. A higher price for gasoline, for instance, 
will reduce the use of automobiles, although 
not very much, and will therefore reduce the 
demand for tires; higher prices for Victrolas 
will reduce the sales of records and needles. 

For competitive or substitutive goods, the 
situation is reversed. Substitutive goods are 
those which compete for the buyers’ favor, 
which may be substituted for each otlier to 
some extent as their relative prices change, 
such as Post Toasties and Com Flakes, apples 
and oranges, beef and mutton. Most goods are 


classified as substitutive with respect to each 
other, for to a greater or lesser extent each of 
them may be substituted for every other as 
their relative prices change. A rise in the prices 
of other substitutive goods generally increases 
the demand for any particular good, and a fall 
in their prices tends to reduce the demand for 
this good. A rise in the price of Post Toasties, 
for instance, other conditions remaining the 
same, will cause some buyers to turn away 
from Post Toasties and so will increase the de¬ 
mand for Corn Flakes; a rise in the price of 
oranges will increase the demand for apples. 
If, however, the higher price of Post Toasties 
is the result of a greater demand for all cereal 
foods, the price of Com Flakes may rise too. 
The demand for every commodity is to some 
extent related to the demand for every other 
commodity which may be substituted for it.^ 

The aggregate demand curve always slopes 
downward to the right, even more certainly 
than tlie individual demand curve, because, 
while an individual might conceivably buy 
more of a commodity at a high price than at a 
low price—to show his capacity for conspicu¬ 
ous waste—in the great body of buyers in the 
market his influence would certainly be out¬ 
weighed by that of the other more rationally- 
minded buyers. More of a given good can be 
sold only at lower prices because of the law^ of 
diminishing utility and because of limitations 
in the purchasing power of buyers. Some buy¬ 
ers will buy a few units at higher prices but 
more only at lower prices, because additional 
units liave a lower marginal utility; others will 
buy none at higher prices, perhaps because 
they do not care much about the good, but 
will buy some at lower prices; and still others, 
to whom the good may have high utility, may 
be out of the market at high prices because of 
lack of purchasing power, but may be able to 
buy at lower prices. 

High or low vs. rising or falling prices 

We must distinguish clearly between high 
or low prices, on the one hand, and rising or 
falling prices, on the other. This is very im¬ 
portant, because the influence of the height or 
loxotiess of a price is very different from the 


^An excellent analysis of this is given in Mary Jean Bowman and George L. Bach, Economic 
Analysis and Public Policy, chap. 3. 
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influence or a rke or /dZ in price. The general 
rule of demand is that the more of a good 
there is to be sold, the lower must be the price, 
that is, the demand curve always slants down¬ 
ward; yet a rise in prices, in the short run, is 
quite as likely to cause an increase in buying 
as a decrease, and a fall in prices often brings 
not an increase but a decrease in the amount 
demanded. Particularly when prices have risen 
for some time, buyers are likely to anticipate 
further price increases and to buy in anticipa¬ 
tion of future needs; while in a period of fall¬ 
ing prices they are likely to stay out of the 
market in the expectation of further declines. 
During the First World War, for instance, and 
for a time afterward, the price of sugar rose 
steadily, and toward the end of that price rise 
sugar purchases were very heavy. On the 
other hand, in a long decline in the prices of 
commodities and stocks, purchases often de¬ 
cline with prices, at any rate after the decline 
has run for some time. At the bottom, buyers 
seem reluctant to enter the market at all; but 
if they feel sure that the bottom has been 
reached, they will buy more than they would 
at higher prices. This is proved by the fact 
that clothing merchants, for example, offer 
left-over clothing at reduced prices after the 
ordinary buying season is over, and so dispose 
of what they could not sell at higher prices. 

Applying tliis analysis to Figs. ^7, we see 
that no time must elapse from one part of the 
demand curve to another. The curve is a “snap¬ 
shot'' of the demand at a given time, hypo¬ 
thetical of course as to all prices but the one 
that actually prevails. 

Elasticity of demand 

Although the demand curve always slopes 
downward to the right, its slant—the elasticity 
of the demand, that is, the extent to which 
changes in the price affect the amounts pur¬ 
chased —differs for different commodities. The 
demand for some commodities—certain cuts 
of meat, for instance—fairly elastic. The de¬ 
mand for certain other commodities—sugar 
and salt, for example—^is very inelastic. Tlie 
demand for still odier commodities is said to 
be urtUy, by which we mean that changes in 
price result in such changes in the amount de¬ 
manded that the amount bought mtiltiplied by 
the price yields the same totkl for all prices; 


that is, the total amoimt spent for such a good 
is tire same whatever the price. In strict ter¬ 
minology, a demand is elastic if it is more elas¬ 
tic than unity; that is, if as the price rises the 
total amount spent for tho good declines, and 
as the price falls the total amount spent for it 
increases. A demand is said to be inelastic if 
it is less elastic than unity; that is, if tlie total 
amount spent for it is greater at higher prices 
and less at lower prices. This is the strict mean¬ 
ing of the terms. We shall not always be so 
precise, however, but will use the terms in a 
more general sense to indicate whether the 
amount demanded changes much or little with 
changes in price. An elastic demand curve 
slopes downward to the right, but not much; 
an inelastic demand curve slopes steeply down¬ 
ward to the right. A demand curve of unity 
elasticity slopes downward to the right at such 
a rate that, at every point on the curve, lines 
drawn horizontally to the left, to the Y axis, 
and vertically down to the X axis, will enclose 
the same area. Such a curve is a rectangular 
hyperbola. We know less than we should about 
the elasticity of the demand for different com¬ 
modities, but a few generalizations may be 
ventured. 

1, To the extent that we can define neces¬ 
sities and luxuries, we may say that the de¬ 
mand for necessities is inelastic and the de¬ 
mand for luxuries elastic; but tliese terms are 
hard to define precisely. Adam Smith once 
made the mistake of classifying tobacco as a 
luicury, but when he came to the discussion of 
taxation, he observed that men would buy to¬ 
bacco when they could not afford what he con¬ 
sidered real necessities. There are still a few 
people who think of automobiles as luxuries, 
but cars have become almost a necessity in 
recent years, as is evident from tho economic 
disruption caused by the scarcity of rubber 
during World War II. On the other hand, milk 
might seem to be a real necessity, at least for 
children; but there are some people who can¬ 
not afford much of it, even though they drive 
automobiles. 

Food products in general are certainly ne¬ 
cessities, and the demand for food is rather in¬ 
elastic. This appears clearly in the fact that 
when food prices rise, or when, in a depres¬ 
sion, incomes decline, the grocery business suf¬ 
fers less than most oth^ businesses, although 
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there is a shift from the more expensive to the 
less expensive kinds of food. For food prod¬ 
ucts that are very cheap the demand is inelas¬ 
tic—salt for table use, sugar, bread, and some 
of the cheaper vegetables. But, as Marshall 
points out, in India, where the price of salt is 
high and the people are poor, the demand is 
elastic. The cheaper kinds of clothing are ne¬ 
cessities, and the amount bought does not de¬ 
cline much in depression times; it may even 
increase as incomes go down and buyers fit 
the cloth to their purses. 

For luxiuy articles, the demand is likely to 
be elastic. It is true that the rich and the very 
rich can buy most of the things they want, re¬ 
gardless of price, but even the rich want their 
money’s worth; in fact, some of tliem are very 
careful and judicious in their spending, and 
when an article rises considerably in price they 
will turn to other things. There are always 
marginal purchasers of luxury articles, a rather 
large proportion of the reputed rich, who are 
straining themselves to buy such things, in a 
noble effort to keep up with the Vanderbilts, 
and will be obliged to drop out of the market 
if prices rise much. Some things are luxuries 
even to the very rich—^yachts, palatial homes, 
baronial estates, art galleries, rare wines—^and 
for these the demand is elastic. 

2. In general, the demand is elastic for those 
goods for which there are satisfactory substi¬ 
tutes; but the word “substitute” needs careful 
definition. It is a relative term, like most terms 
used in economics. What is a substitute for 
Blue Boar smoking tobacco, for instance? First 
of all, some other particular brand of smoking 
tobacco, for probably there is one brand more 
nearly like Blue Boar tlian other brands are; 
the different brands might be arranged in a 
series, according to their likeness to Blue Boar. 
Thus we have a considerable number of close 
substitutes. There are other substitutes, not so 
close, yet likely to be used to some extent if 
the price of Blue Boar rises high enough: many 
brands of cigars and cigarettes, and perhaps 
snuff. Still more distant substitutes might be 
candy~‘Reach for a Lucky instead of a sweet” 
—coffee. Coca-cola, wine, whisky, books, auto¬ 
mobiles, clothes, indeed almost everything! 
Practically every conceivable good is compet¬ 
ing with Blue Boar for the consumers* doUars 
and may be substituted, marginally, if the price 
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of Blue Boar rises high enough. 

If there are fairly satisfactory substitutes for 
a good, the buyers will shift to these if the 
price is raised very much. Thus there is an 
elastic demand for beef, pork, or mutton, be¬ 
cause other kinds of meat will serve well as 
substitutes; but there is a relatively inelastic 
demand for meat, and of course a much more 
inelastic demand for food. Likewise there is an 
elastic demand for any one brand or make of a 
good —Ford cars. Old Gold cigarettes. Water- 
man pens, Chase and Sanborn coffee, but a 
relatively inelastic demand for cars, cigarettes, 
pens, or coffee. Advertisers are sometimes able 
to build up a surprising loyalty to certain 
brands, a loyalty based on the notion that these 
brands have very exceptional qualities; but 
generally the demand for a given brand of a 
good is far more elastic than the demand for 
the good itself. 

3. Demand is likely to be more elastic for 
those goods which call for a large proportion 
of the consumers’ total expenditures than for 
those that are relatively unimportant. The de¬ 
mand for meats is more elastic than the de¬ 
mand for some of the unimportant articles of 
diet like sugar or salt, partly because meats 
bulk large in consumers’ budgets. Consumers 
are likely to feel the pinch of higher meat 
prices keenly. Similarly, an increase in the 
price of new houses or Ford cars would prob¬ 
ably reduce the number demanded more than 
a proportionate increase in the price of 
matches, or razors, or other small articles, par¬ 
ticularly if these articles are bought only oc¬ 
casionally. 

4, As Marshall points out, things which are 
capable of being applied to many different 
uses have generally the most elastic demand. 
This may be illustrated by Fig. 8. It is clear 
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from this diagram that were it not for the vari¬ 
ous uses of water, the demand curve would be 
much steeper. If it were used only for drink¬ 
ing, the curve would slope down to point a, 
or to a point not far from o, because people 
drink only a certain amount of water, no mat¬ 
ter how low the price. If water were used only 
for drinking and cooking, the curve would slant 
down to point 6, or a little to the right of it, 
because people want only a limited amount of 
water for cooking, no matter how cheap it is. 
In each case it is the next lower use which 
pulls the demand curve over to the right— 
makes it elastic. 

Many goods are like water in the fact that 
they can be applied to diflFerent uses, and the 
demand for such goods has a high elasticity 
at very low prices. If water were cheap enough, 
it would be used not only to irrigate yards and 
gardens, but in fountains to cool the air, in 
private swimming pools and even small lakes. 
Similarly, if salt, which has an almost abso¬ 
lutely inelastic demand for table use, were 
cheap enough, it might be sprinkled in great 
quantities on railway roadbeds to keep down 
weeds and grass; if petroleum were very cheap, 
cheaper than coal, it would almost completely 
displace coal for fuel uses; if cop 2 >er were 
cheap enough, it would displace iron and tin 
for many building purposes; when corn prices 
fall very low, fanners sometimes burn corn as 
fuel; and when wheat prices fall to the level 
of com prices, wheat is used to feed livestock, 
the result being a greatly increased consump¬ 
tion. There would be an almost infinite expan¬ 
sion in the use of many such commodities if 
their prices were low enough. 

5. In general, the demand for durable goods 
has greater elasticity, in the short run, than 
the demand for goods which are used up in 
a short time, because the purchase of durable 
goods can be postponed. This is one important 
reason why the building industry declines so 
greatly in periods of depression. People who 
would otherwise build new houses find that 
they can use their old ones a few years longer 
widiout great hardship, and therefore fall out 
of the market. Here is also one of the reasons 
why the sale of new cars declines so much 


during a depression, much more than the sale 
of gasoline for instance, and why sales of house 
furnishings and clothing decline more than 
sales of groceries. Such demands are merely 
postponed; they will make themselves felt 
eventually, but not perhaps for several years. 

6. Finally, a joint demand is likely to be 
rather inelastic, and may be highly so. A large 
proportion of the goods bought and sold, par¬ 
ticularly raw materials and capital goods, is 
subject to joint demand. The demand for ce¬ 
ment, iron, steel, copper, brass, aluminum, 
glass, lumber, building stone, and some kinds 
of labor is a joint demand—“joined" to the de¬ 
mand for the other materials and services used 
*—and is generally inelastic. The often-noted 
stability in the price of steel has been partly 
due to the fact that steel producers know, as 
Ynteina has recently demonstrated from statis¬ 
tical studies, that the demand for steel is highly 
inelastic, and that therefore changes in the 
price will not greatly affect the amount de¬ 
manded. For many purposes it is an essential 
material, and yet its cost may constitute only 
a small proportion of the total costs, so that 
changes in its price may affect the amount 
bought very little.^ 

This principle applies not only to many raw 
materials and partly finished goods used in the 
production of capital, but also to raw materials 
used in making consumers' goods, and to some 
consumers' goods themselves. It explains to 
some extent the inelasticity of the demand for 
many farm products. The demand for flour in 
making bread, for instance, is a joint demand 
for the flour and other ingredients used, and for 
the labor employed in baking and distributing 
the bread. Only two or three cents' worth of 
flour is used in making a ten-cent loaf of bread, 
and therefore a rise in the price of flour has 
only a modest eflFect on the price of bread, and 
on the demand for flour. Obviously this is also 
true of the other ingredients of a loaf of bread. 
Similarly, only a dollar's worth of tobacco goes 
into seven dollars' worth of cigarettes; only 18.7 
cents' worth of tomatoes is used in a dollar's 
worth of canned tomatoes. A rise or fall in the 
price of the raw material, in such cases, does 
not change the price of the finished product 


^See Edwin G. Nourse, Appraising the Responsiveness of Market Demand, Brookings Institution, 
1B42. 
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very much, and so does not greatly aSect the more to the producers than a large one. A small 
amount of the raw material demanded. increase in the wheat crop sometimes forces 

Somewhat different is the joint demand for the price down disproportionately, and a small 
consumers' goods necessarily used together, shortage in the supply brings a disproportion- 

such as the demand for automobiles, tires, and ate increase in the price. Tliis is one of the rea- 

gasoh'ne, for guns and ammunition, for golf sons for our government s recent efforts to pre¬ 
sticks and golf balls, for beer, Limburger vent the production of too large crops of grain 

cheese, and pretzels. In the case of automo- and cotton, 

biles, tires, and gasoline, it is clear that since 
tires are essential to motoring and since tire Supply defined 

cost is only a small part of the cost of motoring. Turning now to the supply side of out prob- 
the demand for tires is highly inelastic. There lem, we find supply sometimes defined as the 

is conclusive eviUcnce tliat the demand for amount which will be put on the market at a 
gasoline is similarly very inelastic. given price; but this is inadequate, for it in¬ 

dicates only the supply at a single price. In the 
Relation of changes in amounts supplied to problem of market price, .supply should be de¬ 
changes in price fined as a sch ^ule of all the various ri mounf/i ^ 

A principle of considerable importance in tIuU sellers t cili put on the mark et atja corre- 
economics is that the extent to which the prices sporiding schedule of prices, at any ^iven time 
of different c ommoditie s change uA fJi changes to a '‘given tim^' 

in the arM unjt s^supplied varies juversel^ suggests that, as in the case of demand, the 

the elasticities o f th eir dem ands. Commodities supply schedule or curve is a “snapshot" pic- 
for which the demand isThefastic are likely ture, hypothetical as to all prices hut the one 
to vary widely in price with small changes in actually prevailing. The demand and supply 
the amounts supplied, while commodities sub- schedules represent hypothetical, not actual 
ject to elastic demand do not vary greatly in amounts. Inevitably this must be true, because 
price. This is illustrated graphically in Fig, 9. at any given time there can be only one price. 

It appears that in the case of a good that is and the other amounts in the schedules must 
subject to inelastic demand, a reduction from be estimated from whatever data are available, 
b to a in the amount supplied raises the price A number of able economists are working on 
from c to d, or about 100 per cent, whereas the problem of constructing demand and sup- 
a similar reduction in the supply of a good ply schedules from actual data, and our knowl- 
subject to elastic demand raises the price only edge of such schedules is growing steadily, 
about 10 per cent. The amounts that would be bought and sold 

Our illustrations of this principle need not at any time aio influenced by a great many 
be hypothetical, for there are many actual ex- factors: by the possibility of storage, and by 
amples. A small crop of cotton is often worth judgments as to future conditions of supply 



Fig 9. 
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and demand and future changes in the prices 
of commodities. The present market conditions 
for storable goods are always affected by an¬ 
ticipations of future conditions; thus sellers of 
such goods are likely to hold back much of 
their supplies if they think the price too low, 
but if they anticipate a further price decline 
they may increase tlieir offerings. The market 
conditions for any one good are greatly in¬ 
fluenced by conditions for competing goods; 
for instance, a heavy apple crop and cheap 
apples in the central states reduces the demand 
for oranges. The market conditions for any one 
commodity may be more or less influenced by 
the conditions and prices of a vast number of 
other commodities, even those that are only 
slightly competitive, through the latter s effect 
on the amount of money left in the hands of 
buyers and sellers, and in other ways. If all 
such relationships are traced, the problem of 
price becomes complicated indeed. 

Perfectly inelastic supply 

In some markets, the entire supply is offered 
without reservation. The best illustration of this 
is an auction. Farmers on retiring from their 
farms often dispose of their goods in this way, 
and there are occasional auctions of jewelry, 
furniture, and antiques, often with more "res¬ 
ervations"' than are apparent to the public. 
California citrus fruit is commonly sold at 
auction.® The markets for farm truck crops— 
melons, berries, tomatoes, and vegetables—ap¬ 
proximate an auction rather closely, for the 
farmers and truck growers usually sell almost 
all their products regardless of price. Yet mar¬ 
ket conditions shift from day to day; and if 
prices go too low, sellers may decide to kee|) 
more for home use, to hold part in storage if 
the product is not perishable, or to send part 
to other nearby markets. 

A situation much like this is found in the 
marketing of stocks of clothing which is un¬ 
sold at the end of the regular buying season 
and woiild be out of style by the next season, 
and of many lands of goods at the onset of a 
severe depression. In these cases, there is a 
fixed or nearly fixed supply of goods which 
must be sold; and, although the sellers do not 


dump the goods on the market as at an auction, 
they fix a price that will ^‘clear the market,” 
which amounts to the same thing. 

The market situation where the supply is 
fixed, as in the case of an auction of oranges, 
may be graphed as shown in Fig. 10. 



crates crates crates crates 
Quantity 


Fig. 10. Market for Oranges at Auction. 

Supply with reservations 

In many cases, however, not all the supply is 
dumped onto the market for what it will bring. 
Some of it may be offered at “reservation” 
prices, below which it will not be sold. In this 
case the supply schedule is made up of such 
portions, as well as those that are thrown on 
the market without reservation. In the stock 
and grain exchanges there are always sellers 
both with and without reservation—^some who 
will sell only at certain prices, and others who 
sell “at the market.” Likewise in the wheat 
market after harvest some farmers .sell their 
output regardless of price, whereas others have 
reservation prices, below which they prefer to 
store their grain in the hope of a better price 
later. Where some of the supply is offered at 
reservation prices, the supply is of course 
elastic. 

An elastic supply schedule, when graphed, 
takes the form of a curve that slants to the 
right as it rises, instead of the perpendicular 
line that characterizes inelastic supply as in an 
auction. A supply schedule for wheat, with the 
complementary demand schedule, may be con¬ 
structed as follows and graphed as shown in 
Fig. 11. 


’Ihe California Fruit Growers Exchange does not offer its fruit indisoriminately and in unlimited 
amounts but releases it to the market in car^Uy regulated quantities to avoid “spoiling the market.” 
Neverthelasf, once its fruit is put up at auction, die price is aetermined as indicated. 
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Price 

(Per Bushel) 

Supply Schedule 
(In Millions of 
Bushels) 

Demand Schedule 
(In Millions of 
Bushels) 

$ .so 

300 

680 

.40 

300 

640 

.50 

300 

600 

.60 

800 

560 

.70 

300 

525 

.80 

385 

485 

.00 

370 

445 

100 

m 

m 

1.10 

440 

375 

1.20 

475 

855 

1.80 

510 

840 

1.40 

545 

330 

1 50 

580 

325 


It is clear that with the supply and demand 
schedules or curves shown here, the equilib¬ 
rium price will be $1.00 and the equilibrium 
amount 405 million bushels. At $1.00, and at 
no other price, will the amount supplied and 
the amount demanded be equal. 



Fig. 11. The Market for Wheat. 


Market outlines may appear slowly 

It must not be assumed that the market ad¬ 
justment, as it actually operates, is as prompt, 
exact, and automatic as our hypothetical sched¬ 
ules might seem to indicate. If the market is 
to work perfectly from tlie start, buyers and 
sellers must have accurate knowledge about 
prevailing conditions, and this is obviously im¬ 
possible. In every market there are some buyers 
and sellers who do not know what the condi¬ 
tions of demand and supply really are, and it 
may therefore take a little time for the outlines 
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of these schedules to appear clearly. Intra¬ 
marginal buyers may underestimate the supply 
and offer somewhat more than the actual con¬ 
ditions warrant; intra-marginal sellers may sell 
a few units at lower prices than they could 
have got; or both buyers and sellers may exag¬ 
gerate the strength of their own position and 
stand aloof, with the result that the market 
price is slow to appear. There may be consider- 
able jiggling of the price at first, just as there is 
in the, pointer when a man first steps on a 
weighing machine. 

Although these are as a rule not serious 
difficulties, they may be very serious in the 
labor market, as Marshall points out. If a 
laborer is in such dire need that he hires out 
at wages lower than the market warrants, he 
may go on selling his labor at this low rate. As 
a result, he is at a disadvantage in bargaining, 
and his low wages provide no reserves whi^ 
will strengthen his position. 

Common errors in regard to price 
determination 

It should now be easy to see why we defined 
demand and supply as schedules of all the 
various amounts that will be demanded and 
supplied. As schedules, graphed as curves, de^ 
mand and supply establish an equilibrium 
price at some point. To define demand and 
supply as the amounts that will be demanded 
and supplied at a given price —^let us say 405 
million bushels at $1.00, as in Fig. 11—^is to 
assume the price which it is our task to explain. 

By defining demand and supply as schedules 
or curves we avoid some other common errors. 
It is sometimes said, for instance, that when 
the price declines the demand increases; the 
truth is that the demand schedule does not 
change, but only the amount demanded. If 
buyers who formerly took 100 crates of oranges 
at $3.00 a crate now take 160 at $2.00, there 
is not necessarily any change in demand. An 
increased demand means tliat they will take 
more at the same price, or the same amount at 
a higher price, or both. A distinguished econo¬ 
mist once said that the supply and demand 
theory of price involved circular reasoning, be¬ 
cause if demand and supply determine price, 
price in turn determines demand and supply. 
Here we see the confusion between demand 
and supply as schedules or curves and as 
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amounts demanded and supplied at a given 
price. The supply and demand schedules do 
determine price; but price does not in turn 
determine the schedules, it determines only the 
amounts demanded and supplied. A well- 
known writer once stated that demand might 
change as the result of a skillful advertising 
campaign or a change in fashion or a change 
in price. Here we see once more the confusion 
between the demand schedule and the amount 
demanded. A skillful advertising campjiign or 
change in fashion may change the demand 
schedule, or part of it, but a change in price 
does not cause a change in the demand sched¬ 
ule or curve. 

From the preceding discussion of market 
price we can see the falsity of many common 
notions. It is sometimes said, for instance, in 
years when farm crops are large, that the sup¬ 
ply exceeds the demand; but in any really com¬ 
petitive market this can never be so. The sup¬ 
ply and demand schedules must be in equi¬ 
librium at the market price, and at this price 
the amount supplied and the amount de¬ 
manded are equal. What is really meant by 
this complaint is that the supply and demand 
schedules are in equilibrium at a price lower 
than is desired. Similarly, people often speak 
of oversupply, overproduction, or shortage; but 
in the market there can be none of these con¬ 
ditions, but only lower or liigher prices than 
we would like to see prevail. Some manufac¬ 
turers complained of a shortage of labor in 
1920, but diis meant merely that wages were 
higher than they liked to pay. The logical 
answer to the housewife who once complained 


to the writer that she ‘*just couldn^t get a cook” 
was that she could have got a dozen good 
cooks if she had been willing to pay the market 
wages. In a real market, people who want 
goods can get them at the price prevailing; 
those who wish to sell can sell. At the price 
set, there can be no oversupply or undersupply 
of com or wheat, of wheat straw or diamonds, 
of turnips or radium. 

We are now in a position to graph changes 
in both demand and supply, which we have 
defined as schedules. Such a graph is shown in 
Fig. 12. 



Relation of margins to market price 

In any given market three classes of buyers 
and three classes of sellers are represented in 
the demand and supply schedules, respec¬ 
tively. The buyers include (1) intra-marginal 
buyers, who would have bought a certain num¬ 
ber of units at higher prices but are buying 


Amount Buyers Would Buy 
(In millions of Bushels) 

Price per 
Bushel 

Amount Sellers Would Sell 
(In millions of Bushels) 

Extra- 

marginal 

Marginal 

Intra- 

marginal 

Total 

Extra¬ 

marginal 

Marginal 

Intra¬ 
marginal ; 

Total 

14 

80 

106 


> .30 

1 


50 

50 

11 

25 

104 


.40 



60 

60 

8 

20 

102 

ISO 

.50 



70 

70 

5 

15 

100 

120 

.60 



80 

80 

8 


97 

110 

.70 



90 

90 


5 

05 

100 

.80 


5 

95 1 

100 



90 


.90 

2 

8 

100 

110 





1.00 

4 

11 

105 

120 



ro 

70 

1.10 

6 

14 

110 

180 



60 

60 


8 

17 

115 

140 



i « 

50 

1.80 

10 

20 

120 

150 
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more "marginal” units at the price prevailing; 
(2) marginal buyers, vi^ho would buy no units 
at higher prices but are willing to buy a certain 
number at the price prevailing; and (3) extra¬ 
marginal buyers, who would buy only at prices 
lower than those prevailing. All three classes 
are included in the demand schedule, or curve. 
Similarly, the sellers include (1) intra-marginal 
sellers, who would have sold a certain number 
of units at lower prices but are selling more at 
the price prevailing; (2) marginal sellers, who 
would sell no units at lower prices but are will¬ 
ing to sell a certai. number at the price pre¬ 
vailing; and (3) extra-marginal sellers, who 
would sell only at prices higher than those pre¬ 
vailing. All three classes are included in the 
supply schedule. 

The demand and supply schedules for wheat 
shown on page 206 include these six classes; a 
graph of these schedules is shown in Fig. 13. 



Fig. 13. Price Determination, Wheat. 

The relation of marginal buyers and sellers, 
and of the marginal purchases and sales by 
intra-marginal buyers and sellers, to market 
price is a question about which economists 
are not in clear agreement. Many able econo¬ 
mists seem to believe that these marginal pur¬ 
chases and sales have a particular significance 
in the price-fixing process because it is at the 
margin that changes occur in the amounts sup¬ 
plied and demanded when prices cliange. This 
appears to be an error, however. It is true that 
price changes affect the amounts bought and 
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sold only at the margin—^at 80 cents in the 
above schedule—^and in any discussion of the 
effect of price changes we must give particular 
attention to the situation at the margin. If, for 
instance, a great many purchases are marginal, 
a small rise in the price will greatly reduce the 
amount purchased; and if many sales are mar¬ 
ginal, a small decline in price will greatly re¬ 
duce the amount offered on the market. But 
all this is indicated in the demand and supply 
schedules; moreover, this analysis does not re¬ 
late to the causes that determine price, the real 
subject matter of this chapter, but to the effects 
of changes in price, and thus assumes the very 
changes in price which it is our task to explain. 

Furthermore, the assumption that marginal 
buyers and sellers, or marginal purchases and 
sales, determine price involves circular reason¬ 
ing; for if they determine price, the price no 
less certainly determines which purchases and 
sales are marginal. In the above schedules, for 
example, the intra-marginal buyers and sellers 
will buy and sell at every price. What is it that 
makes certain of their purchases and sales mar¬ 
ginal? The fact that the price is fixed at that 
point. If the price were fixed at some other 
point, the purchases and sales would be mar¬ 
ginal at that other point. 

joint products 

Joint products present some serious difficul¬ 
ties in the problem of long-run price deter¬ 
mination, as we shall see later, but their market 
price is not difficult to explain. By joint prod¬ 
ucts we mean *\hings which cannot easily be 
produced separately; but are joined in a com¬ 
mon origin . . , such as beef and hides, or 
wheat and straw^^ The market price of a joint 
product—beef, or hides, or cotton seed, or cot¬ 
ton fiber, for example—is determined by the 
general conditions of demand for and supply 
of the particular joint product. The amount of 
cotton seed produced, and therefore available 
in the market, is determined by past market 
conditions, not only for cotton seed but for 
cotton fiber; but in the analysis of market price 
we assume that a certain amount has been pro¬ 
duced and that various amounts will be put on 
the market at various prices. The market price 
of cotton seed is therefore determined like that 


^Alfred Marshall Principles of Economics, p. 388. (Italics mine.) 
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of any independent commodity, by demand 
and supply. 

Monopoly Mabket Price 

Although careful discussion of monopoly 
price will be reserved for the chapter on long- 
run normal price, some consideration must be 
given to monopoly market price here. Monop¬ 
oly has already been defined as control over 
supply or price, and it will be recalled that 
a producer has an element of monopoly power 
whenever he produces so large a proportion of 
the total supply that by oflFering or withholding 
his part of it he can affect the price appreci¬ 
ably. He can raise prices only by reducing sup¬ 
ply, because generally he has no control over 
demand; and he can reduce the supply only by 
destroying part of it or by failing to put it on 
the market The latter really represents nothing 
but a transfer of supply from one time to an¬ 
other if he finally puts it on the market. 

A competitive producer can seldom if ever 
afford to destroy part of his supply. It is true 
that if there were only two or three sellers and 
if the demand for the product were extremely 
jnelastic, one seller might destroy part of his 
supply and dispose of the remainder at a price 
enough higher to yield him a greater totd re- 
tiuTi than he would have received from selling 
his entire supply. 

This possibility may be shown by a graph, 
like that in Fig. 14. Let us assume only two 
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competitive sellers of fodder, A and B, in a 
drought'Stricken community where the de¬ 
mand for fodder is extremely inelastic. In or¬ 
der to simplify our problem we shall also as^ 


sume that there is no cost of bringing the 
fodder into the market and that the sellers have 
no other use for it, thus eliminating the con¬ 
sideration of market price cost of production. 
If A and B sell all the fodder they have— 
Oe on the line OX —^they will receive a price 
Of. If B destroys units cfe, the remaining sup¬ 
ply will sell for Cfg. It is clear that while most 
of the gain goes to A, B will also gain, because 
the parallelogram Ihjd is greater than like. TThe 
demand curve for a product seldom slopes as 
steeply as this, however. The competitive seller 
is practically always impelled to sell all his 
supply. If he destroyed any of it he would 
^suffer aU the loss in the amount supplied and 
would enjoy only part of the gain in price. 
As a rule, only a monopolist can afford to de¬ 
stroy part of his supply. The East India Com¬ 
pany, which once controlled the supply of 
spices, is said to have done this at times; in 
recent years the Brazilian government has 
burned a part of the supply of coffee; and 
some of tlie California fruit producers have 
destroyed part of their crops by pouring kero¬ 
sene over them or leaving them on the trees. 

The significance of monopoly control, the 
extent to which it may raise prices of various 
products, varies with the elasticity of demand 
and supply. If the demand for a product is very 
elastic, the monopolist cannot raise the price 
much without greatly reducing his sales; but 
if the demand is inelastic, he may raise the 
price a great deal and yet suffer only a small 
loss in sales. On the other hand, the more elas¬ 
tic the supply, that is, the more nearly hori¬ 
zontal the supply curve, the less will costs fall 
with reductions in sales—such small costs as 
must be met in getting the goods into the mar¬ 
ket. In graphing this situation, the supply curve 
is also a cost curve in this sense. 

Fig. 15 is a graph of four of the various pos¬ 
sible situations. In each case, the monopolist 
sells the amount that will yield him the greatest 
net revenue above the cost of getting the goods 
into the market; and in each case this depends 
on which of the parallelograms or areas is 
larger, fafa^'g or hl/l/'i, etc. The number of 
such possible areas is of course very great, 
and the number of possible prices is likewise 
very great; only three of them are indicated on 
the graphs. The monopolist chooses the price 
which will give him the largest area of net 
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revenues. The important point is that the more 
elastic the demand and supply curves, the less 
incentive is there to restrict sales. 

Monopoly and joint demand 

We have seen that a joint demand is likely 
to be inelastic. If products that are jointly de¬ 
manded are controlled by monopolies, their 
prices are likely to be kept high. This is true, 
for instance, in the building industry, for the 



A. Elastic demand and elastic supply 
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various materials and labor needed are jointly 
demanded and to some degree monopoly-con¬ 
trolled, with each of the various monopolists 
trying to take advantage of the inelasticity of 
the demand. The producers of cement Imow 
that a considerable increase in its price will 
not raise the price of houses much, and there¬ 
fore will not greatly reduce the amount of 
cement demanded; and the producers of plas¬ 
ter and lumber and copper and hardboard and 



B. Inelastic demand and inelastic supply 



C. Elaatie demand and inelattic anpi^ D. Inelaatie demand and elaatie aopply 


Fic. 15. 
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insulation materials and of many other things 
used in building assume that high prices for 
their products will not affect the amounts 
demanded very much. The building craftsmen* 
following the same line of reasoning, keep 
wages high. The theory is valid if only one or 
a few of the producers are trying to take ad¬ 
vantage of the situation; but when all of them 
jack their prices up, the result is that the price 
of houses rises considerably, fewer houses are 
built, and the demand for each product used in 
building proves to be fairly elastic. Yet it would 
be improfitable for the producer of any one 
material to reduce his price, because his action 
would reduce the price of houses very little and 
so would increase his sales very little. The law 
of joint demand operates to make houses very 
expensive. 

Market price of natural resources 

Interesting and significant illustrations of 
the principle of monopoly market price, and of 
public policy regarding monopoly control, may 
be seen in connection with some of our ex¬ 
haustible natural resources. Not all natural re¬ 
sources are controlled by monopoly, to be sure, 
but some of them are. Exhaustible natural re¬ 
sources are excellent examples of supply, as 
we think of it in market price. They exist in a 
fixed amount, although the exact amount may 
not now be known; tliey are gifts of nature; 
and therefore—as resources, not as marketable 
products—^the problem of cost of production 
does not enter, and tlieir prices depend on tlie 
amount sold each year. It is true that to sell 
some of them will require many years; but 
since as resources in their natural state they 
have no cost of production and cannot be re¬ 
produced, their exploitation and sale represent 
the principle of market price rather than nor¬ 
mal price. Each year or each month or each 
day, a certain part of the supply is marketed 
at a price determined by the amount put on 
the market, by the nature of the demand 
schedule, and by all the other factors affecting 
market price. 

For a given amount sold, a monopolist can 
get no Ugher price than competing sellers 


could get, because he has no control over the 
demand schedule. He can raise prices only by 
putting less on the market. If, however, he 
feeds his resource into the market slowly, in 
order to raise the price, he will have more left 
to be sold in the future, and the future price 
will be lower. He knows that public opinion 
will not tolerate the deliberate destruction of 
any part of the supply, and hence is in a di¬ 
lemma: the higher his price is now, the lower 
it must be in the future; and the lower it is 
now, the higher it must be in the future. 

We might assume that, faced with such a 
dilemma, the monopolist will be indifferent as 
to whether his price is high or low now, since 
it will have to be reversed in the future, or 
that he will skimp the market now, and con¬ 
tinue skimping it, thus getting a high price in 
the indefinite future. Just how much he will 
gain by such a policy depends on a number of 
factors, particularly on the elasticity of the de¬ 
mand for the product. If the elasticity is less 
than unity, he can of course increase his in¬ 
come by skimping his output, fixing it at the 
point where his total income will be greatest 
and keeping it there for the indefinite future. 
If the elasticity of the demand is greater than 
unity, however, he will have to sell his re¬ 
source more rapidly in order to secure the 
maximum present income; but this will exliaust 
it sooner and shorten the period within which 
he will receive an income. To what extent can 
he afford to curtail his present sales at a sacri¬ 
fice in annual income, in order to insure an 
income for a longer time? 

The answer to this depends on the rate of 
interest. The monopolist has to discount all 
future incomes at the current rate of interest 
for the number of years that they are deferred; 
and the higher this rate is, the less will be their 
present "discounted" value, and the faster will 
he be induced to dump his resource on the 
market. Conversely, the lower the rate of inter¬ 
est, the greater will be the discounted value of 
future incomes, the more anxious will he be to 
receive them, and the more slowly will he sell 
his resource—^which means, the higher will be 
the present pri(ie. , 



MARKET PRICE 


211 


QUESTIONS 

1. Define clearly the three different periods of time for which conditions of supply must be 
considered. 

2. In the market price period, does the supply curve, say of watermelons in August, repre¬ 
sent the total amounts in the fields or the amounts in stores and on fruit stands? 

3. Graph the following schedules for oranges (per box); 


Price 

Amount Demanded 

Amount Supplied 

91.00 

1000 

100 

1.50 

056 

200 

2.00 

900 

300 

2.50 

850 

400 

3.00 

800 

500 

3,50 

750 

600 

4.00 

700 

700 

4.50 

650 

800 

5.00 

600 

900 

5.50 

5.50 

1000 

6.00 

.500 

1100 


What price is fixed in the market? Show by graph the situation if the government fixes a 
price of $6.00 for oranges. 

4. When the housewife complains that she cannot get *lielp,” exactly what does she mean? 
When the entrepreneur complains of a shortage of labor, what does he mean? Is there ever 
a shortage of labor in the sense that the supply is not equal to the demand? Is there ever 
a shortage of anything, in this sense? 

5. “The important individuals in establishing the exact market price are the marginal buyers 
and sellers.” Do you agree? Draw demand and supply curves showing where you would 
find the marginal buyers and sellers, and indicate their relation to price. 

6. “The trouble during the war was that even in unrationed products the demand exceeded the 
supply.” Do you agree? Explain. 

7. Suppose that a government monopoly took over the business of exporting wheat; how much 
higher price could it get than 1000 competing exporters, if it does not reduce the amount 
exported? 

8. “To say that price depends on demand and supply seems tr he reasoning in a circle, since 
if price is affected by demand and supply, demand and supply are no less affected by 
price.” Explain the error in this. 

9. When the price of sugar was going up, during and after the First World War, people 
bought a great deal of sugar; when the price started down later, tlie amount demanded de¬ 
clined greatly. Is this a contradiction of the general law of demand? 

10. What do considerations of the future have to do with the determination of present market 
price? 

11. With a given change in demand, the more elastic the supply the greater will be the pro¬ 
portional change in the quantity exchanged. Illustrate by a graph. 

12. What would be the effect of a rise in the price of com on cattle prices in the market price 
period? 

13. Define elasticity of demand. There is a strong demand for coal in winter and a weak de¬ 
mand in summer. Is this an illustration of elastic demand? 

14. Assuming an inelastic demand for wheat, will a large crop sell for more or less than a 
small crop? 

15. E.xactly why is the demand for a product which is jointly demanded likely to be inelas¬ 
tic? Give examples. 
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16. If the elasticity of demand for a product is unify, how much will a monopoly produce and 
sell? Explain dearly. 

17. If demand is doubled, will the price be doubled? Will the price be doubled if the supply 
is reduced 50 per cent? What effect will doubling the price have on demand? If the sup¬ 
ply is doubled, what will be the effect on price? Draw graphs. 

18. How does monetary inflation affect demand? How does a change in price affect demand? 

19. Draw a series of graphs showing: 

(1) Increased demand with no change in supply, (a) supply elastic; (b) supply inelastic. 

(2) Reduced demand, (a) supply elastic; (b) supply inelastic. 

(3) Increased supply with no change in demand. 

(4) Increased supply and reduced demand. 

(5) Both demand and supply increased. 

(6) Both demand and supply reduced. 

20. Will doubling the supply of all commodities alter their relative prices? Explain. 



Chapter 15. 

Short-run Normal Price: 
The Intermediate Period 


Price in the intermediate period 

We turn now to the consideration of price 
in the intermediate period, a period long 
enough to permit some changes in the supply 
through more or less intensive use of the exist¬ 
ing plant, but too short to permit changes in 
the plant itself, and therefore too short to per¬ 
mit complete adjustment to costs of produc¬ 
tion. It is the period intermediate between the 
market price period, in which costs of produc¬ 
tion play little part, and the long-run normal 
period, in which all costs of production must 
be covered. 

Market price, it will be remembered, must 
be at least high enough to cover two costs: 

(1) getting the product to the market, and 

(2) foregoing other uses of it. Short-run nor¬ 
mal price must also cover these costs, and in 
addition the variable costs of production, but 
not necessarily fixed costs such as interest on 
plant investment. Thus, in the case of the ap¬ 
ples referred to in an earlier chapter, the short- 
run normal price must cover not only the costs 
of bringing them to the market and foregoing 
other uses of them, but also the costs of the 
labor used in cultivating and spraying the trees, 
of the fertilizer used on the land, and other 
variable expenses. The supply curve in this 
period covers more kinds of costs than the 
market price supply curve, but it resembles 
the latter, although it is generally more elastic; 


and price is again determined by the equilib¬ 
rium of supply and demand. 

The four cost curves 

It will be well now to turn to the situation 
of the individual producer in the intermediate 
period. Although the period is too short to per¬ 
mit expansion of plant, he can expand or con¬ 
tract his output to some extent without altering 
his plant; and in doing so he must consider 
four different kinds of costs. As graphed in 
Fig. 16, these four costs are; average variable 



Quantity 


Fig. 10. 

costs (AVC), average fixed costs (AFC), mar¬ 
ginal costs (MC)y and average total unit costs 
(ATUC), It is assumed that this producer has 
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a given investment in plant and equipment, downward less steeply than the curve of aver- 

and that he expands production along line OX, age fixed costs (AFC) and more steeply than 

variations in costs being measured upward the curve of average variable costs (AVC). 
from this line along line OY. We now proceed / ' Marginal costs represent the addition to total 
to an explanation of each type of cost. j costs due to additional units of output. If, for 

The total fixed costs, as of plant, durable \ instance, a manufacturer of tractors has been 


machinery, and managerial staff, do not change , 
at all as output expands. The total interest \ 
charge on the investment in plant and durable 1 
machinery, for example, is the same no matter ' 
how intensively the plant is used, which means 
that the average fixed costs (AFC)—the fixed 
costs per unit—decline as the output increases, 
and in inverse ratio to this increase. That is, 
if output is doubled, the fixed costs per unit 
are reduced one-half; and if output is quad¬ 
rupled, the fixed costs arc reduced three- 
fourtlis. Thus, since total fixed costs do not 
increase with increased output, or, to put it 
another way, since fixed costs per unit of out¬ 
put decline steadily, this is a factor that induces 
entrepreneurs to expand output; and the heav¬ 
ier the fixed costs, the greater the inducement 
to increase output. Since total fixed costs do 
not change with changes in output, their curve, 
when graphed, is a rectangular hyperbola. 
Lines drawn from all points on the curve of 
average fixed costs horizontally to the left and 
perpendicularly downward—^from AFC to OY 
and OX —define equal areas. 

Average variable costs, as of labor and raw 
materials, vary directly with the amount of out¬ 
put, but seldom at the same rate as output. 
Variable costs per unit of output will ordinarily 
be very high, for instance, if the plant is pro¬ 
ducing only a small proportion of its potential 
output, because the small force of laborers 
required will not be able to secure some of the 
advantages of specialization. Expansion of the 
small output will bring declining average vari¬ 
able costs until the lowest point is reached. 
From that point on, variable costs per unit of 
output, AVC, will rise rather sharply as more 
and more laborers are crowded into the plant, 
as night shifts are added, and as the plant is 
used more intensively in other ways. 

Total costs are the sum of the variable and 
fixed costs. Since fixed costs per unit of product 
decline very steeply at first, and average vari¬ 
able costs somewhat less steeply, the curve of 
average total unit costs (ATUC) at first slopes 


producing 1000 machines a month at a cost 
of $1,000,000, and if the addition of one trac¬ 
tor per month to his output adds $1005 to his 
total costs, then $1005 represents marginal 
costs. Or, since a tractor manufacturer would 
hardly figure in terms of a single tractor, per¬ 
haps a more realistic hypothesis would be that 
of adding to his output an ‘"increment” of a 
number of tractors, say 50 a month. If these 
additional 50 tractors a month increase his 
total costs by $55,000, then his marginal costs 
will be $55,000 for the “uncrement,” or $1100 
for each tractor added. 

Wc are assuming here that the producer 
does not enlarge his plant or his managerial 
staff, and that therefore there is no increase in 
the total fixed costs with the addition of the 
marginal units of output. Marginal costs are 
thus dependent entirely on variable costs. They 
do not represent the total costs of producing 
the last unit of output, but only the addition to 
total costs,^ which, since total fixed costs do not 
increase at all, means the addition to variable 
costs. The marginal cost curve (MC in Fig. 
16) presents a graphic picture of the changes 
in total costs as the producer, with a given 
amount in plant and equipment, expands pro¬ 
duction along the line OX. 

The concept of marginal costs may seem un¬ 
real to the student, because we do not see most 
firms gradually building up production in the 
way indicated here; yet many concerns actu¬ 
ally do some tiling like this. For example, a 
businessman entering into the manufacture of 
pop in a fair-sized town is likely to build or buy 
a plant large enough to produce the output 
which he hopes finally to be able to sell; but 
he cannot achieve this output immediately. 
He will have to content himself with a small 
output until he can build up his sales outlets; 
and during this time his costs—marginal, aver¬ 
age variable, and average total—^will be high. 
Indeed he will almost certainly lose money for 
a while, and he will therefore have to have 
financial reserves to cover his losses until he 
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can increase his output up to the point where 
he can earn average total costs. Many mer¬ 
chants who start business this way may have 
to operate at a loss for several years—at a loss, 
at any rate, in the sense that they earn less 
than reasonable wages of management. At any 
given time, particularly if business conditions 
are changing, most producers are likely to be 
doing just what the marginal cost curve sug¬ 
gests—^adding or subtracting units of output 
from time to time, with resulting changes in 
marginal costs. 

We have defined marginal costs as the ad¬ 
dition to total costs due to the additional units 
of output, and this is the sense in which the 
term will be used in this chapter; but it is 
sometimes used in another sense, to mean the 
costs of the marginal producer, who makes no 
profits and is barely able to operate under 
prevailing conditions. The marginal producei 
and the marginal output of the intra-marginal 
producer both represent margins at w'hich the 
output may change with changing conditions 
of demand or costs. An increased demand for 
milk, for instance, is likely to make a different 
producer marginal, and biing a change in the 
marginal product of the more efficient pro¬ 
ducer. The producer who was marginal at the 
lower price wall no longer be marginal but will 
now be making a profit; a new producer, with 
higher costs, will now represent the marginal 
producer; and all the producers, in the short- 
run normal period, wull tend to expand out¬ 
put. On the other hand, if the price declines, 
the marginal producer is likely to be forced 
out, because he was barely making expenses 
before; and all the producers will tend to re¬ 
strict their output. 

To return to Fig. 16, we see that (he margi¬ 
nal cost curve, MC, declines as output is in¬ 
creased, and then rises, to cut both the average 
variable cost curve, AVC, and the average 
total unit cost curve, ATUC, at their lowest 
points. Why does it cut both curves at the 
lowest point? Because as long as marginal 
costs, the addition to total costs due to addi¬ 
tional units of output, is less than average costs, 
the addition of the marginal unit to the total 
output will reduce average costs. This means 
that the AVC and ATUC curves must slope 
downward as long as the MC curve is below 
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them; when the MC curve is above them— 
when the cost involved in adding another unit 
of product is higher than the average cost, 
variable or total—the AVC and ATUC curves 
must slope upward because the addition of the 
marginal unit raises average costs. Therefore 
the MC curve obviously has to cross them at 
their lowest points. Once the MC curve has 
crossed them, it must rise faster than either 
of them, because marginal costs are the ad¬ 
dition to total costs made necessary by pro¬ 
ducing the last or marginal unit, whereas 
avciagc variable and average total costs repre¬ 
sent an average of costs—the high cost of this 
List unit and tlie cost of other units produced 
at low'er costs. 

Another feature of Fig. 16 must be noted. 
The ATUC curve reaches its low^est point to 
llie right of the lowest point on the AVC curve. 
Why is this? It is because total costs include 
fixed as well as variable costs; and the curve 
of average fixed costs, AFC, to the right of the 
line OY, crowds the ATUC curve to the right 
of the AVC curve. Stated another way, the 
curve of fixed costs per unit of output declines 
indefinitely as output is increased; and even 
after average variable costs have reached their 
low^est point and started gradually upward, 
the continued decline in the AFC curve will 
for a while overbalance the rise in the AVC 
curve, to fix the lowest point on the ATUC 
curve somewhat to the right of the lowest point 
on the AVC curve. 

Average and marginal revenue 

Turning now to the income or revenue of 
the individual firm as it expands output in a 
fixed plant, we must distinguish between aver¬ 
age icvenue and marginal revenue. Average 
revenue is the average price received for the 
variotis possible outputs. In wheat production, 
a purely competitive industry, the price or 
average revenue received by any individual 
farmer is the same, no matter how much he 
puts on the market, because he produces only 
an infinitesimal part of the total supply. If tlie 
price of wheat, as fixed not by the individual 
producer but by the broad forces of demand 
and supply, is $1.00 a bushel, the individual 
farmer can sell one bushel or 10,000 bushels at 
$1.00 a bushel, but he can sell none at even 
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half a cent more. His price or average revenue 
is $1.00 for all amounts; drawn as a curve, his 
average revenue is a horizontal line (Fig. 17). 
A monopolist or monopolistic competitor, on 
the other hand, selling, let us say, aliuninum 
or Rice Krispies, faces a declining price or 
average revenue curve as he expands produc¬ 
tion and sales, because he produces all of his 
particular commodity that is produced. His 
average revenue curve is the aggregate de¬ 
mand curve for his commodity; and, like all 
demand curves, it declines as the amount sold 
increases. In this respect it differs from the 
average revenue curve of the individual wheat 
producer. 

Marginal revenue, which corresponds to 
marginal costs, represents the addition to total 
revenue due to additional units of sales. For 
the (practically) purely competitive producer 
of wheat, marginal revenue is the same as 
average revenue. We have assumed that our 
wheat producer’s average revenue—^the aver¬ 
age price he receives—^is $1.00 a bushel, no 
matter how much he sells. His marginal reve¬ 
nue—^the amount added to his total revenue 
—^is also $1.00, regardless of the quantity he 
sells. Hence the horizontal line AR, in Fig. 17, 
is both the average and the marginal revenue 
curve. 

For the monopolist or the monopolistic com¬ 
petitor, as for the purely competitive producer, 
marginal revenue is defined as the addition to 
total revenue due to additional units of sales, 
but it is not identical with average revenue. 
When our wheat farmer sells an additional unit 



of wheat, he sells at the same price that he 
received for other units. The average revenue 
—^price—^is $1.00 for all bushels sold, and 
every bushel sold adds $1.00 to his total reve¬ 
nues. When a monopolist or a monopolistic 
competitor sells an additional unit of output, 
he not only must seU the additional unit at a 
lower price, but must reduce the price of all 
units sold. The amount he receives for the last 
unit—^the sale price of the last unit—^is not his 
marginal revenue (the amount added to his 
total revenue), because he must deduct the 
loss due to the reduction in the price of his 
entire output. 

To illustrate this, let us suppose that the 
Aluminum Company of America has been pro¬ 
ducing and selling 1000 tons of aluminum per 
week at $200 a ton, for a total gross revenue of 
$200,000, and that it adds a unit of 100 tons 
a week and cuts the price to $190 a ton to 
dispose of the enlarged output. The average 
revenue per ton is now $190, or, per unit of 
100 tons, $19,000; but this is not the marginal 
revenue because the company has to reduce 
the price on the other 1000 tons from $200 to 
$190, thus losing $10,000. It must subtract 
this loss from the sale price of the last unit, 
$19,000, to get the marginal revenue, which 
is $9000. Or, since marginal revenue is the 
addition to total revenue due to additional 
units of sales, it may be computed by figuring 
the total gross revenue before and after the 
last unit was added—$200,000 and $209,000, 
in the above case. As Fig. 18 shows, the mar¬ 
ginal revenue curve of a monopolist declines 
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Fic. 17. 
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more steeply to the right than his average 
revenue curve. 



0 Quantity 


Fig. 18. 

Cost and revenue curves combined, 
in competition 

Putting cost and revenue curves together, 
we see, in a purely competitive industry, the 
process not of price determination but of ad¬ 
justment to the price that is fixed by the broad 
conditions of aggregate demand and supply 
in the industry as a whole. The individual 
wheat farmer has practically nothing to do 
with determining the price of wheat; he merely 
adjusts his operations to that price. This is 
shown graphically in Fig. 19. 

Here we have the curves of aggregate de¬ 
mand and supply fixing a price of $1.00 a 
bushel for wheat, and the individual producer 
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A. Demand and supply ourvoa detennine price 


adjusting his operations to this price and pro¬ 
ducing 6000 bushels at an average total unit 
cost of $1.00 a bushel, which is the lowest 
cost possible for him. He is earning neither 
profits nor losses, and his situation is therefore 
the same as it would be in the long-run normal 
period. This is only one of many situations 
possible in the intermediate period, for in this 
period he might be earning profits or losing 
money. He must, however, earn enough to 
cover his average variable costs, for if he does 
not he will do well to abandon farming. 

Taking this graph as drawn, but remember¬ 
ing that it might have been drawn in any one 
of a hundred different ways, we may ask why 
the farmer expands output to the point of 
lowest average total unit costs. This may be 
explained in two ways. First, at this point 
marginal costs rise to the level of marginal 
revenue. It will be remembered that the MC 
curve always crosses the ATUC curve at its 
lowest point. Up to this point, increased output 
adds more to revenue than to costs; beyond 
this point increased output would add more 
to costs than to revenue and would therefore 
result in a loss to the producer. Second, with 
the curves drawn as in Fig. 19, it is clear that 
only at point a, with output of 6000 bushels, 
can the fanner cover his average total unit 
costs, because the ATUC curve is above the 
AR curve for any output smaller or larger than 
this. 
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Cost and revenue curves in monopoly and 

competitive monopoly 

In the case of monopoly and competitive 
monopoly the determination of output and 
price is quite different. The monopolist or the 
monopolistic competitive producer produces 
the total output; and therefore the average 
revenue curve, which is also the aggregate de¬ 
mand curve for the product, slopes downward 
to the right and tlie marginal revenue curve 
slopes downward even more steeply. Output 
and price are determined by conditions within 
the firm, because the firm produces the entire 
output of the product. As in pure competition, 
the producer expands output to the point 
where marginal costs equal marginal revenue 
—expands output as long as additional units 
add more to revenue than to costs—point a in 
Fig. 20. The price at which he sells is the 



Fig. 20. 

average revenue for that output. His profit is 
represented by the area gefh, since the ATUC 
curve is below the AR curve by the distance hf. 

Intermediate price and average variable costs 

Intermediate prioe must cover at least aver¬ 
age variable costs. Marshall defines intermedi¬ 
ate price, for any given daily catch in the 
fishing trade, as “the price which will quickly 
call into the fishing trade capital and labour 
enough to obtain that supply in a day’s fishing 
of average good fortune.”^ Although the price 
he refers to here is above the long-run normal 
price, it may also be below it. It must be high 
enough so that the producer will lose nothing, 
at least directly, by continuing to operate his 


business, or, better, so that he will lose no more 
by continuing than he will by closing up. If 
he is making little or no return on his invest¬ 
ment in plant, his fixed costs, he is losing; but 
if he is making enough to cover his variable 
expenses and wages of management, he will 
not benefit by closing up shop. 

General conclusions here are all subject to 
various exceptions. However low prices may be 
and however unprofitable business may be at 
any given time, the producer is likely to be 
guided to some extent by his judgment of 
future conditions; and if he has some financial 
reserves and believes that conditions are likely 
to improve, he may continue to operate for a^ 
considerable time even though his revenues 
do not pay variable costs or wages of manage¬ 
ment. To close up for a while would mean dis¬ 
missing a labor force which it would take some 
time to rebuild later, and he might lose valu¬ 
able business connections and good will which 
could be regained later only at some expense. 
Even if he is making enough to cover all his 
variable costs and wages of management, he 
may close up, perhaps even abandon his busi¬ 
ness, if he can see no chance of future im¬ 
provement. 

Usually, however, his choice is not between 
operating and not operating, but between pro¬ 
ducing a little more or a little less. If his plant 
is not operating at full capacity, he may well 
accept additional business and increase pro¬ 
duction somewhat, even at a price which cov¬ 
ers only the costs of labor and raw materials 
and a little for the wear and tear of his ma¬ 
chinery. Deterioration proceeds even when 
machinery stands idle. Since he will want to 
keep his managerial staff together, he might 
allow very little for the extra work of manage¬ 
ment in increasing production a little. 

It must not be assumed that there is any 
precise line distinguishing variable from fixed 
costs. The costs of the leather and labor used 
in a shoe factory are clearly variable costs, and 
the charges against the factory itself and some 
of the durable equipment clearly represent 
fixed costs; but what of the cost of a truck 
which may be bought and sold at any time, or 
of the needles used in sewing, some of which 
may not last more than a few days or weeks? 


^ Alfred Marshall, Principles of Economics, p. 370. 
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Wages of common labor represent variable 
costs, and the salaries of the managerial staff 
represent fixed costs; but how far down the 
line does the managerial staff extend—to fore¬ 
men, subforemen, technicians, accountants, 
and salesmen? The line cannot be drawn pre¬ 
cisely; but with this warning we must use 
these terms as if they meant something definite. 

Intermediate price in time of war 

Intermediate price may be either above or 
below long-run noimal price. It is likely to be 
above if a sudden increase in demand forces 
the price above the level necessary to pay the 
interest and depreciation charges against the 
fixed plant. During the Second World War, for 
instance, the imperious demand for munitions 
forced the prices of munitions so high that 
many industrial plants were turned over to 
their production and ran at maximum capacity. 
In various ways this meant high costs. Some 
plants were not modern, even for normal use; 
some machineiy had to l^e converted; some 
new machines and eejuipment, produced at 
high cost in the emergency, luul to he installed; 
and all the machinery had to be operated at 
maximum speed and capacity. Some laborers 
received extremely high wages lor oveitime 
and night work, and relatively inefficient work¬ 
men were pressed into service at regular wage 
rates. New administrative, technical, and ac¬ 
counting staffs had to be oiganized, some of 
them not vciy efficient but iievei theless de¬ 
manding high salaries. Thus a great many fac¬ 
tors pushed costs far abo\ c the long-run normal 
level. If the situation had seemed likely to 
persist for many years, new plants would have 
been built, additional machinery would have 
been installed, and labor, enticed by the liigh 
pay, would have flowed into tlie industry and 
forced wages down; but since the situation 
seemed likely to last only a few years, these 
adjustments were not made and costs and 
prices remained high throughout the war. 

Intermediate price below long-run 
normal price 

Intermediate price is more likely to be below 
long-run normal price than above it. In case 
of a great increase in demand, the intermediate 
price can remain above long-run normal only 
long enough for old plants to be enlarged, new 
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ones built and equipped, and managerial staffs 
organized, provided that there is no monopoly 
and no natural obstacle to such expansion and 
the increased demand is likely to last long 
enough to justify the investment in new plant. 
If the demand declines, however, it may re¬ 
quire many years for the existing plants to 
shift out of production, through the slow proc¬ 
ess of depreciation and obsolescence. 

Intermediate price in a monopolized industry 

The railroad business provides a good ex¬ 
ample of the adjustment of a monopolized 
industry to lower revenues through the short 
run to the long run. The railroads were built 
c»riginally with the expectation that they would 
earn at least operating expenses, depreciation, 
and inteicst charges on the amount invested in 
the physical plant and ctjuipment. For various 
reasons, particularly the appearance of truck, 
bus, automobile, and airplane competition, 
many lailroads have been earning little or noth¬ 
ing on their fixed costs. Obviously tliis is an 
iin.slable situation, but it may prevail for some 
time in this particular industry. 

First lot us assume that a railroad earns 
enough to pay operating expenses (variable 
costs) but nothing more, not even (he salaries 
of the maiiiigerial staff, which are included in 
fixed costs. It is evident that it must be 
scrapped, for it will operate at a direct loss. 

Suppose, however, that the railroad earns 
enough to cover operating expenses and mana¬ 
gerial salaries, but nothing for upkeep or de¬ 
preciation or interest on the investment in 
plant. In this case, there is no reason why the 
owners should keep it in operation, unless they 
themselves are managing it and earning the 
managerial salaries; but if they wish to, tliey 
can keep it going as long as it will operate 
without repairs. When the equipment begins 
to break down, the railroad must be scrapped. 

Suppose, now, that the railioad revenues are 
enough to cover operating expenses (variable 
costs), wages of management, and upkeep 
and depreciation on all its plant and equip¬ 
ment, but nothing more. The railroad may 
continue to operate indefinitely if the owners 
wish to keep it going. However, they will prob¬ 
ably abandon it because they make nothing on 
their investment if they run it, and if they 
pocket the upkeep and depreciation funds and 
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let the road gradually wear out, they will Let us suppose, finally, that the receipts are 

salvage at least a little from the enterprise; sufficient to pay the operating expenses, sala- 

or they may pocket only part of the upkeep ries of the managerial staflF, repairs, upkeep, 
and depreciation funds, putting the balance and depreciation costs, and something on the 

into upkeep and thus prolonging the life of investment in the plant. In this case the owners 

the raffioad in order to receive an income a will probably continue to operate the railroad 

little longer. How much of the receipts they for a long time, but not necessarily indefinitely, 

keep for themselves and how much they use If the earnings on the investment are very 
for repairs and upkeep will depend upon their small, the owners may decide that they can 
calculation of all the possible incomes, present salvage more by pocketing part of the funds 
and future, that they would receive under the for repair and upkeep and letting the plant 

alternative policies, future incomes being dis- and equipment run slowly down into useless* 

counted at the current rate of interest. The ness. By so doing they will get a larger income, 
more they put back into repairs and upkeep, but for a shorter time. The smaller the return 
the smaller will be the amounts they are able they receive on their investment, and the 
to keep, but the longer will be the time during larger the upkeep and depreciation costs, the 

which they will receive them. If they think more likely they are to do this, 

there is a chance that the business may revive Owing to the corporate structure of our 

eventually, they may try to keep the plant and railroads, the actual situation is somewhat dif- 

equipment in good condition, even if it means a ferent from this; but the future of some of 
present loss to themselves; but if the business them depends upon some such principle as has 
does not revive, they will abandon it. been outlined here. 

QUESTIONS 

1. Market price is price in a period too short for the total amount of the product in existence 
to be changed. In the intermediate period, how much change in supply is possible? Indi¬ 
cate what the intermediate period might be in the production of apples, wheat, cotton 
sheeting, timber. 

2. The monopolist expands production to the point where (?) equals (?). Is this also true of 
the purely competitive producer? Draw two graphs to show this situation, one for pure com¬ 
petition and one for monopoly. 

3. “Marginal costs are entirely dependent on average variable costs." Why? 

4. When output has reached the point where marginal costs equal marginal revenue, has the 
individual firm reached long-run equilibrium? 

5. “As long as average revenue remains constant with increasing output, marginal revenue and 
average revenue will coincide; but when average revenue declines with increasing output, 
marginal revenue must inevitably decline even more rapidly." Explain why. 

6. Why does an increase in fixed costs tend to increase the amount of output along the X axis? 
Give illustrations of this tendency in agricultural production. 

7. Why must the marginal cost curve cut both the average variable cost and the average total 
unit cost curves at the lowest point? Why is the lowest point of the average total unit cost 
curve to the right of the lowest point of the average variable cost curve? 

8. Why do all the curves except the fixed cost curve decline for a while and then rise? 

9. What are some of the elements in variable costs? 

10. Marginal cost is used in two different senses. Explain. 

11. Draw a graph to show the adjustment in output of an individual wheat producer to a rise 
in the price of wheat. 

12. An economy in which there are much monopoly and monopolistic competition is likely to 
be a “scarcity system." Why? Do you therefore expect that we shall have maximum produc* 
tion and fall employment for the indefinite future? 
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13. In wartime, some factories operate night and day. In what ways may this result in high 
marginal and average total costs? What effect has it on fixed costs per unit? Does a war 
situation represent the market price, short-run normal, or long-run normal period? 

14. With the rise in the production of airplanes, tanks, guns, and shells during World War II, 
unit costs declined, in some cases as much as 50 per cent. What factors tended to reduce 
these costs as production increased, and what factors tended to raise them? Draw a graph 
showing the changes in costs, using the four cost curves. 

15. In the intermediate pciriod, what will be the effect of an increase in the demand for dressed 
poultry on the price of eggs? What will be the long-run normal effect? 



Chapter 16. 


Long-run Nmmal Price: 
Competitive 


Long-run normal price defined ^ 

In the intermediate period, the period mid- 1 

way between the market price period and the 1 

long-run normal period, we found that the I 

price must be at least high enough to cover ] 

variable costs, but not necessarily high enough ! 

to cover fixed costs too, although it might be ( 

much higher than this. We come now to long- i 

run normal price, which, in a purely com¬ 
petitive economy, must cover all costs, includ- i 

ing such fixed costs as interest, depreciation 1 

and upkeep on the fixed plant, and the salaries c 

of the managerial staff. In the market price ^ 

period we gave most of our attention to de- f 

mand, for the supply was assumed to be in i 

existence and costs of production therefore \ 

called for little consideration; in the in termed!- i 

ate period we devoted somewhat more atlen- j 

tion to costs, but this period is too short to £ 

permit price to become fully adjusted to cost j 

of production. In long-run normal price, which ^ 

is the price toward which the intermediate J 

price constantly tends, we shall find it neces- s 

sary to devote most of our attention to costs i 

of production, which govern the supply. There c 

is no sharp line separating the three periods, i 

but we can follow Marshalls general principle; f 

"As a general rule, the shorter the period which ^ 

we are considering, the greater must be the i 

^ Alfred Marshall, Principles of Economics, p. 349. 
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share of our attention which is given to the in¬ 
fluence of demand on value [price]; and the 
longer the period, the more important will be 
the influence of cost of production on value. 
For the influence of changes in cost of produc¬ 
tion takes as a nile a longer time to work itself 
out than docs the influence of changes in de¬ 
mand."^ 

In all periods, pi ice represents an equilib¬ 
rium between two opposing forces: between 
human wants on the one hand, and, on the 
other, resistance to the satisfaction of those 
wants in the form of costs of production in one 
form or another. In discussing Robinson Crusoe 
and the berries, we saw that he picked berries 
until he reached an equilibrium between their 
utility and the disutility of his labor. In market 
price we have an equilibrium between demand 
and supply, supply being a schedule of the 
prices necessary to induce holders to put their 
various portions of the supply on the market. 
Price in the intermediate period, as we have 
seen, represents the equilibrium between de¬ 
mand and, to some extent, costs of production, 
costs of production for this period being not 
necessarily all costs, but at least the costs of 
the variable agents. In long-run normal price, 
we shall study the equilibrium between de¬ 
mand and full costs of production. Because de- 
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mand in this period is much the same as in the 
shorter periods, our attention will be given 
mainly to costs of production; but it must be 
remembered that price is always the result of 
the interaction of the demand and costs, in one 
form or another* Both demand and supply are 
essential to price determination, just as both 
blades of the scissors are essential to cutting, 
to use Marshalls well-known analogy. 

In the chapters on market price and short- 
run normal price, we discussed both compet¬ 
itive and monopoly conditions; but the analy¬ 
sis of long-run non al price calls for separate 
chapters for each situation. Accordingly, the 
present chapter discusses competitive price, 
and in the following chapter monopoly price is 
considered. 

Long-run normal price, or simply normal 
price, the term used by most economists, is 
defined by Marshall as “the average value 
which economic forces would bring about if 
the general conditions of life were stationary 
for a run of lime long enough to enable them 
all to work out their full effect.Using an 
illustration from the cotton manufacturing in¬ 
dustry, we might say that it is the price which 
would be set if all the following factors—^the 
population, the supply of raw cotton, the labor 
supply, the efficiency and wages of laborers in 
the mills, the rate of interest on debts, the cost 
of fuel and power and taxes, public tastes, and 
the demand for cotton goods—^remained sta¬ 
tionary for a long enough period for unprofit¬ 
able plant and machinery to be eliminated or 
necessary new plant and machinery to be built, 
for inefficient producers who are not covering 
expenses to be weeded out, and for the more 
efficient producers to adjust production to the 
point of lowest costs. In other words, it is the 
price which would be reached if all economic 
forces operated with absolute promptness and 
without any economic friction or inertia; if, for 
instance, all unprofitable plant and machinery, 
all producers operating at a loss, all productive 
facilities that will ultimately have to be elimi¬ 
nated were eliminated immediately; if all new 
plant and machinery and new producers that 
will ultimately enter the industry—^under the 
conditions prevailing—^were to enter immedi¬ 


ately; and if all producers were to adjust pro¬ 
duction at the point of lowest cost without 
delay. 

Long-run price a hypothetical price 

Thus it may be said that long-nm normal 
price is a hypothetical price, since in a dy¬ 
namic, changing society we seldom or never 
see it. In a sense it is like the level which the 
water in the ocean seeks and would reach if 
there were no winds, tides, or other disturbing 
forces to prevent it. It is the price toward 
which short-run normal price is constantly 
tending but never holds for long, because con¬ 
ditions change before the forces “work out 
their full effect'*; then the short-run normal 
price starts toward a new normal level, which 
again it fails to hold permanently because of 
further changes in conditions. 

Perhaps someone will ask. Why study such 
an abstraction? The answer is that the study 
of long-run normal price is the study of tend¬ 
encies, of fundamental forces that are con¬ 
stantly at work. Since the time of Adam Smith, 
economists have properly devoted most of their 
attention to normal price rather than market 
price, the latter being assumed to be a rather 
simple and superficial problem. 

Meaning of cost 

Following Marshall's statement that the 
longer’ the period the more important will be 
the influence of cost of production on price, we 
shall devote most of our attention to the prob¬ 
lem of costs; hence our first task is to define 
the term costs. 

Marshall makes a distinction between psy¬ 
chological “costs” or sacrifices, and money “ex¬ 
penses” of production. For some purposes this 
distinction is useful, but it will not be followed 
generally in this book. Fundamentally, all costs 
are psychological rather than monetary. In this 
sense, the costs of producing a commodity are 
“the exertions of all the different kin^ of 
labour that are directly or indirectly involved 
in making it; together with the abstinences or 
rather the waitings required for saving the 
capital used in malqng it.”® These costs or “dis¬ 
commodities” of lal^r and saving furnish the 


2 Ihid., p. 347. 

pp. 338-339. 
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resistance to the satisfaction of human wants 
as represented by the demand. 

The psychological aspect of costs may be 
best illustrated by our earlier example from 
primitive life. The savage who wanted a spear 
point was obliged to save enough food to last 
him a day or two, and then live on his savings 
while he labored at the spear point. His sav¬ 
ings and his labor were the “costs” of his spear 
point. In modem life the process, although 
much more complicated, is the same in essence. 
In order that society may have shoes, it must 
pay not only for the labor used directly in mak¬ 
ing the shoes, but for the labor employed in 
raising the animals on the farm, in slaughtering 
the animals, in tanning the leather, in shipping 
the shoes from the factory to the retail store, 
and finally in selling the shoes to the consumer; 
in addition, it must pay for the labor used in 
making the shoe machinery, for the labor em¬ 
ployed in making the machines used in manu¬ 
facturing the shoe machinery—^in short, for all 
the labor directly or indirectly used in the pro¬ 
duction of the shoes. And it must pay all these 
various kinds of labor as much as they could 
get in competing lines of work. 

Society must pay too for the saving, or wait¬ 
ing, or abstinence involved in the creation of 
all wealth, for labor alone could not have 
created the machinery and other capital used 
in the manufacture of shoes. Some people must 
have saved—^that is, consumed less than they 
produced—^in order that the plant and ma¬ 
chinery could be created; and these people 
must likewise be paid for their sacrifice. The 
amounts paid for the marginal labor and saving 
must be enough to compensate the laborers 
and savers for their sacrifice, and in a com¬ 
petitive society they cannot be much more than 
this; therefore we may assume that the money 
expenses measure the marginal psychological 
sacrifices with reasonable accuracy. The 
amount that must be paid to secure the margi¬ 
nal labor and savings is called the supply price 
of the labor and savings. 

From the broad social point of view, land is 
the gifts of nature, and rent is therefore not a 
cost of production; but from the point of view 
of the individual producer, rent is a cost, quite 
like wages and interest. The individual farmer, 
merchantj^or manufacturer must pay rent, or, 
if he owns his land, must make an allowance 


for it as “implicit” rent in figuring his costs. 
He must have saved in order to get the money 
with which to buy the land, just as he must 
have saved to buy capital. 

Long-run normal price and profits 

The relation of long-run competitive price 
to profits also demands brief consideration 
here. Profits, as we shall use the term in this 
book, refers generally to the total amount 
earned by the entrepreneur, the amount by 
which his receipts exceed his expenditures for 
rent, wages, and interest; but a distinction 
must be made between his wages of manage¬ 
ment, and pure profits, the latter representing 
anything earned in excess of the amount re¬ 
quired to compensate him for his services as 
manager. Long-run competitive price must 
cover wages of management, just as it must 
cover wages of the lower grades of labor. Some 
entrepreneurs will earn more and others less; 
but entrepreneurs in general must receive 
wages of management in the long run or they 
will shift out of the industry. Hence wages of 
management must be included in costs of pro¬ 
duction and in long-run competitive price. It 
is not necessary that price include anything 
above this, however; in fact, pure profits tend 
to disappear in the long run, in competitive 
industries. If there are pure profits in an in¬ 
dustry in the short-run normal or interme¬ 
diate period, entrepreneurs will shift into that 
industry until increased competition reduces 
the price to a level at which only wages of 
management are earned. Illustrations of this 
process can be seen in industry at all times. 

Opportunity cost 

The cost of any factor of production used in 
a given line of production is an opportunity 
cost; that is, it is a cost set by other “oppor¬ 
tunities” bidding for the use of that factor. A 
farmer raising wheat must pay enough for the 
use of the land to get it away from corn or cot¬ 
ton production; for labor he must pay a wage 
determined not by wheat producers alone, but 
by all the entrepreneurs who oflFer that par¬ 
ticular type of labor an opportunity for em¬ 
ployment. The cost of the capital he uses is 
determined by the total demand for and sup¬ 
ply of capital. In wheat production, as in 
business generally, the principle of opportu- 
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nity cost applies even to the income of entre¬ 
preneurs, for theoretically they must earn 
about as much in wheat production as in other 
lines that demand equal ability. If all the fac¬ 
tors involved were well standardized and mo¬ 
bile, and if the conditions in the market were 
everywhere well known—in other words, if 
the conditions of a "perfect market” prevailed 
—^the adjustment would be prompt and pre¬ 
cise, and wages, interest, and profits would be 
the same in all fields of enterprise; but fric¬ 
tion, inertia, and ignorance of conditions may 
prevent such adjustment, for the economic 
mill often "grinds exceeding coarse,” and some¬ 
times exceeding slow. 

The cost of marketing 

Production costs include not only the costs 
of growing or manufacturing physical com¬ 
modities, but the costs of marketing; for mar¬ 
keting is as truly a productive service, quite as 
essential a link in the productive process, as 
the growing or manufacture of goods. As pro¬ 
duction is expanded, maiketing costs may fol¬ 
low a different trend from manufacturing 
costs. Manufacturing costs may be declining 
as output increases, and marketing costs be 
rising; or the reverse may be true. Breaking 
up marketing costs into their several elements 
of hauling, storing, handing over the counter, 
and advertising, we may find that some of 
these elements follow one trend in costs, and 
others another. It is true that in a perfectly 
competitive market there is no need for adver¬ 
tising or salesmanship to create a demand for 
the goods of any one producer over those of 
other producers, because in such a market the 
goods are standardized, practically identical, 
and known to be so. But each agricultural 
product is different from other products; and 
the organized producers of a product— 
oranges, or raisins, or butter, for instance— 
may advertise in an effort to raise the demand 
for their product over that for other products. 
This element in marketing costs does not de¬ 
cline indefinitely; on the contrary, it may rise 
while manufacturing costs are still subject to 
decreasing or constant costs, because as more 
and more units are sold to more and more in¬ 
different buyers, or to the same buyers to sat¬ 
isfy less and less intense wants, the marginal 
cost of selling necessarily rises. 
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Increasing, constant, and decreasing cost 

Costs, or expenses, of producing different 
commodities vary with the amount of output; 
for some commodities they rise as production 
increases; for others, they change very little; 
and for still others, they decline. To put this 
in economic language, some commodities are 
produced at increasing cost, some at constant 
cost, and still others at decreasing cost. These 
terms do not refer to an increase in the pro¬ 
duction of a single plant, but to an increase in 
the output of a given industry. We must now 
examine each case, bearing in mind tlie fact 
that the principle of relativity applies here as 
everywhere; that these three cases are not 
sharply separated but shade into each other; 
that in all industries, under all conditions, and 
for all amounts of production, die forces work¬ 
ing toward increasing, constant, and decreas¬ 
ing cost are in some kind of balance—one tend¬ 
ency dominating for some outputs, and an¬ 
other for other outputs, but all three at work 
everywhere. As production increases in any 
given industry, decreasing cost generally dom¬ 
inates at first, then constant cost, and finally 
increasing cost, if production is expanded far 
enough. 

Increasing cost 

A commodity is said to be produced at in¬ 
creasing cost when, as production is expanded, 
the average costs per unit rise. The rise in av¬ 
erage costs is ordinarily due to some limitation 
in the supply of one or more of the factors 
used in production—^land, including all natu¬ 
ral resources, labor, capital, or raw materials 
—and to the consequent necessity of paying 
more for the services of the limited factor. The 
most important limitation, in the long run, is 
that of land; so definitely is this true that agii- 
culture and the extractive industries are usu¬ 
ally referred to as the only important indus¬ 
tries subject to increasing cost, although other 
industries which use large amounts of limited 
natural resources may be said to bo indirectly 
subject to increasing cost. If the automobile 
industry, for instance, were to expand greatly, 
it might encounter scarcity and increasing cost 
of the steel, copper, or aluminum used in con¬ 
struction, The supply of land—^all natural re¬ 
sources —is obviously fixed within rather defi¬ 
nite limits; hence industries which use large 
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amounts of land are likely to operate accord¬ 
ing to increasing cost. 

Increasing cost arising from a fixed supply 
of labor or capital is not a long-run normal sit¬ 
uation, but rather is characteristic of the inter¬ 
mediate period. If the automobile Industry 
were expanding greatly, it might encounter a 
scarcity of labor and capital and might have 
to pay higher wages and interest; but this sit¬ 
uation cotdd persist only as long as the indus¬ 
try was expanding. In the long run the auto¬ 
mobile industry would reach an equilibrium 
with other industries, in which the wages and 
interest paid would be approximately equal 
everywhere. Industries in general seldom suf¬ 
fer from a shortage of labor, except in war¬ 
time, for normally there is some unemployed 
labor, and often a great deal; and the low rate 
of interest in recent years indicates that capi¬ 
tal is by no means scarce. Over the past half 
century there has been a steadily increasing 
population and an even more rapidly increas¬ 
ing supply of capital; but instead of increas¬ 
ing, the supply of agricultural land has stead¬ 
ily decreased as millions of acres are destroyed 
by erosion each year. 


Reasons for increasing cost 

The tendency toward increasing cost is 
shown in Fig. 21. It is obvious from this graph 



that the expanded production is the result of 
increased demand and higher prices; but why 
do costs rise as production increases? For three 
reasons. In the first place, higher prices bring 
into use <iddicional land, poorer land on which 
the costs of production are higher, land which 


could not be profitably cultivated at the for¬ 
mer price but which will yield enough to cover 
costs at the higher price. The poorest land put 
into production will be that on which the costs 
of production—excluding rent, for no rent will 
be paid for the use of such land—are just 
equal to the new price of wheat. It is some¬ 
times said that the costs of production on such 
‘marginal” land determine the price; but such 
a statement involves circular reasoning, be¬ 
cause the price of wheat is one of the factors 
that determine what grade of land is marginal, 
and therefore it helps to determine marginal 
costs in this sense. Marginal costs and price 
are equal, but they are both fixed by all the 
forces that enter into demand and supply. 

In the second place, a higher price for wheat 
and increased production bring higher costs, 
because the higher price will shift into wheat 
production some land which, although fertile, 
has been used for other crops. In order to se¬ 
cure this good land for wheat production, the 
individual farmer must pay at least the amount 
of rent that the land yielded in producing 
other crops, and to him this rent is a cost which 
must be met. It is an opportunity cost, that is, 
a cost which must be paid to take the land 
away from other opportunities for use. If there 
were no other such opportunities, the land 
would already be used in wheat production 
unless it were submarginal, in which case there 
would of course be no rent. 

In the third place, costs rise with higher 
prices and increased production, because in¬ 
creased production calls for more intensive and 
expensive cultivation of the good land, culti¬ 
vation beyond the point of diminishing returns 
and therefore at higher cost. It will be remem¬ 
bered that in the cultivation of land—^in the 
“application of units of labor and capital to 
land,” as the law is worded—after the point of 
diminishing returns is reached, additional 
units of capital and labor yield a smaller out¬ 
put per unit. Looked at from another angle, 
this means that the cost of production per unit 
increases. In other words, increasing cost here 
is another aspect of the law of diminishing re¬ 
turns. 

Why does a higher price for wheat bring 
more intensive cultivation and therefore raise 
the cost of production on good land? The an¬ 
swer is that it induces more intensive cultiva- 
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tion largely through its effect on rent Theo¬ 
retically, rent will absorb all or almost all the 
gain. Wages will not rise much, because they 
are determined by conditions not in wheat pro¬ 
duction alone, but in tlie whole field of agri¬ 
cultural and industrial employment; and in¬ 
terest rates will not rise much for the same 
reason. If labor and capital are not fully em¬ 
ployed in industry in general, wages and inter¬ 
est should not rise at all, theoretically, for un¬ 
employed labor and capital will flow into 
wheat production without any increase in 
wages. For a while, farmers as entrepreneurs 
will gain; but their high profits will result in 
an increased demand for land, which will laise 
rent to a point where it will absorb pure prof¬ 
its. Entrepreneurs in wheat production can 
earn only what men of their ability earn in 
other lines of business. So rent absorbs all or 
almost all the gain from the higher price of 
wheat. If there were an infinite supply of land 
as good as that already in cultivation, rent 
would not rise, and the price of wheat would 
not rise, or if it did temporarily it would fall 
back to its former level. The supply of wheat 
would be perfectly elastic and would be a 
horizontal line when graphed. 

The individual farmer s situation when the 
price of wheat rises is pertinent here. His mar¬ 
ginal costs are not appreciably higher because 
they represent labor and capital costs, and his 
average vaiijiblc costs are increased little, if at 
all; but in the long run his fixed cost, rent, will 
be higher because of the increased demand 
for land, and therefore his average total costs 
will be higher. Although from the broad social 
point of view, as we have said, rent is not a 
cost of production, it is a cost to the individual 
farmer, and therefore a rise in this factor will 
raise his total costs of production. Since the 
total rent of a farm is a fixed amount which 
does not change with increases in the amount 
of labor and capital applied to the land, the 
more labor and capital applied and the more 
product produced—the more intensive the 
cultivation—the less will the rent cost be per 
unit of product. Thus a rise in rent encourages 
the application of more labor and capital; and 
the higher the rent, the more labor and capital 
will be applied. Since, after a certain point, 
additional units of output can be produced 
only at increasing cost per unit, a rise in rent 


raises the average costs of production to the 
point where they are equal to the higher price. 

It must not be assumed that, with a given 
demand, the price of wheat is higher than it 
would be if poorer land were not brought in, 
if land were not shifted from other crops to 
wheat, and if the good land were not culti¬ 
vated more intensively. These shifts in land 
use, and more intensive cultivation, are ways 
of increasing the production of wheat, and 
therefore of keeping the price from rising as 
much as it would if production could not be 
thus expanded. If there were no submarginal 
land that could be brought into wheat produc¬ 
tion, no land that could be turned away from 
other crops, and no possibility of increasing 
production by more intensive cultivation, the 
total wheat yield would be absolutely fixed 
and the price would rise even more. In that 
case the supply would be a vertical line when 
graphed. On the other hand, if there were an 
abundance of free land as good as that already 
in use, or if there were no law of diminishing 
returns, wheat production would not be ex¬ 
panded at increasing cost, and the price in the 
long run would not rise at all because of an 
increased demand. 

Futility of price fixing 

From the preceding analysis we see the folly 
of trying to benefit farmers as farm managers, 
in the long run, by any scheme for raising the 
prices of farm products. In many countries, in¬ 
cluding the United States, the government has 
definitely adopted a policy of raising the prices 
of farm products by means of tariffs, export 
subsidies, limitations on production, and other¬ 
wise; but in the long run these policies are for 
the most part futile. The benefit of such price 
increases is largely absorbed by the landown¬ 
ers in higher rents, the farm operators gaining 
nothing; farmers who operate their own land 
gain as landowners but not as operators. Al¬ 
though farmers in most of continental Europe 
receive very high prices for their products, 
they do not enjoy a corresponding prosperity 
because their rent absorbs most or all of their 
profits. 

Difficulties in calculating costs 

We have been considering the costs of pro* 
duction of faim products as if they were some* 
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thing definitely calculable; but it is very diflB- 
cult to calculate costs for even one farmer, for 
a number of reasons. One reason is that most 
farmers produce more than one crop, which 
brings the law of joint costs into operation. As 
we shall presently see, it is impossible to as¬ 
certain the costs of production of joint prod¬ 
ucts. Moreover, farmers generally depend to 
some extent on the labor of their wives and 
children; and this labor is not hired and can¬ 
not be accurately appraised. Furthermore, 
farmers do not produce exclusively for the 
market, but secure a part of their living from 
their farms. It is therefore impossible to dis¬ 
tinguish clearly between the function of pro¬ 
ducing their own living and the function of 
producing crops for market. 

Another serious difiBculty in computing costs 
of production of farm crops arises from the 
fact that the size of the crops varies widely 
with the weather from year to year and from 
decade to decade. Some years, in some cases 
for several consecutive years, the wheat crop 
in some parts of the semi-arid wheat belt may 
be scarcely worth cutting or may be a com¬ 
plete failure. Figured for a series of such years, 
costs of production might be fantastically high, 
perhaps $5 a bushel or more. For the next year 
or two the crop may be good, with consequent 
low costs per bushel. In such cases, the aver¬ 
age yield over a number of years must be 
taken as the basis of calculation. 

Still another difiBculty lies in the fact that 
one of the important costs of agricultural prod¬ 
ucts is the depletion of the soil through ero¬ 
sion and the reduction of the chemical ele¬ 
ments in it. If our farms were properly cared 
for on the basis of a permanent agriculture, 
there would be no need for this charge; but it 
would be replaced by the considerable ex¬ 
pense of caring for the land properly. The 
charge for depletion is very difiBcult to calcu¬ 
late, and few farmers allow enough for it. It is 
even possible that if proper allowance were 
made for the exhaustion and wasting of the 
soil, our farmers might prove to have been 
producing at a loss from the very beginning of 
settlement, to have sold their land and not 
their crops. 

A final difiBculty in computing costs of pro¬ 
duction of farm products is the fact that the 
costs of individual producers often vary widely. 


At a given time and in a homogeneous agri¬ 
cultural area, producers of wheat have shown 
costs ranging from 49 cents to $1.91 a bushel; 
producers of com, from 31 cents to $1.23; 
cotton growers, from 3.5 cents to 16 cents; and 
potato growers, from 30 cents to $2.45 a 
bushel. Costs here include all costs but the 
farmer’s wages of management. 

Qualities of land in relation to costs 

It might appear that the farmers who culti¬ 
vate good land should have lower costs than 
those who use poor land, but in the long run 
this advantage disappears. Because costs, ex¬ 
cept rent, are lower on the good land, there 
will be competition for that land until the rent 
paid for it just equals the advantage of using 
it, as compared with marginal land, which 
barely pays the cost of production. Rent is 
often defined as the difference between the 
productivity of good land and that of marginal 
land; and the owner of the good land will get 
this excess productivity as a landowner, not as 
a farm operator. If he leases the land to a ten¬ 
ant he can compel the tenant to give him this 
rent, for if one tenant won’t, another will; and 
if he operates the farm himself he will receive 
the amount as implicit rent, A purchaser of 
this land has to pay a price which represents 
the capitalization of the annual rent; and with 
due allowance for his initial investment. Ins 
costs are no lower than those of the operator 
of marginal land. So we can say that, in the 
long run, dififerences in the productiveness of 
land do not mean difiFerences in the costs of 
the operators. 

Differences in managerial ability in 

relation to costs 

But farmers vary in ability, and their costs 
vary accordingly. The least capable farmers, 
those operating at a loss, will tend to be forced 
out of business; or perhaps, in accordance with 
the principle of opportunity cost, we should 
say that those farmers whose eflSciency in farm¬ 
ing is lowest, relative to their eflBciency in 
other lines of work, are induced to quit farm¬ 
ing. There is some doubt as to the accuracy 
with which the weeding-out process removes 
the absolutely inefiBcient. Certainly there is a 
tendency for the more capable farmers to se¬ 
cure the best land and to crowd the less efiB- 
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dent farmers onto the poorer land. This might 
seem to make even greater differences in costs, 
for capable men and good land should have 
low costs, and inefficient men and poor land 
should have high costs; but, as already pointed 
out, rent absorbs the differential advantages of ' 
good land. 

If we think of the profits resulting from the 
low costs of the more efficient farmers as 
merely high wages for tlieir superior abilities, 
we may include their higher incomes in their 
costs of production and so bring their costs up 
to the level of those of the less efficient farm¬ 
ers. There is some logic in doing this, for in 
the long run pure profits tend to disappear, 
and all that persists is wages of management. 
If a given producer has continuously high 
costs, it may be assumed that his management 
is poor and that he must allow himself wages 
low enough to bring his total costs down to 
those of the more efficient producers. This is 
likely to be confusing to the student, for we 
have generally assumed that different produc¬ 
ers have different costs, and we shall do so 
hereafter. Producers do have different costs, 
excluding the wage or salary of the entrepre- 
neur; but to the extent that their relative effi¬ 
ciencies determine their costs, the farmers may 
properly be credited with salaries just suffi¬ 
cient to bring the total costs of all producers 
to the same level. 

What effect do high prices ot farm products 
have on the average size of farms? It is not 
certain that they have any effect at all, or, if 
they do, in what direction. The size of farms 
is determined largely by other factors than 
price, by technological factors in particular. 
Increasingly efficient farm machinery has been 
primarily responsible for the growth in the 
size of farms in the Middle West. 

The relative size of individual farms de¬ 
pends on the relative abilities of the farmers. 
The abler men generally have lower costs of 
production, excluding wages of management 
—or, to put it another way, they have higher 
wages of management—and therefore are able 
boA to outbid other farmers in purchasing 
land and, up to a certain point, to use addi¬ 
tional land to better advantage than the less 
able farmers; in other words, they can farm it 
at a lower cost per unit of product. Up to a 
certain point, in adding more land, the able 


farmers will receive what may be called “in¬ 
creasing returns of management” which result 
from economies in the use of machinery and 
in the internal organization of their farms; but 
after this point is reached they will suffer “de¬ 
creasing returns of managem.ent” because of 
the various difficulties in managing a large 
farm. Theoretically they will expand their 
farms until their marginal returns of manage¬ 
ment decline to the marginal returns of man¬ 
agement received by less able farmers on 
smaller farms. If, for instance, an able farmer 
with a 600-acre wheat farm is able to cultivate 
an additional 80 acres with only the same effi¬ 
ciency—that is, at the same costs—as a less 
efficient fnmer with 300 acres, he will have 
reached the point where he can no longer ex¬ 
pand his farm advantageously. 

This is a realistic approach, for in the long 
run entrepreneurial ability is the only fixed 
factor in the farm organization. Land, capital, 
and labor can be added, but the ability of the 
entrepreneur cannot as a rule be changed; or, 
if it improves with experience, the other fac¬ 
tors will be adjusted to it. The process going 
on everywhere in the woild, not only on farms 
but in shops and factories as well, is the con¬ 
tinuous adjustment of land, labor, and capita! 
to the fixed factor of entrepreneurial ability. 

Following this reasoning further, we see a 
fortunate correlation between the ability of 
the entrepreneur and the size of his business. 
In farming, for instance, the ablest farmers are 
likely to have the largest farms, tlie best land, 
the latest improvements, and the best imple¬ 
ments and livestock; the least capable farmers 
have .small fanns, poor land, and poor equip¬ 
ment. This is indeed fortunate, for if the 
scheme were reversed—^if the able farmers had 
poor farms and equipment, and the incompe¬ 
tent farmers the good farms and equipment— 
there would be a tragic waste of the best busi¬ 
ness ability and of the best land and equip¬ 
ment, In the city, too, the ablest entrepreneurs 
tend to acquire the best sites, the largest 
plants, and the best-equipped businesses, 
where they have ample scope for their supe¬ 
rior abilities. The result is the most efficient 
utilization of scarce and valuable sites, expen¬ 
sive equipment, and human talent; and of 
course this generally means plentiful and 
cheap goods for the public. 
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A tax on increasing-cost products 

The principles governing price can often be 
well illustrated by studying the effects of a tax 
on the production of a commodity. Let us con¬ 
sider the eflPect of a tax of 10 cents a bushel 
on wheat production. Such a tax would oper¬ 
ate as an increase of 10 cents in the average 
total unit costs and would be graphed as in 
Fig. 2^. In this figure DD and SS are the de- 



Quantity 
Fig. 22. 


mand and supply curves before the tax was 
imposed, and S'S' is the supply curve after the 
tax is imposed, drawn to show an increase of 
10 cents a bushel in the costs of production. 
Before the tax was imposed, the demand and 
supply curves intersected at a', to fix a price of 
80 cents for Oa units of production. With the 
imposition of the tax, the new supply or cost 
curve S'S' intersects the demand curve at 
point to fix a price of 86 cents. Thus the 
tax of 10 cents a bushel raises the price of 
wheat to the consumer only 6 cents and lowers 
the price to the producer 4 cents. The reason 
for ^s is that the tax has the effect of reduc¬ 
ing production by the amount ab along the 
line OX, and thus reducing the marginal costs 
of production, exclusive of the tax, from aaf to 
bb', or from 80 cents to 76 cents. This reduc¬ 
tion in marginal costs absorbs 4 cents of the 
tax, and the price is raised only 6 cents, which 
is largely passed on to the consumer. 

How, does the reduction in output occur: 
from the elimination of the marginal produc¬ 


ers, or from a reduction in the output of all 
producers? If we assume that the tax is im¬ 
posed only on wheat production, marginal pro¬ 
ducers will tend to be eliminated. Since farm 
incomes for producers of wheat and for pro¬ 
ducers of other farm products were equal when 
wheat sold for 80 cents, the drop in price to 
76 cents makes wheat farming less profitable 
than other kinds of farming, and accordingly 
some farmers will tend to shift from wheat to 
other crops. If other farmers who were barely 
making expenses in wheat production cannot 
shift to other crops, they will be obliged to go 
into some other business, leaving the marginal 
wheat land to be returned to grass. Theoreti¬ 
cally at any rate, there will be still other farm¬ 
ers, marginal not in the sense of being able to 
cover only bare expenses but in the sense that 
they have been making in wheat production 
only the same wages of management that they 
could have made in another business, who, if 
they think that the tax is likely to be perma¬ 
nent and that it is worth while to shift into 
some other business, will do so. 

What of the intra-marginal producers, those 
who remain in wheat production? Will they 
produce less than before? Yes, they will culti¬ 
vate less intensively. For them the tax is the 
equivalent of a reduced price, and a lower 
price will bring less intensive cultivation just 
as surely as, in our illustration above, a higher 
price brought more intensive cultivation. This 
will take a long time, for changes in agricul¬ 
ture are made slowly, but theoretically they 
will be made eventually. 

Constant cost 

Nature's part in production tends toward 
diminishing returns or increasing cost; and 
man s part, if there is a possibility of using ma¬ 
chinery, tends toward decreasing cost. But 
there is a class of goods produced without any 
important contribution from nature and with¬ 
out the use of machinery, at constant cost, that 
is to say, at approximately the same cost re¬ 
gardless of the amount produced. Constant- 
cost goods include mainly handmade goods, 
because such goods seldom require any im¬ 
portant contribution from nature and they do 
not permit such use of machinery as would 
bring decreasing cost. Representative of con¬ 
stant-cost products are such things as hand- 
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made jewelry and hand-carved furniture; 
handmade laces, embroidery, and rugs; and 
hand-tailored clothing. 

There are other commodities which, al¬ 
though not literally handmade, may approxi¬ 
mate constant cost, at any rate for a consider¬ 
able increase in production. It is likely, for in¬ 
stance, that a considerable increase in cab¬ 
bage, melons, potatoes, nuts, fruits, and ber¬ 
ries might be produced at constant cost. While 
all of them require land, such crops as cab¬ 
bage and potatoes yield so heavily that a small 
acreage produces a great amount, and there 
would therefore be little pressure on the land; 
on the other hand, increased production might 
bring some economies in machinery and mar¬ 
keting which would nearly or entirely bal¬ 
ance the increased cost due to diminishing re¬ 
turns from the land. Some kinds of nuts, fruits, 
and berries may be grown on land that is of 
little use for anytlimg else, and the yield may 
be heavy too; and if they were raised in greater 
amounts they might be handled and marketed 
even more cheaply. The crop of apples, pears, 
grapes, sand plums, walnuts, pecans, or rasp¬ 
berries could probably be doubled or tripled 
at a small or negligible increase in costs. Such 
crops as raspberries are largely “handmade,” 
which accounts for the fact that they are never 
very cheap. 

If no machinery is used, we are likely to 
have constant cost; but machines are always 
likely to be used to some extent if the output 
justifies their invention and development. All 
goods were once produced by hand, but ma¬ 
chinery has taken over one function after an¬ 
other imtil even some of the hitherto most defi¬ 
nitely handmade products now feel the rough 
touch of the machine. It is dangerous to set 
limits to the use of machines or to assume that 
any given thing will be made by hand regard¬ 
less of the amount produced. Cigars were long 
made by hand, but now almost all are machine- 
made. Much of tlie so-called hand-carved fur¬ 
niture is now made in part by machinery; even 
if no big power-driven machines are used, 
complicated hand machines driven by small 
dynamos may be employed, with resulting 
economy in production. Many embroidery de¬ 
signs, formerly done only by hand, are now 
done so well by machines that only an expert 
can tell the difference between the two. Engi¬ 


neers and technicians are amazingly ingenious 
in devising ways and means of doing things; 
given sufficient money for the cost of experi¬ 
mentation and development, they can make 
machines that will do almost any kind of tech¬ 
nical work. They cannot afford to build ma¬ 
chines to turn out only a few hundred articles; 
but if there were a demand for a million stand¬ 
ardized “hand-carved” chairs or bas-reliefs of 
the Panathenaic Procession, they would soon 
devise a way to turn them out, neatly carved, 
with appropriate wormholes and marks of the 
carving tool, each packed ready for ship¬ 
ment. 

While greatly increased production of some 
tilings now produced at constant cost would 
bring decreasing cost because of the introduc¬ 
tion of machinery, a similar increase in the 
production of others might exert more or less 
pressure on nature for raw materials and thus 
finally bring increasing cost. If consumers de¬ 
manded a huge amount of hand-carved furni¬ 
ture, it might raise the price of walnut and 
mahogany lumber; similarly, if they demanded 
a very great amount of handmade silverware, 
it might affect the price of silver. This is a 
theoretical rather than a practical possibility 
in tile United States today; but in countries 
where labor is very cheap and natural re¬ 
sources are scarce, the cost of certain raw ma¬ 
terials used in hand production definitely af¬ 
fects prices. 

When, on the one hand, an industry uses 
large amounts of a raw material that is pro¬ 
duced at increasing cost, and, on the other 
hand, employs machinery which tends to bring 
decreasing cost, these two factors may balance 
each other approximately and establish con¬ 
stant cost. Marshall points out that this might 
be true in the manufacture of woolen blankets, 
with wool, the raw material, produced at in¬ 
creasing cost, and the manufacturing done at 
decreasing cost, the two tendencies establish¬ 
ing an equilibrium at approximately constant 
cost. 

The general conclusion must be that al¬ 
though some products aie produced at ap¬ 
proximately constant cost in any conceivable 
quantity, nearly all of those that are commonly 
referred to as constant-cost products actually 
deviate from this more or less, and that many 
of those whose production follows constant 
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cost up to a certain point run into increasing 
or decreasing cost eventually. 

Prices of constant-cost goods 

Like any other price, the normal price of a 
commodity produced at constant cost is gov¬ 
erned by the interaction of the demand and 
supply schedules; but changes in the demand 
do not affect the price in the long run. Fig. 23 



Fig. 23. Constant Cost and Increasing Demand. 


shows clearly that the price is the same re¬ 
gardless of the demand. 

A tax on constant-cost products 

A tax on a commodity produced at constant 
cost reduces the amount produced and raises 
the price by the entire amount of the tax. This 
is indicated in Fig. 24, which shows that the 



Fig. 24. A Tax on a Constant-Cost Product. 


price is increased by the amount of the tax 
and that output is reduced from b to a. 

Decreasing cost 

We turn now to the type of industry in 
which man s part in labor specialization and 
in the development of machineiy is important 
enough to bring decreasing costs—^in general, 
the manufacturing industries, which use much 
machinery. 

Why do costs decrease as production in¬ 
creases? Up to a certain point, because of the 
economies in the individual plant, in labor spe¬ 
cialization, and in the use of expensive ma- 
chineiy^ and also because of the other econ¬ 


omies mentioned in Chapter 9. Until the total 
production of an industry reaches a point 
where at least one plant is operating at the 
lowest unit costs, the costs for the industry as 
a whole will decline because of what Marshall 
calls internal economies, economies in the in¬ 
ternal organization of the plant. If production 
never expanded beyond the amount that one 
plant could produce at lowest total unit costs, 
there would be a strong tendency toward mo¬ 
nopoly, for the plant which gained the initial 
advantage would have lower costs than the 
others and would crowd them out. 

When production has risen beyond the ca¬ 
pacity of one plant, the economies of a further 
increase are likely to be less important than 
before, and they are different in nature. They 
are likely to be less important than before, be¬ 
cause if only one plant is producing, at lowest 
total unit costs, further increases in production 
are possible only with the addition of more 
plants, and these will presumably have about 
the same internal economies as the plant al¬ 
ready operating and will therefore operate at 
about the same costs. 

There may, however, bo other economies in 
further increases in production, external econ¬ 
omies, dependent on the general development 
of the industry. The cost of machinery, for ex¬ 
ample, is likely to decline as the expanding in¬ 
dustry offers a wider market for specialized 
machines. A machine builder who designs and 
makes 1000 machines for a single plant will 
make them at a high cost per unit; but if he 
makes 100,000 machines for 100 plants, he 
can make them at a fraction of that cost. 
Accessory industries may arise that will pro¬ 
vide some of the things needed in the in¬ 
dustry—shoe peg factories in shoe manufac¬ 
turing centers, and plate-glass factories, arti¬ 
ficial leather factories, and screw factories in 
automobile manufacturing centers. In many 
cases these accessory industries are established 
or taken over by the particular industry 
through the process of integration; but regard¬ 
less of whether they are taJeen over or remain 
independent, they are likely to bring a reduc¬ 
tion in costs. Marketing costs may also decline 
up to a certain point in the expansion of out¬ 
put, for each unit sold may help to sell more 
units. Finally, as production expands, trade 
journals and various specialized services ap- 
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pear which may enable the producers to re¬ 
duce costs still further. 

These economies operate up to a certain 
point in production, a point which varies with 
difFerent industries; but eventually costs cease 
to decline, and if production is pushed far 
enough they will rise. There are various rea¬ 
sons for this. For example, as production ex¬ 
pands, there may be increasing pressure on 
land resources or increasing cost of raw mate¬ 
rials. In fanning, the increasing cost is due to 
pressure on land resources; and in such indus¬ 
tries as copper, leather and woollen manufac¬ 
turing, it may result from a rise in cost of tlie 
raw materials. In industries in which the sup¬ 
ply of raw materials is not a serious problem, 
increasing cost might appear because of a ris¬ 
ing cost of labor or capital, or both. The total 
supply of labor is fixed for the short run, and 
in the long run it docs not tend to expand in 
response to high wages. A greatly expanding 
industry would therelorc have to bid labor 
away from other industries, presumably at 
higher wages than prevailed before. Similarly 
it might have to bid higher for capital, thus 
raising tlie rate of interest. Finally, most man¬ 
ufacturing industries have some selling costs 
which will increase as production increases 
and more and more indifferent buyers have to 
be enticed into buying. 

Thus it appears that if decreasing-cost in¬ 
dustries expand beyond the point where one 
plant reaches lowest average costs, they will 
operate at costs that decline only slightly with 
external economies, and that eventually they 
will reach a point of increasing cost.* 

Prices of decreasing-cost goods 

The price of decreasing-cost commodities, 
like the price of all goods, is determined by the 
interaction of the demand and supply sched¬ 
ules, the supply schedule in long-run normal 
value representing costs of production; but the 
problem here is somewhat more difficult than 
price determination in the case of increasing- 
cost or constant-cost goods. Fig. 25 will serve 
to make it easier. 

In this figure, SS is the average cost of pro¬ 
duction curve for flour of a certain grade; C, 
D, E, F, and G represent the individual aver- 
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age cost of production curves for five different 
plants; and DD is the demand curve. For pro¬ 
duction from O to b along OX, there are de¬ 
clining costs for Plant C because of internal 
economies within the plant; but beyond point 
h—or for the individual firm—Plant C's 

costs rise, and it will expand no further. Fur¬ 
ther expansion in production will come from 
Plants D, £, F, and G, with slowly declining 
costs to e', due to external economies. The de¬ 
clining costs, as more plants are added, bene¬ 
fit not only the new plants but those already 
in operation; this is indicated by the dotted 
cost curves for the individual plants, C', TX, 
and The supply curve finally turns upward 
at point e', and the price is determined, by the 
intersection of the demand and supply curves, 
at $1.50 a sack. 

It will be noted that there arc two intersec¬ 
tions of the demand and supply curves, one at 
d and the other at ef; but witli curves drawn 



Fig. 25. Price Determination in a Decreasing-Cost 
Industry. 


as they are here, the price cannot be stabilized 
at any point but ef, with Oe units produced. 
Less than Oa -^inits cannot be produced be¬ 
cause for less than this amoimt costs will be 
greater than the price. There might be an equi¬ 
librium of supply and demand at a\ but it 
could be only temporary because costs are de¬ 
clining sharply at this point, and in order to 
secure lower costs Plant C would be certain to 
expand production and cut prices. It would 
want to do this and could afford to do it be¬ 
cause costs are declining more rapidly than the 
price—^represented by the demand curve DD, 


*On this point, see Frank Knight’s analysis (The Ethics of Competition, p. 215). 
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If Ob units are produced, the costs are bl/, 
the price bb'\ and the profits per unit h'fe". 
With a high rate of profits, Plant C will ex¬ 
pand production by building a new plant, or 
other entrepreneurs will be attracted into the 
field. 

A tax on decreasing-cost products 

It is often said that a tax imposed on a com¬ 
modity produced at decreasing cost raises the 
price by more than the amount of the tax; and 
this holds true if the commodity is really pro¬ 
duced at decreasing cost. 

The eflFect of a tax, and also of a bounty, on 
decreasing-cost goods is indicated in Fig. 26, 



Fic. 26. A Tax and a Bounty on a Decreasing- 
Cost Product. 

in which SS is the supply or cost of production 
curve, DD the demand curve, S'S' the cost 
curve including the tax dc, and S"S" the cost 
curve allowing for the bounty, de, the bounty 
of course operating to lower costs by paying 
part of them, just as a tax raises costs. The for¬ 
mer equilibrium price is bk, or Om, and the 
equilibrium amount is Ob. The tax, dc, raises 
the price from k to c, or m to o, a greater in¬ 
crease than the tax by the amount do. The 
public sufFers doubly from such a tax, in that 
it must pay more than the government receives 
and has less to consume than formerly, less by 
the amount ah. A bounty, on the other hand, 
operates as a reduction in unit costs of produc¬ 
tion, and lowers the price by the amount kj, 
or mhr^ decrease greater than the bounty by 
the amount gj —and it enables the public to 
consume be units more than were consiuned 


before. Under such conditions, a bounty brings 
benefits far above its cost. 

General equilibrium of costs and prices 

Pure competition assumed, what is the gen¬ 
eral equilibrium in the long-run normal period 
—^not the equilibrium of the demand for and 
supply of one product in one industry, but the 
equilibrium of all prices and all productive 
factors in all industries? It is the equilibrium 
which would be achieved if conditions re¬ 
mained stationary long enough for all the 
forces in operation to work out their full ef¬ 
fect; it is hypothetical of course, because it is 
never reached, but it is the equilibrium toward 
which, to the extent that our economy is com¬ 
petitive, we are always tending. 

The long-run general equilibrium is “a con¬ 
dition in which there is no economic motive 
for change.”® This means that the prices of all 
commodities are equal to marginal and aver¬ 
age total unit costs of production. (In this pe¬ 
riod we need not make any distinction be¬ 
tween marginal and average total unit costs, 
because they are necessarily equal.) The prices 
of different commodities bear the same rela¬ 
tion to each other as their respective costs; 
that is, if it costs twice as much to produce a 
bushel of wheat as a bushel of com, the price 
of wheat will be twice that of com. 

In this general equilibrium, marginal and 
average productivity of each grade of labor 
are equal to wages and are the same in all in¬ 
dustries; and marginal and average produc¬ 
tivity of capital are equal to the rate of inter¬ 
est and are equal in all industries. (We need 
not distinguish between marginal and average 
productivity, for in the long run, like marginal 
and average total costs, they are necessarily 
equal.) The productivity of labor and capital 
must be equd in all industries, because if it 
were not, these two factors would have been 
shifted from the industries of low productivity 
to those of high productivity, because of the 
gain to be derived thereby. All this means that 
laborers of every grade, and also capital, are 
producing at least as much as they could pro¬ 
duce anywhere, and that therefore the econ¬ 
omy's total output is at its maximum. No other 
distribution will be as productive or yield as 


® Albert L. Myers, Elements of Modem Economics, rev. ed., p. 194. 
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large a total in wages and interest. Similarly, all 
grades of land are being devoted to their high¬ 
est use and are yielding maximum total product. 

Such a general equilibrium tends to be 
reached, in a growing economy, not altogether 
through shifts of producers from one industry 
to another, but, through the flow of new pro¬ 
ductive resources into the industries in wluch 
expansion is needed; and the total investment 
of productive resources which are shifted and 
of new resources seeking profitable use is 
guided by what Boulding calls the principle of 
equal advantage. Producers seeking their own 
advantage bring more resources into the in¬ 
dustries offering the greatest advantages, thus 
increasing competition and reducing those ad¬ 
vantages; and they leave tliose industries of¬ 
fering the least advantages, thus reducing com¬ 
petition and increasing those advantages until 
they are equalized. This is the broad, general 
tendency, subject to the many limitations im¬ 
posed by monopoly, inertia, sentiment, and 
ignorance of the relative advantages in differ¬ 
ent fields of activity. Relative advantages are 
not entirely monetary, of course. Incomes of 
teachers, for mstance, are much lower than 
those of doctors, lawyers, and some business¬ 
men; yet there are always plenty of able young 
men and w'omen seeking teaching positions, 
men and women who prefer teaching, study, 
and research to the richer pecuniary rewards 
of other work.® 

All productive firms have reached their op¬ 
timum size and output, and are therefore pro¬ 
ducing at lowest average total unit costs. Not 
all these firms are of the same size, because 
the abler entrepreneurs will control larger 
firms and will earn larger incomes; but costs 
for all producers, including the entrepreneurs’ 
wages of management, will be equal and will 
be at the lowest point. 

Consumers will receive maximum utility 
from the goods that they buy, because produc¬ 
tion is at the maximum and the various goods 
are produced in quantities that are adjusted to 
consumer preferences and at costs equal to tlie 
prices consumers are willing to pay. No other 
distribution of productive factors among in¬ 
dustries would meet consumer preferences so 
well. Any other distribution would result in 
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some goods being produced at costs greater 
than consumers would pay, while other goods 
were being produced in smaller quantities than 
consumers would be willing to buy at prices 
that covered costs. 

AU this may seem too fanciful, too good to 
be true, as indeed it is; but it is the situation 
toward which the economy, to the extent that 
it is competitive, generally tends. Wc have 
stressed the assumption of pure competition 
and tlie assumption that conditions remain sta¬ 
tionary long enough for all the forces to work 
out thcii full effect; but there are other im¬ 
plied assumptions that have been discussed at 
various points in the preceding chapters. To 
mention only two—if consumers are to gain 
maximum satisfaction they must be perfectly 
informed and rational, as of course they never 
are, and they must have equal incomes, as of 
course they never do. However, to the extent 
that they are informed and rational and do 
earn equal incomes, they should enjoy some¬ 
thing approaching maximum utility. 

Difficulty of controlling prices without 

controlling supply 

From our analysis of normal price we can 
see some of the difficulties attending produc¬ 
ers’ efforts to raise prices, unless they can con¬ 
trol production. An equilibrium price is the 
only price that can “clear the market.” At¬ 
tempts to raise or lower it, except through a 
change in demand or supply, are almost in¬ 
evitably futile. Hundreds of such attempts 
could be cited, but a few examples must suf¬ 
fice. Lumbermen’s associations have often tried 
to raise the price of lumber by circulating 
price lists among their members, quoting prices 
higher than those set by the competition of 
the market; but invariably these attempts 
failed, for the higher prices soon brought an 
increase in the amount supplied and a decrease 
in the amount demanded, and lumbermen 
with heavy stocks of unsalable himber were 
forced to slash prices to get rid of them. When 
they learned later to restrict their output, 
prices rose without any price lists. Fig. 27 will 
make this clearer. Here the equilibrium price 
is $20 and the equilibrium amount is OA. If 
the price is raised to $25, the amount de- 


® See K. E. Boulding, Economic Analysis, chap. 9. 
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manded is reduced to OB and the amount sup¬ 
plied is increased to OC. There are now BC 
units of lumber which cannot be sold. If the 
process is reversed and the price is lowered to 
$15, the result will be an unfilled demand rep¬ 
resented by BC, 



Similarly, in the early history of the oil in¬ 
dustry in Pennsylvania, producers tried to bol¬ 
ster prices artificially by buying up and stor¬ 
ing part of the flow. This worked well enough 
for a short time, until they realized that the 
oil in storage constituted part of the potential 
supply, and when it was sold, prices fell even 
below the preceding market price. 

Government regulation of prices 

Government regulation of prices encounters 
similar difficulties. In Hoover s administration, 
for instance, the Federal Farm Board was set 
up to “stabilize” the price of grain above the 
equilibrium level by buying and storing it; but 
it presently became evident that the stored 
grain was part of the potential supply and that 
it had a depressing effect on market price, al¬ 
most as if it were actually offered in the mar¬ 
ket, because buyers thought it might be put on 
the market. The purchases made by the Board 
did keep prices up for a time, but eventually 
the program was admitted to be a failure and 
was abandoned. Roosevelt's Agricultural Ad¬ 
justment Administration followed economic 
logic, at any rate, in restricting planting, in 
plowing under part of the crops already 
planted, and even in killing some of the “poor 
little pigs” whose fate aroused so much sym¬ 
pathy among kind-hearted folk. 


In 1945 the Office of Price Administration 
was trying to keep many prices below the equi¬ 
librium point in order to prevent inflation and 
also to insure a fair distribution of consumers’ 
goods; but there are serious difficulties in any 
such program. In the first place, only at the 
equilibrium price are the amounts supplied 
and demanded equalized; at any lower price, 
more will be demanded than will or can be 
supplied. Let us assume, for instance, that the 
equilibrium price of Premium hams is 50 cents 
a pound and that the government sets a ceil¬ 
ing price of 40 cents. But at 40 cents the 
amount supplied will not equal the amount 
demanded, as is clear from Fig. 28. Here de- 
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Fig. 28. 


mand and supply are in equilibrium at 50 cents 
a pound, with Ob units supplied. At 40 cents, 
only Oa units are supplied, as against the Oc 
units demanded. But since in the long run SS 
is also a cost of production curve, at 40 cents 
the producers between a and b, or between of 
and h" on the SS curve, would be producing 
at costs above 40 cents, would be losing 
money, and would finally have to abandon hog 
production. The marginal producers at 50 
cents a pound, at h", would be losing 10 cents 
a pound at 40 cents. Since only Oa units can 
be produced at 40 cents, the amounts de¬ 
manded and supplied can be equated only by 
a system of rationing which allows consumers 
to buy less than they would like to buy at 40 
cents, or by subsidies granted producers to pay 
part of their costs. A subsidy of about 9 
cents a potmd, shown as curve S'S', would 
equate the amounts demanded and supplied, 
for Oc units of output. 
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In the second place, most finished products 
are the final result of a chain cf productive op¬ 
erations, and their prices are related to tlie 
prices of all the productive factors and raw 
materials used in this chain. Consumers buy 
the hams from retailers, who buy from whole¬ 
salers, who buy from meat packers, who buy 
the hogs from farmers; the farmers may buy 
some of the com and other feed for the hogs, 
but they are more likely to produce the feed 
themselves, using laboi and implements of 
various kinds. In normal competitive price de¬ 
termination, the prices of the retailers, whole¬ 
salers, and packers, the prices paid the farmers 
for hogs, the prices of corn and other feed, and 
the prices of the labor and implements used 
in producing the corn and hogs are so related 
that each agent along the entire line receives 
a price that covers costs of production, but no 
more. (We are ignoring for the present cer¬ 
tain monopoly elements in the situation, par¬ 
ticularly in the meat-packing business.) The 
price of hams to consumeis is related to the 
wholesalers’ price, the packers* price, the price 
that the farmers receive for hogs, the price of 
corn and other feed, and the price of the labor 
and the various implements used in feed pro¬ 
duction. Therefore, \vhen the government fees 
one price, it is likely to have to fix all these 
other prices in such a relalioirship that at least 
the costs of production in all the various op¬ 
erations will be covered. This is extremely dif¬ 
ficult; indeed, it is so difficult that no govern¬ 
ment agency can do it with complete success. 

But this is by no means the only difficulty 
in price fixing. The price of every good is re¬ 
lated to the prices of many other goods, and 
when the government steps in to regulate one 
price it must regulate a thousand others or 
there will be maladjustments. If, for instance, 
it sets the price of hams at 40 cents, 10 cents 
below the equilibrium price, and fixes the 
prices of other pork products relatively higher, 
the result will be an increased demand for 
hams, for many consumers will prefer the rela¬ 
tively underpriced hams to the relatively 
higher-priced shoulders, bacon, and spareribs. 
Prices of pork products, furthermore, are re¬ 
lated to prices of beef, mutton, poultry, eggs, 
butter, cheese, and indeed all food products. 
Therefore the price fixed for hams must be 
correctly related to the prices of these other 


237 

products, or the relative production and con¬ 
sumption of these other products wiD be dis¬ 
turbed; some products will often be unobtain¬ 
able, whereas others will be so abundant that 
dealers will have difficulty in selling them. The 
OPA found it necessary to re^/ise its prices and 
rationing schedules from time to time to meet 
such difficulties, allowing consumers to buy 
less of some products and more of others with 
their ration coupons. 

We see here one of the difficulties in the way 
of a socialist economy. In such an economy the 
government w ould have to fix a great many 
prices, and to establish the proper relationship 
between them w’ould be very difficult. Prob¬ 
ably a socialist government would be obliged 
to adopt a scheme much like the automatic de¬ 
mand and supply machinery of laissez-faire 
capitalism. This, however, will be discussed 
more carefully in the chapter on socialism. 

joint products considered again 

In an eflFort to simplify economic principles, 
we have assumed generally that business con¬ 
cerns produce only one product or service; but 
we must now face the fact that this is rather 
unusual, that most business enterprisers pro¬ 
duce more than one product, some of them a 
great many. Following Marshall, we defined 
joint products in the chapter on market price 
as ‘‘things which cannot easily be produced 
separately; but are joined in a common origin 
. . . such as beef and hides, or wheat and 
straw.” The market price of such products, it 
will be remembered, presents no serious diffi¬ 
culties, because it does not call for much con¬ 
sideration of costs of production; but the 
long-run normal price of such products pre¬ 
sents a rather baffling problem, because it de¬ 
pends largely on costs of production, and it is 
impossible to ascertain tliese with exactness. 

Before discussing this, however, we must 
get as clear an idea as possible of the concept 
of joint products in its many v,trying forms. 
The student must not expect any precise dis¬ 
tinctions, for the principle of relativity applies 
to the concept of joint products as to most 
other economic concepts. 

A perfect illustration of joint products would 
be products joined in a common origin, in a 
certain fixed relationship, so that the produc¬ 
tion of a given amount of one product neces- 
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sarily results in the production of a certain 
fixed amount of the o&er products; for to the 
extent that the relative amounts of the prod¬ 
ucts can be altered, they are not joint but sep¬ 
arate. It is difficult to find a perfect illustra¬ 
tion, because the relative amounts of most 
products classed as joint can be changed to 
some extent. The relative amounts of beef and 
hides, for example, have been altered by 
breeding better types of beef cattle; the Texas 
steer of pioneer days provided less beef in pro¬ 
portion to hide than the present-day White- 
face. It is likewise possible to change the 
amount of straw, in proportion to the amount 
of wheat, by careful plant breeding. If cotton 
seed became exceedingly valuable, cotton 
plants would soon be developed with more or 
larger seeds; cottonseed oil became so impor¬ 
tant during the Second World War that there 
was some discussion of this possibility. 

Shading away from such fairly clear and 
simple examples as beef and hides, we can ex¬ 
pand the concept of joint products almost in¬ 
definitely. Animal carcasses provide the pack¬ 
ing industry with more than 200 products in 
fairly well-fixed proportions. From our wheat 
crop we get wheat and straw; and from the 
grain we get bran, flour of several grades, and 
a number of cereal foods. From our com crop 
we get not only feed for livestock and poultry, 
with the resulting production of a hundred 
meat products and as many dairy products, 
but also many kinds of cereal foods, syrup, and 
other foods. 

In some regions of our country, farming is 
devoted largely to the production of a single 
crop—^wheat in central and western Kansas, 
cattle or sheep in some parts of the semi-arid 
West, cotton in certain sections of the South— 
but in the more common diversified farming a 
considerable number of products are produced 
—^perhaps com and wheat and clover and 
grass, cattle and hogs and chickens; milk and 
eggs. Although these are not produced in in¬ 
variable proportions, most or all of them must 
be produced if farmers are to meet expenses. 

In farming, as in some other businesses, we 
face another complicating principle. In some 
respects farm products are joint products, but 
in other respects they are alternative products. 
The diversified farmer must produce a num¬ 
ber of products; but to the extent that he pro¬ 


duces some of these at any given time, he can 
not produce others. To the extent that he pro¬ 
duces com he cannot produce wheat, and if he 
sells the com he cannot feed and sell livestock; 
although a good flock of poultry will yield both 
eggs and dressed poultry, to the extent that ne 
sells dressed hens he clearly cannot sell eggs, 
because dressed hens will produce no more 
eggs. If the farmer has sheep he will normally 
produce some wool and some mutton. These 
are truly joint products, but they are also to 
some extent alternative products, for if he is 
primarily interested in mutton he must raise a 
breed of sheep which yields mainly mutton 
rather than wool; furthermore, whatever the 
breed, when he sells mutton he stops the pro¬ 
duction of wool. 

Every retailer produces something analo¬ 
gous to joint products, or perhaps we might 
better call them joint services. A druggist or¬ 
dinarily sells a thousand or more different 
items—drugs, medicines, cosmetics, tobacco in 
various forms, candy, soft drinks, and books 
and magazines. If he is to prosper, he must 
sell most of these things, because if he does 
not o^er an adequate selection of goods he 
will lose business. Railroads—to turn for a mo¬ 
ment to a monopoly—are often said to provide 
joint services: passenger service, perhaps of 
several grades, express and mail transporta¬ 
tion, and freight transportation for hundreds 
of different classes of goods at various rates. 

A great many industrial products are some¬ 
what similar to joint products. Furniture man¬ 
ufacturers make bureaus and tables from wide 
boards, chairs from smaller boards and sticks, 
and excelsior and sawdust as by-products. All 
these are ^'joined in a common origin” because 
they come from the same wood; but they are 
not joined in the same sense as wheat and 
straw are, for they are made into separate 
products not by nature but by man. It is not 
nature but the imperatives of the furniture 
manufacturing business which make it neces¬ 
sary to produce a variety of different products; 
yet this “jointness” is similar in some respects 
to the “jointness” of true joint products. 

In manufacturihg there has recently been a 
strong trend toward increasing product diver¬ 
sification. In 1937, none of the fifty largest 
manufacturing companies produced less Aan 
6 products, one produced 302, and fourteeti 
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produced between 100 and 302. In most cases 
one or a very few products constituted the 
great bulk of the busmess» the others being 
produced, presumably, because they increased 
profits or enabled the producer to avoid losses. 
Industrial research and the rapid advance of 
science and technology have made this diver¬ 
sification of products both possible and, as a 
matter of business expediency, necessary. Re¬ 
search is constantly bringing out new proc¬ 
esses, new ways of doing things, new products. 
One oil company that was seeking a method 
of diluting oil discovered that alcohol could be 
made from waste gases in the refineries and 
could be put back into the refined gasoline: 
this led to the production of an efficient anti¬ 
freeze, a basic chemical solvent, an anti-knock 
fluid, and other products. When research in 
the rubber industry developed new uses for 
rubber, one manufacturer of tires and rubber 
footwear added mattresses and automobile 
cushions to his products. 

Various business considerations may induce 
a producer to diversify his output. In the first 
place, he may find it expedient to carry a full 
line for the convenience of distributors, sales¬ 
men, or consumers. In food retailing, for in¬ 
stance, grocery stores and meat shops were 
formerly separated, but it was found that they 
could supply the public better by combining 
in one shop. Distributors of radios similarly 
have added other household electrical appli¬ 
ances to their business, and to meet the needs 
of these distributors some manufacturers have 
added these-other products to their output. In 
manufacturing, the same trend toward diver¬ 
sification is clear and widespread. A patent- 
medicine company found it profitable to pro¬ 
duce a variety of goods: “surgical dressings, 
rubber sundries, grape juice, crushed fruits and 
syrups, envelopes, drinking cups, chocolate, 
cocoa, candy coatings, surgical gauze, drugs, 
and other articles commonly sold in drug 
stores,”^ 

In the secCnd place, some producers diver¬ 
sify their output in order to make better use of 
their productive resources. A certain company 
added a number of products because it did 
not have enough originally to carry the over¬ 
head. A manufacturer of sound-transmission 


equipment added electric razors and coin¬ 
weighing machines because their manufacture 
made possible the fuller use of his managerial 
staff and skilled workers. In some cases a de¬ 
cline in the demand for its original products 
has forced a company to add others. A manu¬ 
facturer of newsprint, facing a shift of produc¬ 
tion of newsprint to Canada, found it neces¬ 
sary to add book, bond, and hanging paper to 
his line. After a war, many producers of war 
materials are obliged to return to the produc¬ 
tion of peacetime goods, in some cases articles 
that they have not produced before. In some 
cases the seasonal demand for one product has 
forced producers to add a product that is in 
demand at another season, in order to keep 
their managerial staffs and laborers fully em¬ 
ployed. A manufacturer of sleds thus found it 
profitable to add a line of garden tools. 

All increasing number of products are being 
trimed out because manufacturers are learn¬ 
ing to produce more products from their raw 
materials; what were once waste products are 
being made into valuable by-products. Illus¬ 
trations of this are so numerous and so famil¬ 
iar that none need be cited. It is likewise un¬ 
necessary to elaborate further regarding the 
many other factors that have increased the 
number of products of industry. Enough has 
been said to show that a theory of price based 
on the assumption of a single product, although 
of fundamental significance in the study of 
economics, is to some extent an unreal simpli¬ 
fication of a vastly complicated problem. 

Long-run normal price of joint products 

The market price of joint products, as we 
saw in the chapter on market price, is deter¬ 
mined simply by demand and supply; but 
when we come to determining costs of produc¬ 
tion and long-run normal price of such prod¬ 
ucts, we are faced with a problem which can 
be solved only in a very general way, A few 
principles may, however, be set down as sound. 

In the first place, the sum of the prices of 
both or all the joint products derived from the 
common parent product must equal the aver¬ 
age total costs of producing the parent prod¬ 
uct, and they cannot be more than this in pure 
competition, according to the general prin- 


^ Temporary National Economic Committee, Monograph No. 27, p. 651 ff. 
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ciple governing value. If we assume that only 
cotton fiber and cottonseed oil are produced 
from the cotton stalk, the sum of the prices of 
the fiber and the oil have to equal the total 
costs of producing the parent crop, in the long 
run; and they cannot be greater than this, for 
if they were, farmers would be attracted into 
the business, the supply would be increased, 
and the price woidd decline to the level of av¬ 
erage total unit cost. The costs of individual 
fanners would be raised by competitive bid¬ 
ding for cotton land, and this in turn would 
raise rents. Similarly, the sum of the prices of 
all the products of a furniture manufacturer 
have to equal the total costs of producing aU 
of them; the sum of all the prices received by 
a drugstore operator for the hundreds of com¬ 
modities and services he sells must equal the 
total costs of operating the store, or else he 
will be obliged to close shop. 

In the second place, the long-run normal 
price of any one joint product, produced under 
conditions of pure competition, cannot exceed 
the cost of producing the parent product. The 
price of cottonseed oil or of cotton fiber can¬ 
not remain above the total cost of producing 
the parent cotton crop, for if it did, the profits 
made on the one joint product—even if the 
other product were worthless and were thrown 
away—^would attract other producers into the 
business until the price would be forced down 
to the cost of production of the parent crop. 
Similarly, the price of wool cannot remain 
above the cost of raising the sheep; and to the 
extent that there is competition, this principle 
applies also to the chairs or tables produced 
by furniture manufacturers, or to any other in¬ 
dustrial joint product or by-product. 

In the third place, the price of a joint prod¬ 
uct, whether competitively produced or not, 
obviously must not in the long run be below 
the direct cost of processing it, for if it is, the 
material from which it is made will be thrown 
away. If cottonseed oil or Crisco cannot be sold 
for enough to cover the direct cost of pressing 
it out of the cotton seed, the seed will be 
thrown away; if any industrial joint product 
does not bring enough in the market to cover 
its direct cost, with no allowance for the gen¬ 
eral expenses of the plant, it will not be pro¬ 
duced. 

Here then we have an upper and a lower 


limit between which the price of a joint prod¬ 
uct must in the long run be fixed; the total costs 
of production of the parent product is the up¬ 
per limit, and the direct cost of production of 
the joint product is the lower limit. These limits 
are generally so far apart as to be of very 
limited use, but fortunately there are two other 
principles that are helpful. When it is possible 
to vary the proportions in which two joint 
products are produced, we can find the cost of 
one in terms of the other. In the case of wool 
and mutton, for instance, wool can be substi¬ 
tuted for mutton, or vice versa, by choosing 
the breed of sheep which produces one or the 
other in greater quantities. If by doing this 
we can get 10 pounds of wool by sacrificing 
20 pounds of mutton, assuming that the ani¬ 
mals can be maintained at equal cost, we have 
the cost of producing wool in terms of mutton, 
or of mutton in terms of wool. In retailing and 
also in manufacturing, to turn to less definitely 
competitive businesses, the producer can usu¬ 
ally vary the output of his various joint prod¬ 
ucts and so can figure roughly the cost of one 
product in terms of the others. This is obviously 
analogous to the principle of opportunity cost; 
the opportunity to produce mutton is a cost 
in the production of wool. 

Turning to the demand side of the price 
problem, we find another principle which may 
be helpful in determining long-run normal 
price. The price cannot be above what the 
“traffic will bear”—^in this case, what consum¬ 
ers will pay—and this point varies, of course, 
with the amount sold. 

Retailing provides an illustration of the prin¬ 
ciple of joint costs in an effectively though not 
purely competitive business. If the druggist, 
who must carry countless different articles in 
stock, were to try to figure out the cost of han¬ 
dling any particular article or class of articles, 
he would face the principles of joint costs as 
we have outlined them. In adding a few novel¬ 
ties, for instance, he would have to set prices 
high enough to cover the direct cost of selling 
them, but no higher than buyers will pay; and, 
just as the sheep producer must to some extent 
sacrifice mutton for wool, so he would probably 
have to figure, as a cost in selling the novelties, 
what he could earn with the space and sales 
force in selling something else. The truth is 
that no retailer can figure with much accuracy 
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the cost of selling any of the many joint prod¬ 
ucts of his business. If he is to do business at 
all, he must have a fair selection of goods and 
fix his prices at levels which will enable him 
at least to meet expenses. The relative prices 
of tlie difiFerent articles vdll be determined 
largely by the custom of his trade, within the 
broad limits set by such principles as we have 
considered. 

In the case of true joint products, such as 
mutton and wool, there are some rather pecul¬ 
iar price relationships. An increase in the price 
of any one such product tends to reduce the 
price of the other product, and a fall in the 
price of any one such product tends to raise 
the price of the other. Thus a rise in the price 
of cottonseed oil tends to reduce the price of 
cotton fiber because it makes the growing of 
cotton more profitable, attracts farmers into 
cotton production, and so increases the supply 
of cotton fiber as well as of cotton seed, with 
a consequent price decrease for the fiber. But 
to the extent that the products are alternative, 
a rise in the price of one may raise the price of 
the other. Dressed poultry and eggs are in a 
sense joint products of the poultry business, 
but a rise in the price of dressed poultry may 
induce producers to sell dressed hens and so 
reduce the supply and raise the price of eggs. 

Other cases of deviation of price and cost 

Joint products are not the only ones whose 
prices are imperfectly related to costs of pro¬ 
duction. Monopoly price may remain above 
costs for an indefinite time, as may also mo¬ 
nopolistically competitive price for a consider¬ 
able period. In some cases producers shift 
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part of their costs to others, in many cases to 
the public. In times of depression most indus¬ 
trial concerns throw upon the people much of 
the cost of supporting unemployed laborers, al¬ 
though this is truly a part of the costs of manu¬ 
facturing. During the Great Depression, the 
city of Detroit and the federal government 
were forced to assume some of the costs of 
caring for thousands of Henry Ford s laid-off 
workmen, thus paying some of the cost of Ford 
cars. Many industrial concerns wear their 
workers out and then leave them to the public 
for support. The dust in certain kinds of min¬ 
ing leads to tuberculosis; and the miners so 
affected must often be treated and cared for 
at public expense. Many kinds of enterprises 
do public damage for which they do not pay. 
Factory smoke envelops Pittsburgh, Chicago, 
St. Louis, and indeed almost all our other 
cities; the fumes from smelters may kill all the 
vegetation for miles around; waste liquids from 
many industrial plants kill the fish in nearby 
streams and make the water unfit for general 
use; lumber companies usually leave a melan¬ 
choly waste of burned slash and denuded land 
behind them; meat-packing plants can often be 
smelled a mile away and the value of homes 
within a wide radius is reduced or wiped out; 
mines commonly leave unsightly heaps of slate 
and debris which permanently disfigure the 
landscape; oil operators sometimes permit oil 
or salt water to seep into streams and fresh 
ground water, thus ruining water wells for 
miles around. Such damage is part of the costs 
of production, but it is paid for by the people, 
and not as a rule by the producer responsible 
for it. 


QUESTIONS 

1. Why is there no analysis of demand in the discussion of long-run normal price? 

2. What has the increasing cost of production of farm products to do with the law of dimin¬ 
ishing returns? 

3. Why must we pay a higher price for wheat when we want more of it? Wh< -m does the 
higher price benefit in the long run? 

4. Herbert Hoover says that agricultural products are subject to a peculiar, law—that the 
lower the price the more will be produced, and the higher the price the less will be pro¬ 
duced. Is this true? Comment on it. 

5. Name some products produced at approximately constant cost. 

6. "The costs of all farmers are the same, in the long run, regardless of their efiBciency.” In 
what sense is this tnie? 

7. "Demand has nothing to do with the determination of the normal price of a commodily 
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which obeys the law of constant cost.** Do you agree? Draw a diagram to illustrate. 

8. How, if at all, would doubling the demand for a constant-cost commodity aflFect, in the long 
run, (a) its marginal utility, (b) the quantity exchanged, (c) its price per unit, (d) its 
cost per unit? 

9* **Instead of the labor expended being the measure of the value of the commodity, the 
value of the commodity is the measure of the labor rationally to be expended in its pro¬ 
duction.'' Explain. 

10. Does the marginal cost of production determine the price of oil, or does the price of the oil 
determine the marginal cost of production? Explain. 

11. It is often stated that prices-—^the average of prices—are higher in New York City than in 
any other part of the United States. Since money flows freely within a country, how can 
one place have a higher price level than other places? Can Illinois or Utah or California 
have higher average prices than Kansas? What principles will determine your answer? 

12. “In any community the great mass of consumers consists of the laborers. The lower the level 
of wages; therefore, the more restricted will be the total demand for the national products 
in general and the slighter the chance of reducing costs by expanding the market. Low 
wages which mean low costs in some industries may thus indirectly prevent a reduction of 
costs in other industries." Do you agree? 

13. It cost Mark Twain more than a hundred thousand dollars to develop a typesetting ma¬ 
chine, which proved worthless. What becomes of the theory that cost of production deter¬ 
mines price in the long run? 

14. Distinguish internal from external economies. Which of these is secured by the concen¬ 
tration of the big department stores in the Loop in Chicago? Which is secured by the pub¬ 
lication of trade journals? 

15. ‘The cost of production of the marginal product can be ascertained without reasoning in 
a circle. The cost of production of other paits of the product cannot.” Why? 

16. A farmer builds a garage with worthless boards that he picks up around the yard. What 
is the cost of the garage, fundamentally? 

17. Do costs of production include marketing costs? Why or why not? What selling costs are 
there in a purely competitive industry? How do you account for the advertising of butter 
by the American Dairy Association? 

18. Mention cases where, even in the long run, price may deviate from cost of production. 

19. Draw graphs to show the effects of a tax and a bounty on products produced at increasing, 
constant, and increasing cost. 

20. What is a joint product? How is its market price determined? Within what limits can the 
cost of production and the long-run normal price of such a product be determined? What 
efiFect will an increased demand for cotton fiber have on the price of cottonseed oil in the 
market price period? In the long-run normal price period? If the costs of raising cotton de¬ 
clined, what would be the long-run effect on the price of cottonseed oil? What factors 
would determine the relative effects of this decline on the price of the fiber and of the oil? 

21. Bausch & Lomb Optical Company manufactures 17,000 different products. How would the 
company figure the average total unit cost of production of any one of these products? 

22. If the price of wheat were fixed somewhat above the equilibrium price, would not produc¬ 
ers put on an energetic sales campaign to sell their wheat? Does the wide prevalence of 
advertising and salesmanship suggest that many prices are too high? If they were gener¬ 
ally reduced, would as much energy and expense be devoted to such selling activities? If 
they were reduced sharply, might buyers compete for goods, rather than producers com¬ 
pete for sales? 

23. The AAA restricted the production of farm crops and so raised prices. Did this increase the 
net income of farmers as farm operators? Sinoe every farmer had to reduce his output, what 
effect did the AAA's action have on average total imit costs? Draw a graph to show the 
effects of the AAA program on the individual fanner's situation. 



Chapter 17 . 

Long-run Normal Price: 
Monopoly 


The concept of monopoly 

Monopoly, as we have already seen, is a 
very hazy concept, since there is no pure mo¬ 
nopoly and no absolutely pure competition; but 
we have defined monopoly as control over sup¬ 
ply and price, the control being always more 
or less complete, and never absolute. 

There are more or less satisfactory substi¬ 
tutes for almost all monopoly-produced goods 
and services in some of their marginal uses. 
For city water, electricity, and telephone serv¬ 
ice there are no very close and satisfactory 
substitutes; but for some other monopoly- 
controlled goods—aluminum, sulphur, nickel, 
and cranberries—fairly satisfactory substitutes 
are available. The more satisfactory the sub¬ 
stitutes, the more elastic the demand; that is, 
the more nearly horizontal the demand curve 
will be. No monopoly faces an absolutely in¬ 
elastic demand curve. 

Control may relate to the amount supplied 
or to the price, but these amount to practically 
the same thing, because restriction of the 
amount supplied always brings a higher price, 
and the setting of price above a competitive 
level makes necessary the restriction of the 
amount supplied. This may be illustrated by 
assuming that a monopoly succeeds in securing 
control of the total grapefruit production of the 
United States. Fig. 29 shows the price situa¬ 
tion. 



Here it is assumed that under competitive 
conditions Oh cases were produced and were 
sold at $1.00 per case, a price which yields 
only costs of production. The monopoly, seek¬ 
ing monopoly profits, may reduce the amount 
supplied to Oa, for which it can secure a price 
of $1,25. If it raises the price to $1.25 it must 
reduce the amount supplied to Oa, because 
that price can be maintained for no other 
amount. The raising of price and the curtail¬ 
ment of the supply must go together. A monop¬ 
oly can get no higher price for a given amount 
of product than can a number of competitive 
producers. At $1.25 the grapefruit monopolist 
makes a monopoly profit of e/gh. 
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Monopoly and demand 

The demand is usually assumed not to be 
aflFected by monopoly, yet a monopolist might 
be in a better position to advertise, in an eflEort 
to raise the demand, than a large number of 
competitive producers. As we have already 
seen, no competitive producer of an almost 
perfectly identical product such as wheat can 
afiFord to advertise at all, because the product 
is known to be practically identical for all pro¬ 
ducers. As a rule, no single competitive pro¬ 
ducer of even a somewhat differentiated prod¬ 
uct like grapefruit can aflFord to advertise 
grapefruit as a product, because, while he 
might increase the demand slightly, he would 
pay all the cost of the advertising and would 
receive only a very small share of the benefit 
resulting from this increased demand. Unless 
he produces a large supply of really superior 
fruit, he cannot afford to advertise to build up 
a preference for his own product over that of 
others. On the other hand a monopoly, con¬ 
trolling the entire or almost the entire supply 
of such a product, might well find it profitable 
to advertise, as some of the California coopera¬ 
tive fruit and nut monopolies have done. Yet 
advertising usually suggests not monopoly but 
competition, monopolistic competition. When 
the Standard Oil Company had almost com¬ 
plete control of the oil industry it did little 
advertising. Advertising to build up the de¬ 
mand for a given product implies that there are 
competing products claiming the attention of 
consumers, who may be weaned away from 
them by advertising. To the extent that the 
monopolist must try to strengthen demand, his 
position appears to be competitive. 

The long-run normal price fixed by a mo¬ 
nopolist depends upon the elasticity of the 
demand and on the conditions governing costs. 
The influence of the elasticity of the demand 
on the monopolist s price policy has already 
been discussed in connection with market 
price, and its influence is the same on long-run 
monopoly price. The greater the elasticity of 
demand—die more nearly horizontal the de¬ 
mand curve—^the less will the monopolist be 
able to exploit his position by reducing produc¬ 
tion and raising prices, for a small price in¬ 
crease will cause a relatively large reduction in 
the amount demanded. On the other hand, the 
more inelastic the demand—^the more nearly 


perpendicular the demand curve—the more 
will he be able to exploit his position by reduc¬ 
ing production and raising prices, for a small 
reduction in output will bring a relatively large 
increase in price. As has been said, the elastic¬ 
ity of the demand depends on a variety of 
factors, but on the availability of substitutes in 
particular. 

Industry-wide monopoly vs. single-plant 

monopoly 

A monopoly may control an industry or it 
may operate a single plant; and according as it 
does the one or the other, its cost curve will be 
either that of an industry or that of an individ¬ 
ual plant. The United Shoe Machinery Com¬ 
pany is an example of the former; and a small 
local hotel or retail store or the manufacturer 
of a small patented gadget is an example of the 
latter. If the United Shoe Machinery Company 
expands output, it does so by adding new 
plants; and if costs decline, it will be because 
of external economies, changes in conditions in 
the industry and not in the individual plant. 
If costs rise, it will also be because of changes 
in the industry as a whole, perhaps increasing 
difiSculty in getting certain raw materials. If a 
single-plant monopoly expands output at de¬ 
creasing cost, it will be because of internal 
economies, those resulting from more minute 
specialization, better utilization of machinery, 
and the like. Such monopolies would seldom 
encounter increasing cost with expansion of 
output. We shall consider first the industry¬ 
wide monopolies. 

Industry-wide monopolies: increasing cost 

In our study of competitive long-run normal 
price we found that industries may encounter 
increasing, constant, or decreasing cost as they 
expand production. Industry-wide monopolies 
are subject to the same conditions as regards 
cost. Increasing cost, as we have seen, charac¬ 
terizes those industries in which nature plays 
an important part, particularly agriculture. 
There are not many monopolies in this cate¬ 
gory, yet monopolists who exploit natural re¬ 
sources may be subject to something analogous 
to increasing cost, llie principle of diminishing 
returns or increasing cost does not apply to the 
gradual exhaustion of resources over a period 
of time; but it may be said to apply to Ae ex- 
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ploitation of resources in the sense that if a 
mining company operates only its richest 
mines, it might produce currently at somewhat 
lower costs. A telephone company is a better 
illustration, for it is said to operate at increas¬ 
ing cost. This is not strictly accurate, for al¬ 
though the costs of the service rise as the num¬ 
ber of subscribers increases, the nature of tlie 
service changes. Telephone service in a large 
city costs more than in a small city, but it puts 
the subscriber in touch w'ith a larger number 
of other subscribers and is in that respect a 
superior service, tor the purpose of our il¬ 
lustration, however, we may ignore such 
changes. By keeping the price high, the tele¬ 
phone company may gain a monopoly profit, 
not only from the high price but also from the 
fact that with a smaller list of subscnlrers its 
unit costs are lower. Monopolies operating at 
increasing cost thus have a double incentive 
for reducing production. 

Monopoly price with increasing cost is 
shown in Fig. 30, in which the monopolist re- 



Fig. 30. Monopoly Price with Increasing Cost. 

duces production from Of to 01, thereby rais¬ 
ing the price from b to c and at the same time 
reducing costs from b to a, thus securing a 
monopoly profit of aede. 

Monopoly profit should perhaps be defined 
here. Although this term is not always used in 
the same sense, for our purposes it may be 
defined as the excess of income above total 
costs, including wages of management, gained 
through monopoly control of supply and price. 
It is a pure profit in the sense diat it is in 
excess of wages of management; but unlike the 
pure profits which appear sporadically in com¬ 
petitive businesses in the short run, it does 
not always disappear in the long run. 


Monopoly in constant-cost industries 

Industries subject to constant cost because 
of the prevalence of handwork are not often 
subject to monopoly control. Such a monopoly, 
however, would not need to consider possible 
changes in costs resulting from a reduction in 
output; it would consider only the elasticity of 
the demand. As Fig. 31 shows, for production 



Fig. 31 Monopoly Price with Constant Cost. 


of Oc units the monopoly profits are abed, and 
for Ol units they are aghi. 

Most monopolies are in the class of indus¬ 
tries commonly known as decrcasing-cost in¬ 
dustries; but wc ha\ e already seen that in the 
long run the only industries operating at de¬ 
creasing cost, as far as internal economies are 
concerned, arc those in which the total product 
is not sufficient to enable even one plant to 
operate at the lowest cost. Therefore most of 
the so-called decreasing-cost industries really 
operate at nearly constant cost. Thus the prin¬ 
ciples governing monopoly price determination 
at nearly const int cost are widely applicable. 

Monopoly in decreasing-cost industries 

If the industry docs operate at definitely 
decreasing cost, any restriction of output will 
of course raise average costs as well as price; 
and the amount of restriction which will yield 
tile highest net profits depends on the relative 
slopes of the cost and demand curves. If, as 
output is reduced, the costs presently rise as 
fast as the price, the monopoly will stop reduc¬ 
ing production, because it will make the same 
profit per unit on a smaller number of units. 
To justify reduction of output, the price as 
indicated on the demand curve not only must 
rise faster than costs as output is reduced, but 
it must rise so much faster that the increasing 
profit per unit will more than offset the de¬ 
creasing number of units on which the profit is 
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made. This situation does not need to be 
graphed. 

Singit-plant monopolies 

Turning now to the single-plant monopoly, 
we find the same principles operating, but not 
in exactly the same way. In the industry-wide 
monopoly, rising cost may be due to the law 
of diminishing returns, but in the single-plant 
monopoly this is seldom true. Similarly, de¬ 
creasing cost in the industry-wide monopoly is 
usually due to external economies, but in the 
single-plant monopoly it is due to internal 
economies. For the single-plant monopoly we 
may use, with a few significant changes, the 
analysis and graph employed in our analysis 
of price in the intermediate period. The graph 
is shown in Fig. 32. 



Fig. 32. Price Determination for Single-Plant 
Monopoly. 


Here, as in tlie graph showing intermediate 
price, the average revenue curve slopes down¬ 
ward because the monopolist must reduce 
price as he expands output; and the marginal 
revenue curve slopes more steeply, for reasons 
which have already been elaborated. There is 
no fixed cost curve, however. Why is this? 
Because the long-run normal period, as we 
have defined it, is long enough to permit 
changes in fixed plant; and therefore in this 
period there are no fixed costs, no costs that 
remain the same as a total, as output expands. 
The fixed costs of the intermediate period are 
variable costs in the long-run period. Moreover, 
since there are no fixed costs in this period and 
since total costs are the sum of fixed and van-* 
able costs, the distinction between variable and 
total costs disappears* All costs are variable, 


and therefore variable and total costs are iden¬ 
tical. In Fig. 32, one curve serves for both. 
Marginal costs—the addition to total costs due 
to the addition of a given unit of output—are 
the same as in the intermediate period, and the 
monopolist expands production to the point 
where marginal costs equal marginal revenue, 
and sells his product for what this output will 
bring. 

We come then to the conclusion that the 
single-plant monopolist adjusts production at 
the point where marginal costs equal marginal 
revenue. In this respect he is like the competi¬ 
tive producer, for the latter also sets his output 
at this point. 

Differences between monopoly price and 
competitive price 

The final equilibrium of a monopoly differs 
from that of a competitive producer in several 
respects. Since the monopoly faces a sloping 
average revenue curve, and therefore a more 
steeply sloping marginal revenue curve, it is 
induced to produce less than a competitive 
producer, and at higher average total cost. 
If the producer in Fig. 32 were purely com¬ 
petitive, he would expand output to c, the point 
of lowest average total unit costs, rather than to 
a, the point of maximum monopoly profit. 

It will be seen that consumers in general 
are adversely affected by monopoly in three 
ways. In the first place, since monopoly-pro¬ 
duced goods are usually scarce goods, consum¬ 
ers have less of the products than they would 
have if they were competitively produced, less 
by the amount ac in Fig. 32. In the second 
place, since monopoly price is usually a high 
price, consumers must pay a higher price for 
the smaller output of the monopolist, higher 
by the distance oV", or mo. In the third place, 
the public as a whole suffers from the high 
costs of monopoly-produced goods. The mo¬ 
nopolist in Fig. 32 produces at average total 
unit costs of oo", or On, which is above average 
total unit costs of an equally efficient competi¬ 
tive producer by the distance or mn. 
These costs represent a wasteful use of pro¬ 
ductive resources, and the total output of 
goods in the economy is less than it would be 
if the monopolist produced at lower costs. The 
entire problem of these efiEects of monopoly 
must be analyzed more carefully. 
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1. Practically all urban industries deviate 
more or less from pure competition; that is, 
they are to a lesser or greater degree monopo¬ 
lized and therefore restrict production more or 
less. On the other hand, agriculture approaches 
pure competition; and retailing and small serv¬ 
ice enterprises are at least effectively competi¬ 
tive, some of them severely competitive. Thus 
we have an unbalanced economy, with the mo¬ 
nopolistic segment skimping production and 
the competitive segment producing without re¬ 
striction; and as ? result we have too little of 
the monopoly-produced goods and too much, 
relatively, of the competitively produced 
goods. Skimping production, the monopolists 
must also ^kimp in their use of labor and capi¬ 
tal, and so they force labor and capital out into 
the competitive industries, with the result that 
wages and interest tire depressed there. Thus 
monopoly in one part of the economy defeats 
the tendency of competition to establish equal 
marginal productivity for productive resources 
in all industries, and reduces total production. 

2. Since the monopolist restricts production, 
he raises prices. The consequences of this de¬ 
pend on the elasticity of the demand for the 
monopolized product. If the demand approxi¬ 
mates unity, consumers may buy less, spend¬ 
ing on the product the same total amount that 
they would spend for it if it were competitively 
produced and cheaper, and spending as much 
for other competitively produced goods as if 
the entire economy were competitive. In this 
case, the competitive producers will not suffer 
any direct reduction in the demand for their 
products, although tliey will of course be 
affected by the fact that, by reducing output, 
the monopoly has forced productive factors 
into the competitive segment of the economy 
and has thus increased the amount of goods 
and reduced the prices there. If the demand 
for the monopolized product is inelastic, con¬ 
sumers will spend more of their money for less 
of the product, and so will have less to spend 
for competitively produced goods. In this case 
consumers will be able to buy less of all goods. 
If the demand for the monopolized product is 
elastic, consumers will buy less of it and thus 
spend less, but not proportionately less, and 
will have more left to buy competitively pro¬ 


duced goods. This situation will certainly not 
be common, because in the face of an elastic 
demand curve the monopoly will not dare re¬ 
duce production and raise prices very much. 
The general over-all result will probably be 
higher prices and smaller purchases of mo¬ 
nopoly-produced goods, but a larger total ex¬ 
penditure for them, and therefore a decreased 
demand for competitively produced goods. 
This means not only a reduction in the total 
amount of consumers' goods, but low incomes 
for the entrepreneurs and laborers in the com¬ 
petitive segment of the economy, low incomes 
from which they cannot escape because, for 
one reason or another, there is not freedom of 
entry into the more profitable monopolized seg¬ 
ment of the economy. 

In times of business recession the division 
of the economy into monopolistic and competi¬ 
tive segments is a particularly serious matter. 
In the recession of 1929-1932, for instance, 
"while the prices of agricultural commodities 
declined 54 percent and production fell off 
only 1 percent, the prices of farm machinery 
were reduced by only ] 4 percent and produc¬ 
tion dropped 84 percent.”' Such an unbalanced 
situation meant distress for farmers, who had 
work but got little or nothing for it and could 
therefore buy few farm implements and little 
of anything else; distress for farm implement 
workers, most of whom had no job and could 
not buy even the barest essentials of a decent 
living; and distress for a great many producers 
of other goods that could not be sold because 
the unemployed implement workers and the 
poverty-stricken farmers had little money to 
spend. Partly as a result of monopoly, not only 
in the implement industry but in various other 
lines, there were many unemployed workers, 
much unused capital, factories deserted or 
working part time, machines idle and rusting. 
Monopoly causes a lack of balance in the eco¬ 
nomic system, with a resultant serious waste 
of human and capital resources. A few monop¬ 
olies in the economic system, like a few fleas 
on a dog, are not very serious; but too many 
monopolies or too many fleas may seriously im¬ 
pair economic or canine health. 

3. A monopoly may produce at higher costs 
than a competitive producer, for several rea-» 


' Temporary National Economic Committee, Monograph No. 21^, p, 127. 
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sons. In the first place, even if the management 
were as alert and progressive as that of a com¬ 
petitive business, the monopoly would have 
higher costs because, unlike a competitive pro¬ 
ducer, it does not expand production to the 
point of lowest average total unit costs; this 
has already been explained. In an industry¬ 
wide monopoly with many plants, this presum¬ 
ably would not be important, for if the number 
of plants is restricted, the plants in existence 
could be made large enough to secure at least 
maximum internal economies. But when a pre¬ 
viously competitive industry is monopolized, 
it may be necessary to abandon some of the 
plants, as the sugar monopoly once did. This 
of course represents an unfortunate waste of 
capital, a waste that may increase with time; 
for if a monopoly is highly profitable and if 
there is no fence around the industry in the 
form of patents, ownership of essential re¬ 
sources, or some similar restriction, the indus¬ 
try may be invaded by competitors whom the 
monopoly will have either to fight or to take 
into the combination. Since there is no profit in 
fighting, it may well follow tlie latter course, 
thus adding to a capital investment which is 
already too large, and so raising costs. A single¬ 
plant monopoly may secure maximum monop¬ 
oly profits by building or using a plant that is 
too small to secure lowest average total unit 
costs, or by operating at less than full capacity. 

Monopoly and efficiency of management 

A monopoly may operate at high costs for 
another reason. In the chapter on monopoly 
we saw that monopolies may be managed less 
eflSciently than competitive businesses. It is not 
surprising that some monopolies are ineffi¬ 
ciently managed, because there is not the same 
necessity for efficiency as there is in a com¬ 
petitive industry. A monopolist can usually 
make more profits if he is efficient, but if he 
is in a fairly strong position his business life 
does not depend on his efficiency. In the case 
of public utilities, it is difficult to see any good 
reason why the officers should even care to 
develop more than ordinary efficiency, for 
public utilities are supposed to earn only a 
certain rate of interest on their investment; 
and superior efficiency, if the public regulating 
agencies detect it in lowered costs, would 
merely result in their being obliged to lower 


their rates to the public. Efficiency in a public 
utility might reasonably be expected to take 
the form not of low costs but of political 
machinations to prevent unduly effective regu¬ 
lation. 

A monopoly may, however, have lower costs 
than competitive producers, because of the 
elimination of the wastes of competition, par¬ 
ticularly competitive advertising and salesman¬ 
ship. It may also be able to deal with labor 
more effectively and keep wages lower; it may 
buy raw materials, machinery, and supplies of 
various kinds more cheaply and sell its prod¬ 
ucts to better advantage; and it may be able to 
maintain better research departments and use 
newly invented machinery and processes to 
better advantage, fight patent infringements 
more effectively, or appropriate the others' 
patents more successfully, if this is more profit¬ 
able. Most of the advantages of large-scale 
combination accrue to a large monopoly, and 
some others that an ordinary combination does 
not enjoy. It must not be assumed, however, 
that the low costs sometimes enjoyed by mo¬ 
nopolies are necessarily reflected in lower 
prices to consumers. They are more likely to 
appear as generous monopoly profits. 

Limitations on monopoly power 

Some of the limitations on a monopoly's 
power to raise prices have already been pointed 
out. Thus we saw that if the demand is highly 
elastic, if there are fairly satisfactory substi¬ 
tutes, the monopoly cannot raise prices to any 
great extent. For this reason, some of our mo¬ 
nopolies do not impose great hardships on con¬ 
sumers—^perhaps even less than some of the 
earlier monopolies did when fewer goods were 
produced. 

Furthermore, potential competition may set 
a certain very elastic limit to the price a mo¬ 
nopoly will charge. In such a business as sup¬ 
plying water to a large city there is practically 
no possibility of competition, and in most pub¬ 
lic utilities there is relatively little; yet trucks 
and busses and automobiles offer such effective 
competition to our railroads that the latter 
would have to be cautious about raising rates, 
even if they were permitted to do so. Street 
railways and bus lines in some cities face the 
some problem because of the effective competi¬ 
tion of taxis. 
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A monopolist, moreover, is likely to consider 
public opinion and the possibility of regulation 
in setting his price, for if he is wise he will not 
want to arouse too great public hostility. There 
has been a change in the attitude of many 
monopolists in this respect since the days of 
Cornelius Vanderbilt’s famous edict, "The pub¬ 
lic be damnedi” Vanderbilt set the style for his 
generation; and for years afterward many rail¬ 
roads gave little thought to public opinion, 
with the result that they built up a public 
hatred and distnist that was expresse d in hos¬ 
tile legislation and increasingly drastic regula¬ 
tion. The extortionate rates charged by electric 
light companies in some cities have brought 
municipal ownership; and it may well be that 
the high rates for telephone service will some 
day cause the people to demand really eflFective 
regulation or public ownership. 

For yet another reason, a monopolist may 
not take full advantage of his monopoly posi¬ 
tion. Once having achieved his position of mo¬ 
nopoly, even though his means were not wholly 
ethical, he may have some sense of social re¬ 
sponsibility, some desire to be of service and 
to be well regarded by his business associates 
and by the public generally, which may pre¬ 
vent him from exploiting his position to the 
greatest possible extent. As Marshall said: "A 
man may have used fierce, and possibly even 
somewhat unscrupulous, methods of combat, 
while still uncertain of success; and yet, when 
he has fully attained great wealth and power, 
may perhaps use these chiefly as means by 
which he can earn the respect of others and of 
himself. Instances of this, while not rare in old 
coimtries, are specially conspicuous in Amer¬ 
ica; and they appear to be contributory causes 
of the tendency of some trusts, which have led 
troubled courses in early days, to take on a 
milder character, and to act with more careful 
regard to the interests of the public, when tliey 
have once attained almost irresistible power.”^ 

Monopsony: monopoly in buying 

Up to this point in this chapter we have con¬ 
sidered monopolistic situations in selling. This 
is much the most important aspect of monop¬ 
oly, but it is not the only one, for there are also 
monopolistic elements in buying. The situation 

* Alfred Marshall, Industry and Trade, 3rd ed., 
publishers. 


in which there is a single monopolistic buyer is 
called monopsony; that in which there are two 
buyers is called duopsony; and that in which 
there are several buyers is called oligopsony* 

While buyers as a rule are more numerous 
than sellers, "mass buyers” have become in¬ 
creasingly important in recent years. Such 
great corporations as Ford, General Motors, 
the tobacco companies, the mail-order and 
chain stores—in fact, a great many of our giant 
enterprises—^that sell their products to a host 
of small buyers are on the other hand buying 
materials and supplies from sellers much 
weaker than themselves, in some cases, as in 
the case of the tobacco companies, from thou¬ 
sands oi small producers. The meat packers, 
the grain elevators and creameries that buy 
grain and milk from farmers, linseed oil mills, 
fruit and vegetable and milk canneries, buyers 
of hides and furs from local trappers all have 
monopsonistic or oligopsonistic power in buy¬ 
ing, and determine within limits the prices that 
they pay. In hiring laborers, some firms are in 
a strongly monopsonistic or oligopsonistic posi¬ 
tion. In some steel, coal, and textile towns, for 
example, there is only one important buyer of 
the services of labor, and in many towns there 
are only a few. 

In buying from competitive sellers, a mo¬ 
nopsony, like a monopoly in selling, sets its 
price at the point which will yield maximum 
profits. It must face the fact that the lower this 
price, the less will it be able to buy. Its cost 
curve for raw materials and for labor has some 
elasticity, because the producers from whom it 
buys do not have to produce and sell a fixed 
amount of the particular good, regardless of 
the price offered. Farmers, for instance, do not 
have to sell their butter fat to the local cream¬ 
ery; they may chum their own cream and sell 
the butter, or sell raw milk, or reduce the pro¬ 
duction of milk or give it up completely. Farm¬ 
ers who produce tobacco will not sell a fixed 
amount to the company buyers at all prices; 
they will produce and sell more at higher prices 
and less at lower prices. If low prices persist, 
some of these fanners will turn to the produc¬ 
tion of other crops. The linseed oil monopoly 
has at times set the price of flax so low that 
some farmers turned to other crops, with the 

p. 527. By permission of The Macmillan Company, 
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result that the monopoly was forced to ctirtail 
its operations drastically. An isolated textile 
mill in a southern town may ofiPer the only mar¬ 
ket for local labor, but if it sets the wage too 
far below the level of other labor markets, some 
laborers will move to areas where higher wages 
are paid. 

If the monopsonist is a purely competitive 
seller of his product—^an unusual case—^his 
average revenue curve is perfectly elastic and 
he can therefore sell a small output at the same 
price as a large output; but if, as is far more 
likely, he is to some extent a monopolist or a 
monopolistic competitor in selling his product, 
his average revenue curve will slope and he 
will be able to sell smaller amounts at higher 
prices. Thus he has a double incentive to re¬ 
strict production—^higher prices and lower 
costs. 

Some monopolies deal monopolistically in 
both buying and selling, extracting their mo- 
nopoly profit by widening the spread between 
the buying and selling prices, the latter per¬ 
haps covering also a processing charge. To the 
extent that the packers constitute a monopoly, 
they make their monopoly profits in this way. 
A better illustration, however, is the grist mills 
which once flourished in this country; they 
were local monopolies, buying grain from the 
fanners and selling flour, shorts, and bran to 
consumers in the siirrounding country, or in 
some cases grinding the grain for a toll. It 
might seem that any monopoly would be in a 
position to exploit its advantages both as buyer 
and as seller, but its power is not necessarily 
great in both functions. As a buyer of raw ma¬ 
terials it may buy from other monopolies, or it 
may buy so small a proportion of the total pro¬ 
duction as to have little power to beat down 
prices^ Likewise, as a seller it may sell to other 
monopolies or to powerful business concerns 
that can meet it on equal terms. For instance, 
the United States Steel Corporation sells much 
of its output to railroads and to the Pullman 
Company, both of which are monopolies; it 
also sells to automobile manufacturers, the 
largest of which are strong enough to bargain 
on the threat of building their own steel mills. 
The Pullman Company, a tight monopoly, 
deals with the steel manufacturers on the one 
hand, and with the railroads, another class of 
monopolists, on the other. When one monopoly 


deals with another monopoly, the price fixed 
vidll depend on the relative strength and stra¬ 
tegic position of the two monopolies. 

Monopoly and joint products 

A monopolist who controls the output of a 
joint product is subject to the same general 
principles as any other monopolist; he adjusts 
his output at the point of maximum monopoly 
profits—at the point where marginal costs 
equal marginal revenue. But there are certain 
peculiarities in conditions of supply which 
should be noted. The supply of a joint product, 
such as cottonseed oil, depends on cost condi¬ 
tions not merely of the oil but of the parent 
product, the cotton crop. It will be remem¬ 
bered that the costs of production of a joint 
product, and therefore its long-run normal 
price, can be determined only within wide 
limits. Let us assume, however, that a monopo¬ 
list who controls the processing and sale of cot¬ 
tonseed oil buys the entire output of cotton 
seed. His supply will be highly inelastic; higher 
prices will not cause much increase, nor lower 
prices much reduction, in the amount of cotton 
seed produced. He is in a monopsonistic posi¬ 
tion in buying, and he will have the power to 
keep the price paid to the ginners below a com¬ 
petitive level. The inelasticity of supply of joint 
products is thus a factor which tends to raise 
monopoly profits. Our theoretical analysis fits 
the facts of the cottonseed oil business fairly 
well, for the 500 cottonseed mills are organized 
in a trade association that is rather effective 
in buying from the 12,000 ginners and in set¬ 
ting the prices of cottonseed oil products. 

Regulation of monopoly price 

In the preceding chapter we considered 
some of the difficulties in the way of regulating 
competitive prices. We saw that the govern¬ 
ment could not fix prices above or below the 
equilibrium level without in some way regulat¬ 
ing the amounts demanded or supplied. The 
regulation of monopoly prices, however, pre¬ 
sents a somewhat different problem. The mo¬ 
nopolist often makes monopoly profits, and a 
government-fixed price below that which for¬ 
merly yielded the maximum monopoly profits 
may not reduce production at all; on the con¬ 
trary, it may even force the monopolist to ex¬ 
pand production. This is shown in Fig. 33, 
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Fig 33. Regulation of Mono[K)ly Price. 

in which we have a monopolist selling lot us 
say aluminum at 10 cents a pound; like any 
producer, competitive or monopolistic, he fixes 
his output at point a, where his marginal costs 
equal his marginal levenue, and he makes a 
profit represented by the area ge/fi. If the gov¬ 
ernment fixes the price at 8 cents, it imposes 
on him a new average revenue curve, a 
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line that is horizontal from g to 1/ and then 
slopes down to n. Between g and V the 
monopolist can gain nothing by restricting 
production, because his price is now 8 cents, 
no matter how much he produces. From V 
down to n on the AR curve he must sell at 
declining prices, because consumers will buy 
more than 1/ only at lower prices. If he pro¬ 
duces Oa units as before, he will make no 
profit, if he produces Oc units—^to the point of 
lowest average total unit costs, like a purely 
competitive producer—^his average total unit 
costs will be above his average revenue and he 
will be losing money; but if he produces Ob 
units he can make a profit of igh'/, because his 
average total unit costs decline from h to j, 
yielding him a profit of b'/ on gb' units, or Ob 
units on the OX axis. This is less than his for¬ 
mer profit. This solution will of course be dif¬ 
ferent if the curves are drawn differently, and 
we can never be certain as to how they should 
be drawn; but with cost and revenue condi¬ 
tions shown here, fixing the price of aluminum 
at 8 cents will force the monopolist producer 
to expand production but will not take away 
all his monopoly profit. 


QUESTIONS 

1. ‘‘There is no pure monopoly,” Do you agree? What about a patent? Does it have to com¬ 
pete with anything? 

2. Agricullural production is almost purely competitive, whereas all urban industry is more 
or less monopolized. What are some of the results of this? 

3. “As soon as the Standard Oil Company got control of the Wyoming oil industry, the law 
of supply and demand was abrogated.” Discuss the logic of this. 

i. Explain how the East India spice growers could afford to destroy part of their crop. Could 
American cotton growers afford to do this if they were strongly organized? Could the 
Armour Packing Company afford to destroy part of its meat products? 

5. If one man could get control of all the wheat production, where would he fix the output? 
Could he make wheat farming profitable? 

6. Define monopoly profit. Is it pure profit? Why does monopoly profit persist in the long run, 
whereas competitive pure profit tends to disappear in the long run? 

7. Why is there no fixed cost curve in the long run? 

8. What does the elasticity of demand have to do with monopoly profit? What influence does 
elasticity of supply have? Draw graphs to illustrate your answer. 

9. “To the extent that a concern advertises, its position appears to be competitive rather than 
monopolistic.” Do you agree? Is this true of the cooperative monopoly that markets and 
advertises Sunkist oranges? 

10. The Kansas Industrial Court found that all the coal dealers in a certain town charged the 
same price for coal. Was this evidence of an agreement as to prices? 

11. A monopolist, like a purely competitive producer, adds units of output to the point where 
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his marginal cost equals his marginal revenue. Wherein, then, lies the difference between 
the two? Why is monopoly price nearly always higher than competitive price? 

12. In what markets are there many more sellers than buyers? Describe the price-fixing proc¬ 
ess when a monopsony buys from many small sellers. 

13. What factors might keep a monopolist’s costs of production higher than those of a compet¬ 
itive producer? What factors might make them lower than those of a competitive pro¬ 
ducer? 

14. “Monopoly control of products for which there is a joint demand often presents a serious 
problem.” Why? Give illustrations of the problem. 

15. “It is possible to regulate monopoly price in such a way as to give the monopolist an in¬ 
centive to increase production and yet leave him some monopoly profit, if that is deemed 
wise.” Draw a graph showing how this might be done. 



Chapter 18 . 


Monopolistic Competition 
and Price 


Classification 

We have now considered long-iun price 
determination in pure competition and in mo¬ 
nopoly. In pure competition, it will be remem¬ 
bered, there are so many buyers and sellers of 
an identical product that no single buyer or 
seller has any appreciable control over the 
price; while in monopoly one seller controls 
the entire supply and the price, and in monop¬ 
sony one buyer controls the entire demand. We 
come now to the situation intermediate be¬ 
tween these; this is known as monopolistic 
competition and it appears in three forms on 
the sellers' side: (1) duopoly, in which there 
are two sellers; (2) oligopoly, in which there 
are only a few sellers of an identical or nearly 
identical product, so few that each may have 
some control over the price but that in setting 
his price each must consider his rivals' possible 
reactions to the price; and (3) product differ- 
entiation, in which there are many sellers offer¬ 
ing products which are similar but not iden¬ 
tical. The sale of wheat represents almost pure 
competition; the sale of electric power repre¬ 
sents about the closest possible approximation 
of pure monopoly to be found in industry; the 
sale of locomotives represents duopoly (unless 
we believe that the two producers have some 
sort of monopolistic agreement, which would 
make it really monopoly); the sale of auto¬ 
mobiles represents oligopoly; and the sale of 


the \auous kinds and brands of cereal foods 
represents product differentiation. These dif¬ 
ferent maiket situations are not sharply dis¬ 
tinguished, for each shades into the other and 
there is much overlapping. Most of them ap¬ 
pear in buying as well as in selling; but our 
discussion will be confined largely to tlie selling 
side of the market. 

Monopoly, duopoly, oligopoly, and product 
diffeientiation present one characteristic in 
common: they all involve some monopoly 
power, some power of the seller to control 
his output and price. On the other hand, tliey 
all involve some competition, for the tightest 
monopoly faces some competition, and oligopo¬ 
lists and producers of differentiated products 
may find it very severe. But there is one clear 
difference between monopoly, oligopoly, and 
product differentiation on the one hand, and 
pure competition on the other. In the former, 
the producer sets or administers his price, 
whereas the pure competitor dumps his prod¬ 
uct on the market for whatever it vill bring. 
The aluminum monopoly, the Standard Oil 
Company, the producer of Com Flakes or 
Schick Razors or Yello-Bole Pipes, the mer¬ 
chant, or jobber, or wholesaler—^all these sell¬ 
ers set prices on their products and try to sell 
at those prices. Only the (almost) purely com¬ 
petitive farmer—^the wheat or cotton farmer, 
for instance—or the seller at an auction dumps 
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his product on the market for what it will 
bring. Here we encounter the common dis¬ 
tinction between administered prices and 
purely competitive prices. The distinction as¬ 
sumes particular importance in times of busi¬ 
ness recession, for administered prices change 
slowly, while purely competitive prices are 
likely to be in constant fluctuation; and in such 
a period, when prices are falling rapidly, this 
difiFerence creates a serious maladjustment be¬ 
tween the two segments of the economy. 

Duopoly 

Duopoly is a market situation in which there 
are two producers of an identical or nearly 
identical product who are bound by no agree¬ 
ment as to price or output. Two companies 
control most of the output of a number of prod¬ 
ucts: electric motors, electrical equipment, 
grain and rice and corn binders, synthetic 
nitrogen, locomotives, and sulphur, among 
others; but it can hardly be assumed that there 
are no agreements as to price or output in these 
industries, for such a situation almost inevita¬ 
bly results in some form of price or production 
agreement, or perhaps in tacit price leadership. 
If one producer cut the price, the other would 
almost surely have to follow; but it is diflBcult 
to see why either should start cutting, because 
each should know that the other will follow, 
and the result will be loss for both. It is con¬ 
ceivable that one might want to drive out the 
other and might start a price war with this 
intent, but the end of this process would be 
monopoly. Thus, in one way or another, duop¬ 
oly almost certainly becomes monopoly. 

Oligopoly 

Oligopoly prevails where only a few con¬ 
cerns control the production and sale of identi¬ 
cal or nearly identical products. To illustrate, 
there are some 121 products, some of them 
very important products, in whose manufacture 
the four largest producers control more than 
three-fourths of the nation’s total production. 
This is a common situation. The merchants in 
many small and moderate-sized towns present 
a situation resembling ohgopoly, for only a few 
firms sell each general class of merdiandise. 
The essential characteristic of oligopoly is that 
there shall be so few producers tMt each of 
them has some influence over price but cannot 


ignore the reaction of his rivals to the price he 
sets. Any one of the producers of sugar or cig¬ 
arettes or matches can set his own price within 
limits; but in doing so he must consider his 
rivals’ reaction to it. He may be tempted to 
cut prices a little, for if he can do it without 
retaliation he might increase his sales consider¬ 
ably; but of course he has to consider the pos¬ 
sibility that his rivals might meet his cut, in 
which case he will receive a lower price for the 
same proportion of the sales as he had before. 
If he has stronger financial reserves than his 
rivals, he may not be averse to a price war in 
the hope of driving them from the field, but 
the struggle will be costly; furthermore, if, 
after securing a monopoly position, he tries to 
exploit it by raising prices too high, he may 
bring in other competitors, if there is reason¬ 
ably free entry to the field. He may indeed try 
to cut prices secretly, through hidden rebates 
or other concessions to buyers; but such tactics 
can seldom be kept secret; and once known to 
his rivals, secret cuts are likely to have the 
same effect as open price cuts. Secret rebates 
and concessions were once fairly common, but 
in recent years trade associations have tried 
hard to suppress them. 

Much will depend on cost conditions of the 
oligopolistic producers, whether they are oper¬ 
ating at increasing, constant, or decreasing 
cost. If they are operating at increasing cost, 
they will be less anxious to expand production 
than if they are operating at decreasing cost, 
and therefore will be less likely to cut prices. 
If one producer is definitely stronger than the 
others and produces enough to secure lowest 
cost, he may not care to enter into price com¬ 
petition, may prefer to let well enough alone; 
the others may not dare to start price cutting, 
even though they are operating at decreasing 
cost and would like to have more business. 
The price is more likely to remain stable if all 
the producers have reached lowest cost than if 
the output of some or all of them is not suffi¬ 
cient to bring lowest cost. 

If the product is not identical for all the 
producers, competition may take the form of 
advertising, which is less likely to bring quidc 
retaliation than a price cut; but if one adver¬ 
tises, the others are likely to be forced to do 
likewise. In this case all will lose, just as they 
will from price cutting, but the loss will take 
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the form of higher costs, which must now in¬ 
clude the advertising, instead of lower prices; 
and higher costs will probably mean higher 
prices to the public. Even if the product is 
practically identical for all producers, one or 
more may try to build up imaginary differen¬ 
tiation by advertising, as cigarette manufac¬ 
turers and oil companies do. 

Just where oligopoly price will jfinally be 
fixed is impossible to say. It depends on the 
number of oligopolists, on their cost situation, 
on their willingness to adopt a friendly, co¬ 
operative attitude—as shown, let us say, in 
the avoidance of price cutting—and perhaps 
on the strength of their trade association, for 
trade associations often try to prevent price 
cutting and sometimes ha\e strong influence. 
The price may be as low as purely competitive 
price. The few great tire manufacturing com¬ 
panies have competed aggressively, and their 
prices have been little if any above a purely 
competitive level. On the other hand, oligopoly 
price may be at the level of almost pure mo¬ 
nopoly price. It will be found somewhere be¬ 
tween these two extremes. 

The price set in an oligopolistic situation 
may depend largely on the personal attitude of 
one strong producer in the group. The rubber 
tire industry, although highly concentrated in 
a few powerful firms, has been vigorously com¬ 
petitive, and the prices of tires have declined 
steadily while quality has improved at an 
amazing rate, to some extent because of the 
personal business philosophy of Harvey S. 
Firestone, a friend of Henry Ford and an ad¬ 
vocate of the policy of increasing volume of 
output by reducing prices. Far from being a 
"*cooperator,” he was a rugged individualist 
who persistently played the lone wolf; he cut 
prices whenever he felt like it, perhaps be¬ 
cause he thought it a good long-run business 
policy, or partly, perhaps, because of a genuine 
desire to offer the best possible service to con¬ 
sumers. Another reason for vigorous competi¬ 
tion in the tire industry is the fact that large- 
scale buyers play an important role in the mar¬ 
ket. Automobile producers buy about one- 
fourth of all the new tires produced; Sears, 
Roebuck & Company, Montgomery, Ward & 
Company, the big oil companies, and some 
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other mass distributors like the Western Auto 
Supply Company also buy large numbers of 
tires, and these concerns are of course in a posi¬ 
tion to bargain with the tire manufacturers. If 
it had not been for Firestone, however, the tire 
manufacturers might well have combined in a 
pool or gentlemen s agreement for the specific 
purpose of fighting these powerful buyers. 

Active competition in the automobile in¬ 
dustry, until about 1929, was likewise due 
partly to another dominating personality, 
Henry Ford. Other manufacturers would have 
been glad to “get together” and make some 
easy money by setting stable and remunerative 
prices foi cars, but for years Ford refused to 
cooperate; instead, he cut prices again and 
igain. One General Motors executive com¬ 
plained of this in 1934: “Mr. Ford, who won't 
play, is pretty much the price setter in this 
industry. I'll bet if Mr. Ford's cars were $50 
higher, ours would be $50 higher. We care 
about Ford. We have been struggling with him 
for years.” Ford's independence, as the Federal 
Trade Commission reported, “has been a keen 
disappointment to other more cooperative- 
minded motor vehicle manufacturers in the 
industr)% particularly in the low-price field, for 
it compelled them to price their cars lower than 
otherwise might have been the case.”^ There 
is some reason to believe that Ford has been a 
little more cooperative in recent years, for price 
cuts have been uncommon and the industry 
has settled down to a fairly stable condition, 
adding nickel trim or inconsequential gadgets 
rather than improving cars or cutting prices. 
Ford’s more cooperative attitude may be partly 
due to the fact that his busineiss has been far 
less profitable than that of some of his im¬ 
portant competitors. In five of the ten years 
between 1927 and 1937, he showed a deficit, 
which of course put him in a poor position to 
wage any aggressive economic warfare. 

The most common outcome of an oligopolis¬ 
tic situation is some form of price agreement, 
that is, monopoly. The ordinary concept of 
oligopoly assLunes that there are no such agree¬ 
ments; but for the same reason that two pro¬ 
ducers of an identical or nearly identical prod¬ 
uct almost inevitably establish some sort of 
price agreement, thiee or four or a half dozen 


^ Temporary National Economic 0>mmittee, Monograph No. 21, p. 197. 
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or more producers are likely to do the same through any retail store he will find trade- 

thing. If the product is identical, a price reduc- marks or brands on almost every product, por¬ 

tion by one producer will cut sharply into the haps with flamboyant claims of superiority in 
sales of the others, and they will be forced to one or more respects. Ford cars, General Elec- 

meet it; this means that an agreement will be trie refrigerators, Schick razors, Cannon towels, 

reached before anyone starts such an unbusi- Waterman fountain pens, Carnation canned 
nesslike procedure. In some cases price leader- milk, Bayer's aspirin. Old Gold cigarettes—all 
ship has been adequate to prevent price cutting, these are sold under monopolistic competition, 

as are aU the goods sold by Marshall Field or 
Product differentiation Wanamaker or the comer grocery store. 

The third form of monopolistic competition, 
and the most important, is product differentia- Product differentiation and monopoly 
tion, and it is this form which calls for most of The producers of differentiated products are 
our attention. It is so important that when the monopolists with respect to their own patented, 

term monopolistic competition is used here- trade-marked, or branded products. Like true 

after, it will refer to product differentiation. monopolists, they can sell at whatever prices 

Here are included products differentiated by tliey think will yield them the highest net 
actual peculiarities of the products themselves, revenues. There is, in fact, no clear and precise 

in quality, design, color, or style; in patents, distinction between monopoly and monopolis- 

brands, or trade-marks; in the Idnd of packages tic competitions, but three hazy lines of dis- 

or containers; or in conditions surrounding tinction may be drawn. In the first place, the 

their sale, such as the location and type of the monopolist often controls an industry, whereas 

shop, the delivery service, credit facilities, and the monopolistic competitor typically controls 

character of the salespeople employed. Prod- only one branded or trade-marked product, 

ucts are differentiated, as Chamberlin says, “if The aluminum monopoly, for instance, controls 

any significant basis exists for distinguishing the aluminum industry. If there were a hun- 

the goods [or services] of one seller from those dred producers of aluminum of various grades 

of another.”^ An identical product may thus and of aluminum products, they would be con- 

be differentiated if it is sold under conditions sidered monopolistic competitors if they were 

that differ in any way; the Post Toasties sold really in competition with each other. The pro¬ 
in an Atlantic and Pacific store may be “dif- ducer of Post Toasties is a monopolistic com- 

ferent” from the Post Toasties sold in another petitor; but if the Post interests controlled the 

grocery store. Identical products may be dif- entire cereal food industry it would be classed 

ferentiated if buyers believe them to be differ- as a monopoly. This distinction is to some ex- 

ent. Tests made with blindfolded smokers tent valid, yet the distinction between an 

have proved that Old Gold, Lucky Strike, and industry and a product is vague. There is no 

Camel cigarettes are practically identical, yet precise definition of an industry. TrifiRn insists 

for our purpose they must be considered dif- that the concept is useless for analytical pur- 

ferentiated, because many people believe that poses, because in the case of a given product 
they are different and prefer one brand to the competition comes not only from other prod- 
others. So too were the mattresses differen- ucts within the industry but from products in 

tiated which a certain company made exactly many other industries.” Myers takes a some- 

alike, but sold at different prices with different what similar view in recognizing that Com 
labels. Flakes may meet competition from a vast 

From all this we can see that almost all man^ number of other products, including many 

ufactured products are differentiated, because that are outside the cereal food industry and 

almost all of them carry differentiating trade- even outside the food industry itself.^ Much of 

marks or brands. If the student will wander the competition in our present economy is be- 

^ Edward Chamberlin, The Theory of Monopolistic Competition, 3rd ed,, p. 56. 

• Robert Triffin, Monopolistic Competition and General Equilibrium Theory, pp. 88, 89, 

* Albert L. Myers, Elements of Modem Economics, rev. ed., p. 90. 
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tween industries rather than products. Monop¬ 
oly-controlled aluminum has to meet the com¬ 
petition of many other metal alloys, electric 
current faces competition from natural gas in 
some of its uses, brick competes with lumber 
in house construction. 

In the second place, the distinguishing fea¬ 
ture of monopoly is often said to be the absence 
of freedom of entry, as against the freedom of 
entry in monopolistic competition. The Alumi¬ 
num Company of America, through the owner¬ 
ship of patents and certain raw materials, 
controls the aluminum industry, there is practi¬ 
cally no freedom of entry into that industry, 
and it is therefore a monopoly; whereas there 
is freedom of entry into the cereal food in¬ 
dustry, which is therefore said to represent 
monopolistic competition, although there is no 
freedom of entry into the production of Post 
Toasties or Quaker Oats. The distinction seems 
valid but blurred, for, as was just said, it is 
difficult to define an industry as ojiposed to the 
manufacturer of a product. Aluminum repre¬ 
sents a product as well as an industry, as do 
copper, steel, lead, zinc, tungsten, sulphur, 
nickel, and Pullman cars, A further difficulty 
with the distinction based on freedom of entry 
is that the phrase itself is vague. How little 
freedom of entry must there be to make an 
industry a monopoly? In the case of public 
utilities, there is no freedom of entry; in the 
case of an industry dominated by a powerful 
monopoly like the Aluminum Company of 
America, buttressed as it is through the owner¬ 
ship of patents and bauxite and its vast finan¬ 
cial resources, there is practically no freedom 
of entry; in the steel industiy, where it would 
cost around $100,000,000 to build an efficient 
plant, it would be difficult to enter because of 
this heavy initial investment; yet a few new 
concerns have grown up right under the nose 
of the mighty United States Steel Corpora¬ 
tion. Similarly, in the production of cosmetics, 
branded drugs, and patent medicines, there is 
no impassable obstacle to entering the busi¬ 
ness, but the initial investment required to 
advertise and build up a market for a new 
patent medicine is so great that new producers 
do not enter in sufficient numbers to eliminate 
the princely profits earned in the industry; in 
the retail business, on the other hand, entry is 


free and very easy, for the initial investment is 
small. Freedom of entry is thus a vague con¬ 
cept, it is always ‘‘more or less*'; yet it is a 
concept of fundamental importance. Monopoly 
profits can be maintained only to the extent 
that competitors can in some way be kept out 
of the field. To the extent that there is freedom 
of entry, there can be no continuing monopoly 
profits. 

A third distinction between monopoly and 
monopolistic competition is the fact that gener¬ 
ally then are less acceptable substitutes for 
monopolized products than for products which 
arc monopolistically competitive, and that 
the monopolist faces a more inelastic (more 
nearly veitical) demand curve and therefore 
has a stronger incentive for restricting pro¬ 
duction. For most uses, there is no close 
substitute for city water, electricity, telephone 
service, oil products, steel, glass containers, 
typewriters, wheat harvesters, spectacles, cam¬ 
eras; but for Ford ears, Lucky Strike cigarettes. 
Chancellor cigais, Wade and Butcher razors, 
and Pebeco tooth paste there are rather close 
and acceptable substitutes, and the range of 
possible price increases is correspondingly nar¬ 
row. 

With respect to the availability of substi¬ 
tutes, the slope of the demand or average 
revenue curve, and the incentive to reduce 
output, monopolistic competition occupies a 
position midway between pure competition 
and monopoly. In pure competition, there are 
perfect substitutes for the product of any in¬ 
dividual producer, the average revenue curve 
is perfectly elastic (horizontal), and the pro¬ 
ducer therefore has no ince.itive to restrict 
production; in monopolistic competition, there 
are fairly satisfactory substitutes for the prod¬ 
uct of any producer, the average revenue curve 
slopes moderately, and as a result the producer 
has some incentive to restrict production; in 
monopoly—as near to pure monopoly as can 
be found—there are no really satisfactory sub¬ 
stitutes, the demand or average revenue curve 
slopes more steeply, and therefore the monopo¬ 
list has a strong incentive to restrict production. 
In all cases the amount produced and the price 
are of course determined by the intersection 
of the marginal cost and marginal revenue 
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Product differentiation and profits 

Since monopolistic competition occupies a 
position midway between pure competition, 
where there are no pure profits, and monopoly, 
where there are often high profits, it might ap¬ 
pear that there should be moderate profits in 
monopolistic competition, profits somewhat of 
the nature of monopoly profits, since each pro¬ 
ducer of a differentiated product is a monopo¬ 
list with respect to his own product. There are 
various reasons, however, for believing that 
there can be little if any monopoly profits in 
monopolistic competition. Some monopolistic 
competitors do make handsome profits, even 
more than most monopolies; some make rea¬ 
sonable earnings, perhaps a little above wages 
of management; but others, doubtless the 
greatest proportion, struggle along for a while 
at a loss, and then disappear. In the retail busi¬ 
ness, for instance, some of the chain stores have 
earned an average of 25 per cent for years; 
some of the department stores and many of the 
small retailers have made no pure profits but 
have earned enough to cover expenses, includ- 
ing wages of management; but many retailers 
operate at a loss and finally, in a few years on 
the average, abandon the field. In the auto¬ 
mobile industry, F’ord and a few others made 
huge fortunes, while several hundred others 
failed; although a few made fortunes in the tire 
business, of more than 500 companies that 
manufactured tires at one time or another, only 
26 were still in business in 1937. Some years 
ago there were about 600 manufacturers of 
trailers, but today nearly all of them have dis¬ 
appeared. Presumably not all of those who 
f^ed were entirely wiped out, but most of 
them undoubtedly lost something, and many 
lost heavily. It is easy to underestimate the 
losses in business because the examples of high 
profits are still before us, while the derelicts 
are no longer buying pages in the Saturday 
Evening Post. 

Strict reasoning leads logically to the con¬ 
clusion that there can be no general monopoly 
profits in the manufacture of differentiated 
products. The individual producer has a mo¬ 
nopoly of his brand only, not of all brands, 
and is therefore not in the position of a true 
monopolist. He faces competition not only from 
other brands of the same good but from other 
goods as well. He has to meet competition in 


price, in quality of product, in service in some 
cases, and in advertising. If he makes very 
large profits, other producers may try to imitate 
his product, unless he has a patent covering 
some process essential to its manufacture—^in 
which case he is of course a monopolist. Even 
if he has such a patent, other producers may 
try and may be able to produce something 
similar and equally attractive to consumers. If 
an industry offering reasonable freedom of 
entry earns exceptionally high profits, business¬ 
men will probably invade it and bring these 
profits down. There is, however, some evidence 
that this process does not work very accurately. 
The patent-medicine business, for instance, 
appears to be highly profitable; but, if true, 
this indicates that there are many irrational or 
even slightly stupid businessmen who do not 
know enough to enter a profitable business. 

A monopolistic competitor may build up a 
wide market for his product in various ways: 
(1) by cutting prices, (2) by offering a par¬ 
ticularly high quality of goods or services, or 
(3) by advertising or salesmanship. Examining 
these in turn, we shall find that monopoly 
profits cannot generally be secured through any 
of these policies. 

Price cutting 

Aggressive price cutting characterizes severe 
competition—although not pure competition— 
rather than monopolistic competition; and it 
does not seem to be an obvious means of gain¬ 
ing monopoly profits. Even if buyers were 
keenly price-conscious, price cutting by one 
competitor would be likely to lead to wide¬ 
spread price cutting, with a loss to all, unless 
the total market expands suflBciently to com¬ 
pensate for the cuts. The business world is 
generally hostile to price cutting, although a 
few concerns have amassed great profits 
through this policy. Ford and Firestone have 
already been mentioned in this connection; the 
chain stores and the great mail-order houses 
have earned huge profits by this procedure. 
Nevertheless, such profits have little element 
of monopoly in them. 

Producing quality goods 

Some monopolistic competitors have made 
handsome profits by making and selling goods 
of exceptional merit, but of course it costs more 
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to make high-quality products than inferior 
products, and as long as the market for quality 
products is open to all, it is difficult to see how 
this policy could be unusually profitable. If it 
were, more producers would follow it and so 
reduce profits to the level prevailing generally 
in industry. 

Common reasoning leads easily to the con¬ 
clusion that the general use of trade-marks and 
brands puts considerable emphasis on quality, 
and even that it might be the essential condi¬ 
tion for any great improvement in quality. At 
one time, all the fruit raised by many fruit 
growers was put together, graded into two or 
three classifications, and sold to the publie 
with no identification of the producers. Then 
it occuned to some of these producers that 
they could get better prices if they could 
standardize their fruit at a higher quality and 
adopt a brand which would identify their prod¬ 
uct to consumers. Cooperative societies were 
established for this purpose, and the result was 
better quality as well as, probably, higher 
prices; but the improvement in quality could 
not have been made profitably without tlie 
brand. Somewhat the same story holds true 
in the production and marketing of milk, but¬ 
ter, eggs, cheese, and, in some instances, truck 
crops. Whether such methods actually raise 
prices to the consumer, quality considered, is 
doubtful; but certainly he can buy branded 
products with greater confidence as to what 
he is getting, and his relatively increasing 
purchases of them indicate that he prefers 
them. It may be significant that the quality of 
many goods has improved with the increase in 
the use of brands. 

In saying that branded goods must generally 
have some merit, we mean merely that they 
must have qualities which consumers want 
and are willing to pay for. Volumes have 
been written to show how ignorant, irrational, 
stupid, and silly many consumers' desires are; 
how people will buy articles at a given price 
when they could get better articles for half or 
even one-tenth the price; how they will "pre¬ 
fer” one brand of cigarettes to another exactly 
like it, or one brand of coflFee to another which 
is much better; how they will pay hard-earned 
dollars for pink pills and medicines which at 
best will not cure fifteen different diseases and 
at worst may cause new diseases. We may 


grant that most people are not well informed, 
are naturally more or less irrational, and some 
of them stupid, and that the advertisers have 
created some special brands of irrationality for 
their own purposes; but whatever the ration¬ 
ality of the wants, and howevt r they may have 
arisen, the seller must satisfy them if he is to 
prosper. Goods must have the kind of merit 
that the consumers demand; and it is difficult 
to sec how producers could generally make 
more profit selling to irrational than to rational 
consumets. Consumers are prey equally to all 
who would exploit them. There is no closed 
season for them, and no one has a monopoly of 
the business. 

Advertising 

Turning now to the case of a favorable posi¬ 
tion secured by advertising alone, we find that 
again monopolistic competitors cannot ordi¬ 
narily make monopoly profits. A producer may 
indeed employ advertising to build up a wide 
market for a brand of no particular merit; but 
as a matter of logic he should be able to reap 
only enough returns to pay the cost of the 
advertising. If advertising yielded monopoly 
profits generally, producers would resort to it 
more, for it is available to all. It is an elemen¬ 
tary principle in advertising strategy, further¬ 
more, that the producer who is planning an 
expensive campaign should have something 
that will please, for otherwise he is likely to be 
building on sand. It is easy to see, for instance, 
that if Proctei and Gamble had spent their 
millions in advertising a brand of soap that 
women soon found unsatisfactory, they would 
have lost much of their money. The history of 
national advertising is a record of a few no¬ 
table successes and many failures; and many of 
the failures were due to the fact that the ad¬ 
vertised brands either did not meet popular 
approval or eventually lost it. A wise producer 
will weigh the relative advantages of raising 
the quality of his product and irii reasing his 
advertising budget, and he will spend money 
for each until the last expenditures bring just 
enough sales to pay their cost—^until marginal 
returns balance marginal cost. 

Rationality and monopolistic competition 

To what extent is the monopolistic competi¬ 
tor likely to use each of these ^ee weapons of 
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competition: price cutting, quality improve¬ 
ment, and advertising? Or, since price cutting 
and improvement in quality really amount to 
the same thing, we might better ask; To what 
extent will the monopolistic competitor use 
price cutting and quality improvement, and to 
what extent will he use advertising? The ques¬ 
tion is very important, for price cutting and 
quality improvement are ways of giving the 
buyer more for his money, whereas advertising 
is a means of getting his business without giv¬ 
ing him more for his money. 

To the extent of consumer knowledge and 
rationality, the producer will find it profitable 
to keep prices down or quality up, for rational 
consumers appreciate low prices and high qual¬ 
ity and will buy goods which are cheap or 
good, or both. To the extent of consumer ig¬ 
norance and irrationality, on the other hand, 
the producer will be induced to advertise, for 
ignorant and irrational consumers are more 
likely to be won over by advertising than by 
low prices or high quality, which they are 
unable to appreciate. The high prices and per¬ 
sistent advertising of many differentiated prod¬ 
ucts are unmistakable proofs of consumer ig¬ 
norance and irrationality, for if consumers 
appreciated the real values of goods, any 
producer who cut his advertising expenses and 
devoted the saving to lower prices or better 
goods would take business away from the 
producers who advertise. 

If there were many producers of differen¬ 
tiated products, if all consumers were perfectly 
informed and rational—^that is, if tliey knew all 
about the differentiated products offered for 
sale and were rational in appraising them—and 
if there were a single objective criterion by 
which the different brands could be rated, the 
market for differentiated products would differ 
little from that for identical products; in other 
words, it would differ little, if at all, from a 
purely competitive market. If, for instance, 
there were a thousand producers of men’s 
socks, if consumers knew exactly how long 
each brand would wear, if they were perfectly 
rational in using their knowledge, and if they 
rated socks only according to relative durabil¬ 
ity, the market for socks would be much like 
that for wheat, and no producer would have 
any control over his price. Socks that wear a 
month would sell for half as much as those that 


wear two months, and every brand would sell 
for cost of production, for if any producer tried 
to raise his price above that level he would not 
be able to sell any socks at all. 

The market for differentiated products is not 
purely competitive, however, because buyers 
are not perfectly informed and rational and 
because there is no single criterion for judging 
such goods. Sometimes a producer may lower 
the quality of his product or raise the price 
without an appreciable loss in sales, par¬ 
ticularly if he advertises his goods skillfully. 
Or, on the other hand, he might improve the 
quality of his product or lower the price with¬ 
out winning any considerable increase in sales. 

The market for differentiated products also 
deviates from pure competition because there 
is no single criterion for appraising such prod, 
nets. In discussing the market for socks, we 
assumed that the socks were rated for wear 
alone. It is possible to compare them on this 
basis alone; but we shall come nearer to actual¬ 
ity if we recognize that, in addition to dura¬ 
bility, socks may be valued for style and ap¬ 
pearance, comfort and warmth, and that 
different buyers will vary in weighing the 
different qualities. Here we have lost our single 
criterion of appraisal, and even if buyers were 
perfectly informed and rational, they would 
still rate various brands differently. A producer 
who raised his price would lose some but not 
all his sales, becaiise some buyers would still 
prefer the particular combination of qualities 
offered in his product. He would have some 
control over his price, but not much if his cus¬ 
tomers were perfectly informed and perfectly 
rational. 

High cost of marketing in monopolistic 

competition 

We have seen that a monopolistically com¬ 
petitive producer usually gains no monopoly 
profit. The evils in the production and market¬ 
ing of differentiated products are to be found 
not in monopoly but in high costs. 

The best way to explain the high costs of 
producing and marketing differentiated prod¬ 
ucts is to use a hypothetical illustration, arti¬ 
ficially simple. Let us suppose that competi¬ 
tive producers sell only one cereal food, oat¬ 
meal, of uniform quality, in uniform packages; 
and that there is no competition between 
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this cereal and other foods or products of any 
kind. With only one uniform cereal produced, 
consumers may be assumed to know exactly 
what oatmeal is like, for it is not difficult to 
learn about one such commodity. The pro¬ 
ducers will have no problem of selling, no ad¬ 
vertising or salesmanship. Let us assume that 
ten competing plants produce the amount re¬ 
quired, each plant operating at lowest internal 
costs, and the industry enjoying some external 
economies from the operation of so many 
plants. The producers sell at a price that covers 
only costs of production. Here we have most of 
the assumptions of pure competitujn. 

Now let us assume that nine of the ten plants 
shift to the production of nine other different 
kinds of cereals, with the result that ten cereals 
are sold, instead of one. This change will have 
various results. In the first place, since only 
one plant now produces oatmeal, it will lose 
the external economies that it previously en¬ 
joyed, and the costs of manufacturing oatmeal 
may be higher; and perhaps none of the nine 
other cereals can be manufactured quite as 
cheaply as oatmeal fonncrly was. In the second 
place, the costs of marketing ten different prod¬ 
ucts will certainly be higher than the costs of 
marketing ten times as much of one product. 
Every store will have to stock ten products 
instead of one; this means an increase in its 
investment, a decrease in turnover, an increase 
in loss from spoiling, and some increase in cleri¬ 
cal expense. In addition, the producers will 
have a greatly increased expense in ' establish¬ 
ing connection between the products and the 
consumers.” The consumers must now know 
something about ten times as many cereals; 
and this, under any conceivable system of mar¬ 
keting, means increased expenditure of time 
and energy on their part, and increased ex¬ 
pense to producers, because each producer 
must inform consumers about his particular 
cereal, and the costs must be spread over an 
output only one-tenth as large as the original 
production of oatmeal. 

Let us assume now that each of the ten 
producers decides to produce two different 
cereal foods instead of one, with a resulting 
doubling of the number of products. This will 
i^esult in reducing the output of each plant 
50 per cent, perhaps to a point where it can 
no longer enjoy even maximum internal econo- 
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mies. Manufacturing costs may be raised for 
the cereal products formerly produced, and the 
costs of the new products may also be high. 
The costs of marketing, including advertising, 
will rise again, because merchants" stocks must 
be larger and more connections must be es¬ 
tablished. 

We now bring this example nearer reality by 
taking away the hypothetical fence that we 
built around the cereal food business. Let us 
assume that in most other fields of industry 
the numb<^r of differentiated products has mul¬ 
tiplied just as it has in the cereal food industry; 
that all the thousands of producers—of cereal 
foods and canned goods and bread and candy 
and tobacco and beer and whisky and summer 
drinks and medicines and clothes and tires and 
automobiles—are fighting for the consumer's 
attention and for his dollar, and v^e have some 
idea of the problem of marketing differentiated 
products in the modem age. Of course it is 
expensive. Even a small proportion of all the 
selling connections indicated here is a bit like 
a telephone connection in New York City, In¬ 
deed, the selling of goods, broadly considered, 
is somewhat like the telephone business—con¬ 
ducted at increasing cost as the number of 
products is increased. 

Against the higher costs of selling must be 
set whatever gain consumers may derive from 
the fact that such a multiplicity of goods en¬ 
ables them to secure the exact satisfaction that 
they desire. They do not all have to eat oat¬ 
meal, and those who like oatmeal do not have 
to eat it all the time but can have a new kind 
of predigested cereal food almost every morn¬ 
ing in the year. According to the principle of 
diminishing marginal utility, tliis should result 
in a moderate gain in human happiness. Even 
when advertisers create a demonstrably irra¬ 
tional want or raise the consumers" irrational 
valuation of a certain product, this may be to 
some extent a productive service. Men who 
smoke cigars advertised as being nade with¬ 
out spit may well gain an extra utility sufficient 
to pay for the advertising, even though other 
cigars are quite as sanitary; buyers of the 
Book of Knowledge may well be happy in the 
firm confidence that they will some day hold 
the board of directors spellbound with their 
wido information; buyers of Lifebuoy soap 
and Listerine may well be serenely happy in 
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the knowledge that they are free from B.O. 
and halitosis. 

The foregoing analysis might indicate that 
advertising is not quite the villain it is often 
assumed to be, that the fundamental cause of 
the high costs of marketing is not advertising 
but the great multiplicity of differentiated 
products. But advertising is to some extent 
responsible for the multiplicity of products. 
To the long list of actually differentiated prod¬ 
ucts it has added a great many imaginarily 
differentiated products and has exaggerated 
the amount of differentiation throughout the 
list. Any given grade of gasoline, for example, 
is much the same for all producers, but the 
advertisers have built up imaginary distinc¬ 
tions in Stanolind, Red Crown, Koolmotor, and 
Tailor-Made gasolines; there are several actu¬ 
ally different kinds of cigarettes, but the 
advertisers have “created” additional kinds. 
Perhaps half of the differentiated products 
commonly sold have been “created” by their 
advertisers. 

Not only have advertisers increased the 
number of necessary connections between dif¬ 
ferentiated products and consumers—^increased 
the number of telephone connections, to con¬ 
tinue our analogy—^but in many cases they 
have established the connection badly—given 
us the wrong number. Sick people have been 
connected with Lydia Pinkham's Pink Pills in¬ 
stead of a competent physician; bald men have 
been informed of hair restorers instead of tou¬ 
pees; ambitious boys have bought sets of books 
that made them talk like fools instead of thrill¬ 
ing the board of directors. All this is inevitable, 
the advertising business being what it is. Ad¬ 
vertisers are mainly interested in selling goods, 
not in disseminating truth. Unlike the tele¬ 
phone operators, who try to give us the num¬ 
bers we really want, the advertisers try to make 
us want the numbers they represent. It is only 
fair to say, however, that in this respect the 
advertising business is but a logical agency of 
laissez-faire capitalism. A producer with goods 
to sell will try to sell them, and he cannot be 
expected to be too punctilious as to the ac¬ 
curacy of his representations, for if he were, he 
might not sell his goods and might soon cease 
to be a producer. The consumers are the final 
judges of all products and are assumed to be 
competent to judge well. 


Advertising may increase the costs of goods 
in anodier way, as another hypothetical ex¬ 
ample will make clear. Let us assume that there 
are ten businessmen in a small, isolated com¬ 
munity, each of whose total sales takes 10 per 
cent of the community’s total expenditures, 
but that none of these men advertises. 


Automobile dealer 10% 

Gasoline station owner 10% 

Grocer 10% 

Druggist 10% 

Furniture dealer 10% 

Men’s clothing dealer 10% 

Women’s clothing dealer 10% 

Radio and electric refrigerator dealer 10% 
Lumber dealer 10% 

Banker selling bonds and investments 10% 


100 % 

Now suppose that the automobile dealer 
puts on an advertising campaign and increases 
his sales to 15 per cent of the community’s total 
expenditures, taking the additional 5 per cent 
fiom the furniture dealer. The latter, who will 
now have only 5 per cent, will be induced to 
buy advertising space in the newspaper to 
bring his sales back to their original 10 per 
cent. If he succeeds, he must get 5 per cent 
from some of the other dealers—^let us say 
from the men’s clothing dealer (3 per cent) 
and the women’s clothing dealer (2 per cent). 
Both tlie latter will now be obliged to advertise 
to get back the business tliey lost, and we shall 
assume that they are successful—at the ex¬ 
pense of the automobile dealer (2 per cent), 
the radio dealer (2 per cent), and the lumber 
dealer (1 per cent). All these must now ad¬ 
vertise; and the result will be that they take 
business from other merchants, who in turn 
will be obliged to advertise more. All these 
dealers might perhaps gain slightly by adver¬ 
tising, at &e expense of the people’s savings 
—^tlie bank’s sales of bonds, etc.—^but this 
would in turn force the bank to put on an ad¬ 
vertising campaign to get people to save more. 
The total result would be not an increase in 
the amount of business done, for the people 
cannot spend more than 100 per cent of their 
incomes, but a shift of productive labor from 
all the retailing businesses to the advertising 
business, higher costs of doing business for 
everyone, and a lower standard of living in the 
community. 
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But might not advertising have the effect of 
making consumers want more goods, of prod¬ 
ding them to work harder and produce more, 
in order to earn the money with which to buy 
more goods? Clearly it might; but against the 
increased energy thus induced would have to 
be balanced the loss of the labor and capital 
which were shifted from industrial production 
to the advertising business. It is impossible to 
say whether total production would be greater 
or less; and even if it were; greater, there is no 
reason to assume that it would represent a 
social gain. When the whip of advertising 
drives men to work harder, earn more, *uid buy 
more goods, even though, if left to tliemselves, 
they would prefer leisure to more goods, theie 
is reason to assume that the sum of human 
satisfactions has been reduced, for leisure is a 
good, too. 

Such waste as we have just described is one 
of the wastes of competition, and it would ap¬ 
pear in any competitive scheme of selling. Sup¬ 
pose, for instance, that a merchant in a town 
sought business by stationing a robust crier 
at each street intersection to shout the merits 
of his wares. This might bring increased trade 
as long as only one merchant played the game; 
but if it proved profitable, other merchants 
would also station criers on the streets, until, 
in the general clamor, the first criers’ voices 
would be largely lost. It would be a noisy town 
—as noisy-sounding as the average magazine 
or newspaper, with all its screaming advertise¬ 
ments, is noisy-looking —^and the merchants on 
the whole would sell no more goods than be¬ 
fore; yet none of tliem would dare withdraw 
his crier, lest his name be forgotten. 

Suppose diat advertising were prohibited 
and we reverted to the custom of selling to re¬ 
tailers through traveling salesmen. In that case 
producers would be likely to compete in hiring 
more and better traveling salesmen, who to 
some extent would nullify each other’s efforts 
just as the criers would, and as advertisers do. 
There would be a difference, however. Al¬ 
though the consumer buyers are the final arbi¬ 
ters as to different products, and advertisers 
work mostly on them, the drummers would sell 
to the merchants and dealers, who are more 
sophisticated buyers, more skilled in apprais- 
ing goods, than the consuming public. Goods 
may have been more accurately appraised 
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when producers sold through drummers, be¬ 
cause they were appraised by more specialized 
and skilled buyers. 

Advertising, particularly national advertis¬ 
ing, has in some respects changed the nature 
of the retailing business. Wren goods were 
sold largely through traveling salesmen, mer¬ 
chants performed the functions of choosing 
such goods as they thought would please their 
customers, and selling them at retail. Today 
this is of course still hue to some extent; but 
to some extent advertisers have taken from 
the merchant the function of choosing, have 
made consume rs brand-conscious so that they 
demand certain brands of goods, and the mer¬ 
chant’s only function now is to hand them over 
the counter. “Don’t just ask for aspirin. Ask for 
Baypj\‘ Aspiiin.” Many people do just that. In 
this respect the merchant’s function is less im¬ 
portant and less dignified than it once was. 

There is yet another cause for rising market¬ 
ing costs. The vast productivity of modern 
industry, the possibility of great expansion in 
the output of almost every product, has led to 
stress on selling, for an increasing output may 
have to be sold to more and more indifferent 
buyers. Let us use automobiles as an example. 
For some years Henry Ford was able to sell an 
increasing number of cars without difficulty, 
without any advertising at all. Buyers did not 
even have to be sold Ford cars; they bought 
them. Before the outbreak of the Second World 
War, any automobile manufacturer could have 
produced more cars than he could sell at the 
price he asked. Now many people would buy 
cars even if they had to sneak around the back 
alleys at night to find an automobile “speak¬ 
easy.” Enough cars to meet such a demand 
could be sold at low marketing costs. But other 
people are not so anxious to buy, and to sell 
to them it may be necessary to employ mod¬ 
erately expensive salesmanship and advertis¬ 
ing; still others will buy two cars each if more 
expensive sales campaigns are carriv d on; and 
at the fringe of sales possibilities are the stub¬ 
born folk who insist on driving their old cars 
or none at all, and who will buy only if they 
are coaxed and cajoled and harangued and 
inveigled and shamed into it. After a certain 
point is reached, more cars can be sold only to 
more and more indifferent buyers, and at 
higher and higher selling costs. 
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"Prospects" may be hard to sell for a variety 
of reasons: they may not want new cars very 
badly; they may have little money and would 
have to sldmp on other things in order to buy 
a car; they may have been whipped into a 
strong desire for other things by the salesmen 
and advertisers of these other things. There are 
no game laws to protect prospective buyers; 
they are subject to a constant barrage of sales< 
men’s talk and advertisers’ suggestions from a 
hundred directions; and the producer who does 
sell them is likely to do so at considerable ex¬ 
pense. Thoreau, who asserted that the world 
would beat a path to the home of the maker of 
a superior mousetrap, had never seen the mod¬ 
em marketing system in operation. The truth 
is that the maker of a good mousetrap would 
have to establish headquarters in a city, build 
up a sales organization, advertise widely, and 
sell his trap at a price which would cover all 
these costs—^perhaps at a price two or three 
or four or five times the cost of making the 
trap. The consumer market is a private fishing 
pond, and the salesmen and advertisers have 
most of the fishhooks which they rent to those 
who would fish, and the rent of the fishhooks 
is one of the costs of production. To sell any¬ 
thing, a producer has to meet all the skilled 
sales talk and advertising of producers of other 
brands and other articles, which means high 
costs for all. 

If producers could and would reduce prices 
enough, they could sell a large output without 
the fusillade of advertising which characterizes 
modem marketing; but, as we have seen, the 
business world is generally hostile to price cut¬ 
ting, and indeed to the general idea of price 
competition. Producers have a preference for 
such non-price appeals as advertising, attrac¬ 
tive packaging, and improvement in quality, 
on the theory that consumer good will built 
up through such appeals is likely to be more 
enduring than that secured by price cuts 
which lose their appeal as soon as competitors 
have met them. Businessmen strongly resent 
price cutting—^"chiseling,” as they often call it. 
They regard it almost as a violation of business 
ethics. Advertising is not regarded as a vice 
in the same class of moral turpitude. Of course 
the newspapers help to build up the notion 


that it is something profitable, patriotic, and 
altogether good.® 

Raising consumer rationality 

Advertising, as we have seen, is profitable 
largely because consumers do not know all 
about the goods offered for sale, and are irra¬ 
tional in using such knowledge as they do have. 
If they knew everything about all goods and 
were completely rational in their thinking, they 
could not be swayed by gabble about "costlier 
tobaccos,” "milder cigarettes,” or "film-remov¬ 
ing” dentrifices. Consumer ignorance is the 
advertisers’ hunting preserve, and any rise 
in consumer intelligence would reduce the 
amount and cost of advertising, reduce the 
costs of marketing, and increase consumer sat¬ 
isfactions by enabling buyers to choose goods 
more intelligently. Even more important, it 
would bring great economies in the use of pro¬ 
ductive capital and labor by driving out the 
producers of spurious, inferior, and overpriced 
products. The producer of toilet soap who ad¬ 
vertises heavily and sells 20 cents’ worth of 
soap for $1.97; the manufacturer who sells for 
$80 a cleaner worth $30; the man who mixes 
a penny’s-worth of germicide with some ap¬ 
propriate coloring material and sells the stuff 
for a dollar: these—and they are actual cases 
—^would have to cut prices drastically if con¬ 
sumers were well informed; and the savings 
would of course be very great, much greater 
than the mere cost of advertising, which ranges 
from 1 to over 18 per cent of the price of the 
finished goods, with an average of around 3 
per cent. 

Some non-governmental agencies are trying 
to provide information for consumers and to 
protect them from the worst forms of advertis¬ 
ing misrepresentation; among them are the 
Consumers’ League, the American Home 
Economic Association, Consumers’ Research, 
Consumers’ Union, and the Better Business 
Bureaus. Various government agencies, par¬ 
ticularly the Food and Drugs Administration 
and the Federal Trade Commission, have also 
been active in this respect; but much more 
should be done, not only in stopping misrepre¬ 
sentation in advertising but in providing re¬ 
liable information for consumers. The federal 


^ Temporary National Economic Committee, Monograph No, 1, p. 62. 
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Bureau of Standards spends millions in testing 
various products, but its findings are practically 
available only to big business concerns, and to 
government purchasing agencies which use the 
information in buying supplies for the govern¬ 
ment. Unfortunately it is not politically feasible 
to broadcast such information to the public; it 
might interfere with “business.” 

A simple example of the savings made pos¬ 
sible by government testing and the publica¬ 
tion of reliable information is aflForded by the 
milk supply of many cities. At one time con¬ 
sumers knew little or nothing regarding the 
quality of the milk offered for sale by various 
dairymen, and as a result much that was sold 
was poor in butter fat, dirty, and even danger¬ 
ous to health. Milk from cows in the last stages 
of tuberculosis was occasionally sold to fami¬ 
lies with babies and children. Then some cities 
set up health departments which tested the 
milk from various dairies, and in some cases 
published their findings. As a result, not only 
were consumers enabled to buy pure and 
wholesome milk, but dairymen were relieved 
of the expense of advertising, for if they pro¬ 
duced good milk there was no reason to adver¬ 
tise, and if their milk was reported as poor, 
dirty, or unsafe, it was useless to advertise. The 
final result was to raise practically all milk to a 
high standard and to increase its consumption. 
The public and the dairymen both gained, but 
there was less advertising. 

Any program which would raise the level of 
consumer information and rationality would 
raise the general standard of living, and there¬ 
fore, in the long run, the incomes of retailers, 
wholesalers, jobbers, and manufacturers. This 
will seem heretical to most businessmen, but it 
is unquestionably true. If real incomes were 
generally increased, the incomes of retailers 
and other businessmen could not fail to share 
in the increase. If consumers were well in¬ 
formed and highly rational, retailers would 
have to eliminate poor, shoddy, and overpriced 
goods from their stocks and would have to 
carry only the best qualities, prices considered; 
but they could sell more, because the con¬ 
sumers, now getting more for their money, 
would be able to buy more and would feel 
inclined to buy more, because they would have 
greater confidence. Fleecing customers through 
die sale of inferior or overpriced goods cer- 
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tainly does not help the retailing business, for 
inevitably some of the customers will find out 
that they have been cheated. Manufacturers 
would gain too, from any increase in consumer 
information and rationality, for they could not 
fail to benefit from the general rise in incomes. 
Those who produce inferior or overpriced 
goods woiJd of course have to improve their 
products or i educe their prices to the level of 
the quality; but they should be able to make 
as high incomes producing good things as 
tawdry things, producing for informed and 
rational people as for uninformed and irra¬ 
tional people. 

Not too much should be expected in con¬ 
sumer protection, however, because powerful 
interests are opposed to any serious interfer¬ 
ence with advertising, or to any policy that will 
laisc the level of consumer intelligence very 
much. Even when the economizing of human 
energy is imperatively needed, as it was in 
World War II, the canners* association, with 
the help of advertisers and the newspapers, 
was able to defeat every proposal for the ef¬ 
fective grading and marking of canned goods 
so that consumers could know what they were 
buying. The Congressmen who voted against 
the measures were wise, if not public-spirited, 
for by doing so they gained the support of the 
newspaper and advertising interests. Very few 
consumers knew what was going on. Business¬ 
men who advertise extensively, and indeed 
businessmen generally, are opposed to any 
policy which goes further than merely curtail¬ 
ing some of the most flagrant forms of misrep¬ 
resentation. Consumer ignorance is a vested 
interest, and those* in whom it is vested have 
always fought hard against any serious inter¬ 
ference with it. 

Graphs of monopolistic competition 

Although theoretical reasoning leads to the 
conclusion that most monopolistic competitors 
do not earn monopoly profits, some of them do. 
The price situation of such a producer is il¬ 
lustrated in Fig. 34. The producer produces 
Oa units, because the marginal cost curve 
crosses the marginal revenue curve at d ; and 
he makes a profit of ecdj, because the average 
total unit cost curv e lies below the demand or 
average revenue curve for the amount Oa, In 
pure competition the output would have been 
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Profit. 

Ob, for in pure competition the output is ex¬ 
tended to the lowest point on the average to¬ 
tal unit cost curve, and this is the point where 
the marginal cost curve crosses it. In pure com¬ 
petition the output would have been greater 
by the amount ab, and the price would have 
been lower by tlie amount eg. 

Generally, however, there are no monopoly 
profits in monopolistic competition. Fig. 35 



Fig. 35. Monopolistic Competitor Earning No 
Profit. 

represents this situation. Here the producer re¬ 
stricts production below what it would be in 
pure competition by the amount ab, A purely 
competitive producer would produce to b', 
the lowest point on the average total unit cost 
curve. Prom Fig. 35, however, it appears that 
the monopolistic competitor can meet expenses 
only by producing Oa units; for any smaller 
or larger amount his costs would rise above 
his average revenues and he would suffer a 
loss. The student must avoid the notion that 
the monopolistic competitor, in the wickedness 


of his heart, is merely trying to exploit the 
public. Like the producer in pure competition, 
he tries to secure maximum net revenues, but 
he faces a diflFerent average revenue curve, 
one which impels him to restrict production. 

Price regulation 

We have considered the problem of price 
regulation for a purely competitive industry 
and for a monopoly. It will be remembered 
that in pure competition a price fixed below 
the equilibrium price reduces the amount sup¬ 
plied below the amount demanded and makes 
it necessary for the government to encourage 
production in some way or to reduce the 
amount demanded, by rationing, for instance. 
Government price reduction for a monopolist, 
as we have seen, may result in an actual in¬ 
crease in output. What of government price 
regulation in monopolistic competition, such as 
we had during the war? 

If a monopolistic competitor is making a mo¬ 
nopoly profit, the case is clear. His situation is 
fundamentally the same as that of a true mo¬ 
nopolist, and government reduction of his 
price, if not too severe, may result in increased 
output. But suppose the monopolistic compet¬ 
itor is making only average total unit costs, in¬ 
cluding wages of management. Clearly he pre¬ 
sents a different problem, as we can see from 
Fig. 36. 



Here we assume that the producer has fixed 
his price at 18 cents, at which price he is pro¬ 
ducing Oa units and making no profit but is 
covering his costs, and that the government has 
ordered him to restore an earlier price of 15 
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cents. As in the case of the monopolist in Fig. 
33, the government price gives him a new av¬ 
erage revenue curve, a Lbe horizontal from 
A'R' to I/, and sloping from h' to n. It is clear 
that there is no output at which he can realize 
enough to cover his average total unit costs, 
for the ATUC curve lies above the A'R' curve 
at all points. He is apparently in a serious 
situation. 

There is, however, a possibility of reducing 
costs. Let us assume, first, that by cutting out 
most of his advertising expense he can get his 
average total unit costs down to the new curve 
A'T'U'C', His total cost curve will now be tan¬ 
gent to the new average revenue curve at h' 
and he will be covering costs again; and, as in 
the case of the monopolist, he will actually 
have increased his output as a result of the 
lower price imposed upon him by the govern¬ 
ment. But how can he increase sales when he 
reduces his advertising? He will increase sales 
because he has reduced his price; and the cut 
in advertising may have little or no effect if 
other producers in the industry also cut down 


their advertising, for competitive advertising is 
largely wasted effort, mutually self-defeating. 
The prices of other producers in the industry 
are also being reduced, and presumably many 
of them are in somewhat the same position as 
the one shown here. 

This may seem a grotesque misrepresenta¬ 
tion of the actual effects of price control in an 
emergency such as war. For example, during 
World War II there was far more advertising 
than there was before the war, but it was done 
largely by concerns that were making exces¬ 
sive war profits and were spending on adver¬ 
tising the money which would otherwise have 
be<jn taken by the government in taxes. What 
such a situation amounts to is that the govern¬ 
ment pays most of the advertising expenses. 

Actually, the monopolistic competitor is 
likely to cut costs not by reducing his adver¬ 
tising but by reducing the quality of the prod¬ 
uct or the size of the package or the character 
of the service; but since this constitutes prac¬ 
tically an evasion of government price fixing it 
will not be considered here. 


QUESTIONS 

1. Define monopolistic competition, and distinguish the three forms in which it appears. Give 
actual illustrations of each. 

2. ‘‘True duopoly and oligopoly are rare.” Why? 

3. In what various ways may products be differentiated? 

4. Distinguish between monopoly and monopolistic competition. Since the Aluminum Com¬ 
pany of America must meet the competition of other metals, is it not a monopolistic com¬ 
petitor? Since the producer of Ivory Soap has a monopoly of his brand, why is he not a 
monopolist? 

5. "A monopolist’s power over his price depends on the extent to which there is freedom of 
entry into the industry.” What various obstacles may there be to this? What is the impor¬ 
tant obstacle to entering the manufacture of drugs and cosmetics? Is there any obstacle to 
entering farming? 

6. “Theoretical reasoning leads to the conclusion that generally there can be no monopoly 
profit in monopolistic competition.” Explain. 

7. A purely competitive producer, a monopolistically competitive producer, and a monopo¬ 
list, expand production to the point where what equals what? Draw a graph for each. 

8. What is it, fundamentally, that fixes the limit beyond which it is unprofitable for a mo¬ 
nopolistic competitor to advertise? 

9. What effect would full information and rationality on the part of consumers have on the 
costs of production of monopolistic competitors, on the quality of goods, on the price, and 
on the standard of living? 

10. “The evils resulting from monopoly are restriction of production, high prices, and large 
profits, which the monopolists do not invest in new plant because they do not want too 
much production. The evils of monopolistic competition are restriction of production, hi^ 
prices, and high costs.” Explain clearly. 
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11. **National advertising has to some extent changed the nature of the retailing business/* 
How? 

12* Do you think you would obtain better service from doctors, lawyers, and dentists if they 
were accustomed to advertise? Would you be able to choose a doctor, lawyer, or dentist 
more intelligently? 

13. If producers in a given area were to get together and by common agreement cut their ad¬ 
vertising expenditures 50 per cent, how would it affect the sales of each? 

14. "The prevalence of advertising indicates a tendency toward pure competition.” Do you 
agree? Explain. "Absence of advertising might indicate either pure competition or pure 
monopoly.” Why? 

15. "The total expenditure for advertising probably amounts to less than 3 per cent of the ag¬ 
gregate sum paid by ‘terminal buyers* [consumers] for finished goods.** Is this cost of ad¬ 
vertising the only cost chargeable to consumer lack of information and irrationality? Ex¬ 
plain. 

16. Consumers* Union found that some brands of sunglasses selling for 50 cents were excel¬ 
lent, whereas others that sold for $5.00 were seriously defective. Would it benefit produc¬ 
ers of other kinds of goods if consumer rationality in the purchase of sunglasses could be 
raised? 

17. Argue that any rise in consumer rationality will raise the incomes of merchants and pro¬ 
ducers as well as the real incomes of consumers, in the long run. How would it affect the 
incomes of newspapers? 
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EXCHANGE 




Chapter 19 


There is thy gold, worse poison to mens souls. 

Doing more murders in this loathsome world. 

Than these poor compounds that thou mayst not sell, 
I sell thee poison; thou has sold me none. 

—Romeo and Juliet 


Sound money an important productive agency 

The exchange of goods in a modern econ¬ 
omy would be impossible without the use of 
money. In facilitating the exchange of goods, 
money is as truly a productive agent as the 
farmer’s plow or the spinning machines in a 
textile factory. History records scores of illus¬ 
trations of the fact that an unstable or unsound 
monetary system can bring more distress than 
almost any other economic malady except war; 
and it often comes as a result of war. Condi¬ 
tions during the Revolutionary War, as de¬ 
scribed by Peletiah Webster, are a good ex¬ 
ample: “We have suflFcred more from this 
[paper money depreciation] than from every 
other cause of calamity. ... It has also pol¬ 
luted the equity of our laws, turned them into 
enemies of oppression and wrong, corrupted 
the justice of our public administration, de¬ 
stroyed the fortunes of thousands who had 
most confidence in it, enervated the trade, hus¬ 
bandry, and manufactures of our country, and 
went far to destroy the morality of our peo- 
ple.”i 

History of money 

The average person today takes our fairly 
soimd and convenient money for granted. 


much as he does electric lights and refrigera¬ 
tion; but good monetary systems have been of 
comparatively recent origin. For half a million 
years, more or less, the human race did its 
trading, if any, by barter; for the next two 
thousand years the more advanced people 
managed with generally unsatisfactory coins of 
various kinds; and for a bare century or two 
most of the enlightened nations have had fairly 
stable and satisfactory monetary systems most 
of the time. 

Barter, however, is an extremely clumsy and 
inconvenient way of making exchanges, for it 
calls for “double coincidence” of desires—^that 
is, A must want what B has to trade, and B 
must want what A has; furthermore, each must 
want the amount that the other has, or further 
barter will be required to dispose of surplus 
stocks. Jevons’ story of the French singer on a 
tour of the world illustrates these diflficulties 
particularly well. For singing in the Society Is¬ 
lands she received as honorarium “three pigs, 
twenty-three turkeys, forty-four chickens, five 
thousand coco-nuts, besides considerable quan¬ 
tities of bananas, lemons, and oranges.” Find¬ 
ing it difiicult to use these assets to any ad¬ 
vantage, she was finally driven to feeding the 
fruit to the pigs and poultry. 


^ Ray B. Westerfield, Money, Credit, and Banking, p. 146. 
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Barter has been resorted to more or less 
even in advanced countries in comparatively 
recent years. Much of the trade in pioneer 
communities was a form of barter, the farmer 
"trading'* his eggs and butter for goods at the 
general merchandise store—to such an extent, 
indeed, that he often spoke of going to town 
to do his "trading** rather than his ‘l)uying.** 
Even today there is some of this type of bar¬ 
tering, and in times of deep depression it tends 
to increase. 

Historically, a great many things have 
served some or all of the functions of money; 
in fact, almost all movable goods have been 
used at one time or another. In the hunting 
stage of human history, furs and skins served 
widely as money; in the pastoral stage, cattle; 
in the agricultural stage, various staple crops 
and other things—salt, ivory tusks, shells, 
feathers, arrowheads, bullets, fishhooks, 
knives, beads and wampum, animal skulls, 
nails, cotton cloth, straw mats, gold dust and 
nuggets, iron and copper utensils, engraved 
stones of various kinds, and even immovable 
property, as for instance the carved rocks on 
the island of Yap.* 

The coinage of money originated perhaps a 
thousand years b.c., with iron, copper, and 
brass used at first, and later silver and gold. 
In the very early history of coinage, such met¬ 
als as iron, copper, and brass were scarce and 
hence valuable enough to serve as money; but 
when they became more plentiful they gave 
way to the precious metals, gold and silver, 
used with alloys of cheaper metals. The early 
coins were handmade, often irregular in shape 
and size and in purity of metallic content. For 
this reason many of them did not circulate 
freely but were taken 'T)y weight,** or perhaps 
had to be appraised in some other way; the 
money-changers whom Jesus drove out of the 
temple were experts in appraising coins. The 
early coins were also too scarce to serve busi¬ 
ness needs adequately. Throughout most of 
ancient and medieval history, business was 
gravely handicapped by the lack of uniform, 
sound, and adequate money. It was not until 
the sixteenth century—about the time that the 
flow of gold and silver from the New World 
provided the material for a more plentiful and 


generally satisfactory money—^that eflBcient 
mechanical methods of coining were devel¬ 
oped. Money troubles were not over, to be 
sure, for some of the most serious economic 
disturbances in the history of the United States 
have been partly due to monetary causes, par¬ 
ticularly to changes in the purdiasing power 
of money. 

Money defined 

There are various definitions of money and 
various conceptions of money; but we may de¬ 
fine it as anything that is generally acceptable 
as a medium of exchange. Such a definition 
would include all the different kinds of money 
in common use in the United States—silver 
coins, silver certificates, Federal Reserve notes, 
United States notes, and the like. Money is 
often held to include demand deposits in banks 
because the vast bulk of payments are made 
through checks on deposits, although checks 
are of course not generally acceptable as a 
medium of exchange. 

Functions of money 

Money serves several functions. In the first 
place, it serves as a medium of exchange, a de¬ 
vice that enables us to exchange goods for the 
desired amount, quality, style, and size of 
other goods and thus to avoid the difficulties 
of barter. In the second place, money serves as 
a standard of value by which we can reckon 
the values of various goods and services. Some¬ 
what as the inch, foot, or yard serves to meas¬ 
ure relative physical magnitudes, so the dollar, 
pound, mark, franc, or ruble serves to measure 
relative values. It would be easy to underesti¬ 
mate the significance of this function, the ex¬ 
tent to which it economizes human energy by 
enabling people to buy and sell with the mini¬ 
mum waste of time and the minimum chance 
of being cheated. The average man, in the 
course of years of buying and selling, comes to 
have some ideas as to reasonable money prices 
for several hundred commodities and services. 
Many prices change from time to time, to be 
sure, and he cannot keep well "posted** in pe¬ 
riods of rapid price changes, but he is able to 
keep up to some extent even with changing 
prices. With such knowledge he can do his 


* See M. Palyi's article in Encyclopaedia of the Social Sdencea, vol. ifi, p. 622. 
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buying and selling quickly and with reason¬ 
able assurance of receiving fair treatment. Now 
suppose that, instead of let us say 300 prices 
quoted in money, he had to learn the ratios in 
which each of 300 commodities would ex¬ 
change for each of the other 299. He would 
have the infinitely harder task of remembering 
44,850 ratios, and he would do it only indif¬ 
ferently. 

In the third place, money serves as a stand¬ 
ard of deferred payments by which present 
and future values can be correlated. Not all 
goods are paid for unmediately; and in every 
credit transaction there is an assumption that 
the money of a future time will be of approxi¬ 
mately the same value, the same purchasing 
power, as the money of the present. This func¬ 
tion is extremely important today, with the to¬ 
tal of all kinds of debts in the United States 
climbing to a record figure of nearly 300 bil¬ 
lion dollars. It must be conceded that our 
money has not served very satisfactorily as a 
standard of deferred payments, particularly 
since the First World War; for example, the 
value of money nearly doubled between 1929 
and 1932, with tlie result that debts incurred 
in 1929 and paid in 1932 were paid with 
money that would buy almost twice as much 
as the money lent. 

Finally, money serves as a store of value, a 
means by which one may “store” a given 
amount of wealth for later use. In the process 
of saving, an individual usually accumulates 
money at first, and he may wish to hold it as 
savings for some time. Among some primitive 
peoples, in European countries during the 
Middle Ages, and to some extent in France 
until very recent years, it was not uncommon 
for people to hoard money or precious metals 
or jewels. The French people paid the war in¬ 
demnity at the close of the Franco-Prussian 
War partly with hoarded gold. Hoarded money 
is not circulating, is not really serving the most 
important functions of money; but all money 
must be held out of circulation at times, and 
it serves an important function as a store of 
value. It would be inconvenient and expensive 
to store bulkier commodities, even those that 
were not perishable; and it is somewhat ex¬ 
pensive to store money, because the holder 
receives no interest on it when it is stored or 
hoarded. 


Classification of money 

Money may be classified in various ways, but 
the following classification will be used here: 

I. Metal money 
Gold 
Silver 

Minor coins 

II. Paper money 

Representative money 
Government notes 
Bank notes 

III. Bank deposits, demand only 

Metal money 

Gold, For centuries it has been the custom 
to make money from gold or silver, and for 
three-quarters of a century almost every coun¬ 
try has used gold for “standard money.” Gold 
has many qualities that make it probably the 
most satisfactory metal for coinage. It is beau¬ 
tiful, easily malleable, extraordinarily durable; 
it does not rust or corrode, and its value has 
probably been as stable as that of any other 
metal. Silver is equally good in some respects, 
but it oxidizes and it is too cheap to serve for 
coins of high denomination. A silver coin worth 
ten dollars would be awkward to carry around, 
just as a gold dime, quarter, or even a dollar 
would be too small for convenience; hence 
gold has been used for coins of large denomi¬ 
nations, and the cheaper silver for “change.” 
Because both gold and silver, particularly gold, 
are so soft that they wear considerably in use, 
they are mixed with alloys to make them 
harder. Metal coins arc used far less than they 
once were, except in the form of subsidiary and 
minor coins—half dollars, quarters, dimes, 
nickels, and pennies. Before World War II our 
nickels were made of copper, 75 per cent, and 
nickel, 25 per cent, and the pennies were 
mostly copper; but tlie war need for copper 
and nickel led to some substitution of other 
metals. Silver nickels and pennies would be 
too small for convenient use. Silver dollars still 
circulate to some extent, but gold has been 
withdrawn from circulation. 

Before 1933, although the gold dollar was 
not coined, it was “standard money” in the 
United States, the money to which other mon¬ 
eys were referred; that is, the value of other 
sfiver and paper moneys, none of which were 
worth their face value as commodities, was de- 
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fined, partly in the case of silver and wholly in 
the case of paper, by the fact that they could 
be exchanged for gold coins. It was on the 
foundation of gold that our superstructure of 
silver and paper money rested. This is to a cer¬ 
tain extent true even now, for the vast store of 
gold belonging to the government is presum¬ 
ably being held as the basis of our monetary 
system, even though the government will not 
exchange it for other moneys as it formerly did. 

The early metal coins were sometimes 
“clipped” and “sweated” so that they were no 
longer of their original sizes. “Clipping” is the 
practice of cutting or shaving a little from 
coins, and “sweating” is the practice of plac¬ 
ing coins in a bag and shaking them to get the 
metal dust that collects in the bag. To make 
such practices more difficult, coins are milled 
at the edges and stamped on both sides. In 
modem times, the need for uniform and reli¬ 
able coins has forced the government of prac¬ 
tically every important nation to assume the 
prerogative of coinage; and counterfeiting or 
defacing coins is severely penalized. 

Prior to 1933, gold money in the United 
States was what is often called “full-bodied” 
money; that is, its value as a commodity was 
equal to its value as money. Anyone who had 
gold could bring it to the mint and sell it at 
the rate of 23.22 grains of fine gold for a dol¬ 
lar, and anyone who had a five-dollar gold coin 
could melt it and get five dollars' worth of gold 
—116.1 grains (23.22 X 5). This equality of 
commodity value and money value was due to 
the policy of “free, gratuitous, and unrestricted 
coinage.” Coinage is free if the government 
stands ready to coin all the metal ofiFered. As 
long as our government stood ready to buy 
gold at the rate of one dollar for 23.22 grains 
of fine gold, with no charge for coinage, there 
could be no deviation from this ratio. Cold 
coins have not been in circulation since 1933, 
but the government still buys gold without re¬ 
striction, although it pays a dollar for only 
13.714 grains of fine gold. To put this another 
way, the government now pays $35.00 per 
ounce for gold, whereas before 1933 it paid 
only $20.67. The gold purchased is kept as 
bullion. 

SUver, Silver coins have not been coined 
freely since 1373, when the silver dollar was 


dropped from the list of coins to be stmck. 
They have been coined under various acts of 
Congress, but there has been no provision for 
free coinage of unlimited amounts of silver, as 
there was for gold. The result is that neither 
silver dollars nor subsidiary coins—^half dol¬ 
lars, quarters, and dimes—^have been worth 
their face value as bullion; in fact, the subsid¬ 
iary coins fall short more than the dollar, be¬ 
cause since 1853 their fractional relation to 
the dollar has been reduced 7 per cent. That 
is, two fifty-cent pieces contain 7 per cent less 
silver than the dollar; and quarters and dimes 
are similarly debased. This reduction or de¬ 
basement became necessary when, following 
the discovery of gold in California and Aus¬ 
tralia, silver money of all kinds was being 
crowded out of circulation by the relatively 
plentiful and “cheap” gold, with the result 
that there was an inconvenient shortage of sil¬ 
ver change for small purchases. Subsidiary 
coins, and nickels and pennies, are struck 
by the government only in such amounts as 
business calls for. Since the metals cost less 
than the face value of the coins, the govern¬ 
ment makes a profit in coining them. 

When the government, in buying metal for 
coinage, charges the seller for the alloy metals 
used in coinage and for the coinage itself, it is 
said to be charging brassage; if it charges more 
than this, the charge it called seigniorage. The 
policy of the United States government has 
generally been free and gratuitous coinage, 
that is, not even brassage is charged; but in 
France seigniorage has often been collected. 
Such charges are important in relation to bi¬ 
metallism, as we shall see later. 


Money in Circulation, as of December 31, 1945 
(In millions of dollars) 


Gold certificates 

$ 51 

Federal Reserve notes 

24,388 

Treasury currency 

4,075 

Standard silver dollars 

136 

Silver bullion 

. , 

Silver certificates and Treasury notes 


of 1890 

1,873 

Subsidiary silver coins 

832 

Minor coins 

807 

United States notes 

316 

Federal Reserve bank notes 

494 

National bank notes 

117 
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Paper money 

Representative money. Paper money, now 
far more common than it used to be, is classi¬ 
fied as follows: representative money, govern¬ 
ment notes, and bank notes. Before 1933 we 
had two forms of representative money—gold 
certificates and silver certificates. These paper 
moneys certified that gold or silver coins of 
stated denomination were deposited in the 
Treasury and would be paid to the bearer on 
demand, the paper certificates being used in¬ 
stead of the gold and silver coins because they 
were more convenient to carry and because 
they saved wear on the coins. Silver certificates 
are still used, but gold certificates (yellow¬ 
backs) were retired from circulation in 1933, 
along with gold coins. (It will be remembered 
that the murderer of the Lindbergh baby was 
apprehended when he tried to circulate a gold 
certificate.) The use of representative paper 
money raises no serious monetary problems. 
In the case of gold certificates, there can be no 
danger of overissue, insuflBcient backing, or un¬ 
soundness in any respect; and there can be 
little danger in the case of silver certificates, 
although there is an element of credit in them, 
since there is much less than a dollar’s worth 
of silver behind a dollar certificate. The gov¬ 
ernment makes a small profit from the use of 
representative money because a small amount 
of the paper is lost or destroyed every year; 
thus the coins—or the uncoined bullion—are 
left in the Treasury with no claims against 
them. 

Government notes. Government notes are 
promises of the government to pay a certain 
amount to the bearer, the promises being 
backed by a gold reserve. They have often 
been issued in time of war when taxes and 
loans were insuflBcient to pay war costs. Dur¬ 
ing the Civil War a considerable amount of 
“greenbacks” were issued, of which only a few 
are still in circulation. They should never have 
been issued, for they were one of the causes of 
the rise in prices during the later years of that 
war—as is always true of government note is¬ 
sues to pay for a war. 

Federal Reserve notes should perhaps also 
be classed as government notes since they are 
issued by the Federal Reserve banks, which 
may be considered government institutions, 
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and since they are redeemable in la\vful money 
—but not in gold—at the federal Treasury or 
at any Federal Reserve bank. These notes are 
backed by gold certificates to at least 25 per 
cent of their face value, and for the remainder 
of their face value by government bonds or by 
commercial paper—notes, discounts, and other 
such paper. In their provision for backing, 
these notes are unlike the greenbacks, which 
were at first merely government promises to 
pay, and later (1879) were backed by a gold 
reserve of a little over 150 million dollars. From 
the above table it may be noted that the Fed¬ 
eral Reserve notes constitute much more than 
half of the money circulating in this country. 

Federal Reserve bank notes are like the Fed¬ 
eral Reserve notes in being issued by the Fed¬ 
eral Reserve banks and in being redeemable in 
lawful money at the Treasury; but they are 
backed by government bonds, like national 
bank notes, or by approved commercial paper 
up to 90 per cent of their face value. The few 
hundred million still outstanding are being 
taken out of circulation. 

Convertibility of paper money. Paper 
money may or may not be convertible into 
gold or silver. Between 1879, when green¬ 
backs were declared convertible, and 1933, 
w^hen gold was withdrawn from general circu¬ 
lation, all the paper moneys in the United 
States were convertible into gold, directly or 
indirectly. There was not enough gold to re¬ 
deem all the paper money at once, but as long 
as people generally had confidence in the mon¬ 
etary system, not much paper money was pre¬ 
sented for redemption. As a matter of fact, the 
gold reserve sank so low in the early 'nineties 
that there was some doubt whether the gov¬ 
ernment would be able to continue redeeming 
greenbacks, and large amounts of them were 
presented for redemption; but the government 
was able to maintain convertibility. 

Bank notes. Bank notes, at one time an 
important element in our monetary system, 
represent something diflFerent from govern¬ 
ment notes. During much of the period before 
the Civil War, state and private banks, sub¬ 
ject to little or no regulation, issued vast 
amounts of “wildcat” currency, much of it with 
scant backing of any sort, some of it worthless 
when the &st business depression struck. 
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There were so many issues of different values 
that businessmen often carried little books con- 
taining late quotations on the value of the notes 
of different banks. When the National Bank¬ 
ing System was established in 1863, a prohib¬ 
itive tax was put on the issue of notes by state 
banks, and the national banks were authorized 
to issue notes. These national bank notes are 
fully backed by United States bonds, the gov¬ 
ernment guarantees the payment of the notes 
in lawful money, and there is a redemption 
fund of 5 per cent of the face value of the 
notes in the Treasury at Washington—a fund 
formerly in gold, but now in ‘lawful money*' 
—^for current redemption of such notes as may 
be presented for payment. Although there is 
no question as to the soundness of our national 
bank notes, the government has retired all but 
123 million of them, and the present plan is 
to retire them all. Their place is being taken 
largely by Federal Reserve notes. 

That notes issued by privately owned banks 
should be used as money seems rather strange. 
When bank notes are backed by government 
bonds as national bank notes are, they are of 
course sound; in fact, our national bank notes 
were originally a device to provide a market 
for government bonds. The privately issued 
bank notes represented merely the debts 
of the banks. The use of such debts as money 
is doubtless explained by the fact that the 
frontier states were not yet wealthy enough to 
afford good sound gold or silver money, and 
by the fact that the frontiersmen were gener¬ 
ally ignorant of monetary principles. At any 
rate, in the issue of paper money as in so many 
economic activities, we see a shift from private 
enterprise to government intervention and fi¬ 
nally to government activity. In less than a 
century, the issuance of notes shifted from pri¬ 
vately owned and managed state and private 
banks to closely regulated banks, and finally to 
virtual government agencies, the Federal Re¬ 
serve banks. 

Bank deposits 

Bank deposits do not fit all the requirements 
of money, because the checks drawn on de¬ 
posits do not circulate freely; but they are 
often classified as money because they are the 
means of making most payments—more than 
90 per cent of the total dollar volume. They 


will be discussed more fully in the next chap¬ 
ter; but for the present we may state that in 
times of normal business activity most depos¬ 
its represent credit, loam to the depositors. 
When a man borrows $1000 from his bank, 
the bank ordinarily creates a deposit of $1000 
in his favor, in return for which the borrower 
makes out a note to the bank. The immediate 
effect of the transaction is to create two debts 
—^the debt represented by the deposit, which 
is now payable to the borrower, and the debt 
represented by the note, payable to the bank. 
The deposit, through the use of checks, be¬ 
comes money which may be used in making 
payments. The deposit is similar to a bank 
note, which is also a debt of the bank. As in 
the case of a bank note, “deposit” money is 
created by a privately owned bank; that is, the 
money represents the debt of the bank. The 
supply of deposit money is regulated not by 
the government (except within broad limits, 
as we shall presently see), but by the bankers, 
by their willingness and opportunities to make 
loans. If a private individual “makes” a silver 
certificate or a silver dollar, he is counterfeit¬ 
ing and is sent to the penitentiary; but banks 
create money—deposit money—all the time, 
and destroy it at will by calling in loans and 
restricting deposits. The significance of this 
will be apparent later. During World War II, 
it may be noted, the banks lent more to the 
government than to individual businessmen, 
and most of the bank deposits represented 
these war loans. 

Inconvertible paper money and inflation 

Inconvertible or fiat money is money which 
cannot be converted into gold or, in the case 
of countries on a silver standard, into silver. 
The paper money of the United States is now 
fiat, although until very recently the govern¬ 
ment had more than enough gold to redeem it 
at any time. In such a situation, inconvertible 
paper money offers little danger. When, how¬ 
ever, a government with an inadequate re¬ 
serve of gold or silver, particularly one that is 
already in a weak financial position, issues in¬ 
convertible paper money, there is always dan¬ 
ger that it may issue so much as to bring on a 
disastrous inflation of prices. This has often 
happened in wartime. A government at war, 
unwilling or unable to raise enough by taxa- 
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tion to pay the heavy expenses of war, has 
often resorted to printing paper money for this 
purpose. This is hard to halt, for as more 
money is printed, prices rise, and as prices 
rise, war supplies cost more and more money 
must bo printed, until the upward spiral is 
stopped either by the termination of the war 
or by the money's decline to complete worth¬ 
lessness. The colonies often resorted to the 
printing press to pay government expenses, as 
did also the Continental Congress and the 
colonies in the Revolutionary War. '‘Not 
worth a Continental ’ is a phrase suggestive of 
the final value of this paper—^Icss than one 
cent on the dollar. During the War of 1812 
the process was repeated on a less extravagant 
scale, and again during the Civil War the fed¬ 
eral government issued paper which di'clined 
to less than half its face value in gold, the 
Confederate paper was never redeemed. One 
of the advantages of convertibility is that if 
the government is required to back the paper 
with metal, it is not likely to issue excessive 
amounts. 

Inconvertible paper money issued by a gov¬ 
ernment in a sound fiscal position and properly 
restricted in amount, may be a perfectly ac¬ 
ceptable form of money if the people have 
confidence in it. For the present, our incon¬ 
vertible paper is sound and satisfactory; but if 
the government should prove unable to bal¬ 
ance its budget for many years and the federal 
debt rose to a point where its final payment 
was highly doubtful, the government might 
conceivably resort to paper inflation, as Ger¬ 
many did in 1923. No government embarks 
upon such a policy in ignorance of the tragic 
consequences of a runaway inflation; history 
records many such disastrous episodes, and 
few public officials are unaware of the grave 
dangers involved. But a government which is 
unable to meet its expenses by taxation some¬ 
times resorts to this policy, usually not until it 
has first tried to raise money by borrowing— 
issuing bonds. If its financial position is noto¬ 
riously unsound, however, the bonds may be 
hard to sell, and paper money thus becomes 
the last desperate recourse. 

Debasement of metal currencies 

Inflation has often come by other means 
than the issue of paper money. In medieval 


times it was frequently the result of debase¬ 
ment of the currency —an increase in the per¬ 
centage of alloy used in metal coins. By in¬ 
creasing this percentage, the king could make 
more coins and use part of them, in lieu of 
taxes, to pay government exp^^nscs. Like the 
issue of paper money, this debasement was 
likely to become progressive and was very dif¬ 
ficult to stop; the result was rising prices and 
ultimate worthlessness of the coins. In France, 
particularly during the reign of Philip the Fair, 
there was much complaint of the people’s stub¬ 
bornness in refusing to accept the debased 
coins; on the other hand, one of the greatest 
achievements of Queen Elizabeth was the es¬ 
tablishment and maintenance of sound money. 
Henry VIII, buidened with the expenses of 
his many marital ventures, had never been able 
to do this and had resorted to debasement on 
various occasions. Far different in purpose 
from the debasement of medieval times was 
the debasement of the United States gold dol¬ 
lar in 1933, by reducing its gold content from 
25.8 grains of nine-tenths fine gold to 15% ^ 
grains. Here the purpose was to raise prices, 
but the effect was the same as if the gold dol¬ 
lar had remained at 25.8 grains gross weight, 
and the difference between the gross weight 
and 15% j grains had been made up of baser 
metals. 

The gold standard 

A country is said to be on the gold standard 
when the standard money into which all other 
moneys may be freely converted is gold, and 
gold is “legal tender” for payment of all obli¬ 
gations—that is, it must be accepted in pay¬ 
ment of obligations—when it is bought and 
sold in any amount in a “free market” by the 
government, and is coined freely. England was 
on the gold standard actually from 1696 to 
1931, and officially from 1816 to 1931; in real¬ 
ity the United States was on the gold standard 
from 1879 to 1933, although the gold standard 
was not oflBcially adopted until 1900. 

The gold standard proved fairly satisfactory 
for more than half a century. Gold is about as 
stable in value as any metal. Its production 
varies considerably, and its value varies some¬ 
what with production but by no means in pro¬ 
portion to production. When the gold mines of 
the Americas were first exploited in the six- 
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teenth century the vast increase in production 
raised prices in Europe 200 to 300 per cent; 
similarly, the Californian and Australian gold 
discoveries (1848 and 1851) increased the 
production of this metal several hundred per 
cent within a few years, with a consequent 
considerable rise in tiie price level. The United 
States was officially on a bimetallic and not on 
the gold standard at the time, but gold was 
practically the only metal in circulation. Again 
in the period beginning about 1891, the dis¬ 
covery of gold in the Klondike and in South 
Africa brought production up greatly, with re¬ 
sulting rising prices, recognized by the people 
as the “high cost of living.” In periods of de¬ 
clining gold production or even stationary pro¬ 
duction, on the other hand, prices have often 
declined. This was the situation from 1873 to 
1896. The production of silver has varied quite 
as much as that of gold, and most of the peo¬ 
ple of the world have long had a general pref¬ 
erence for gold. 

Not only has gold preserved fair stability in 
value. As long as it was used as a standard 
money by nearly all countries (from the 'sev¬ 
enties imtil the First World War), it served 
admirably for international payments of all 
kinds, for adjustments of international trade, 
and for the equalization of the price levels of 
the different countries. The gold standard was 
automatic in operation, called for little govern¬ 
ment intervention, and provided a solid basis 
for business confidence. It is not certain that 
a better standard will ever be found. 

Bimetallism 

During most of the nineteenth century many 
nations were experimenting with bimetallism, 
the use of both gold and silver, A bimetallic 
system involves two essential conditions: (1) 
the free and imlimited coinage of both gold 
and silver at a fixed ratio pf the weights of the 
two coins, and (2) full legal tender of both 
coins at this ratio. Under a bimetallic system 
with the ratio fixed at say 30 to 1, the govern¬ 
ment would pay thirty times as much for gold 
as for silver, would buy either metal at this ra¬ 
tio, and would coin both of them for circula¬ 
tion. 

Bimetallism has usually been advocated in 
periods of declining prices as a means of keep¬ 
ing prices up by increasing the supply of 


money; but we are no longer on a metal mon¬ 
etary standard and bimetallism is therefore of 
only historic importance. The history of bi¬ 
metallism aflFords many illustrations of the 
great monetary principle known as Greshams 
law, which is often incorrectly stated; Cheap 
money drives out dear money. In the operation 
of bimetallism, however, this law should be 
expressed more specifically, as follows: The 
metal which is overvalued at the mint tends 
to drive out of circulation the metal which 
is undervalued at the mint. 

Monetary history of the United States 

Alexander Hamilton, the first Secretary of 
the Treasury, set up a bimetallic standard for 
the United States in 1792, with a ratio of 15 
to 1. This was very near the market ratio at 
the time, but the market ratio soon veered 
higher, to about 1532 to 1, with the result that 
gold, valued more highly in the market than 
in the mint, flowed largely to European gold 
markets rather than to the mint. This tendency 
was further emphasized when Napoleon estab¬ 
lished bimetallism in France in 1803, with a 
nominal ratio of 1532 to 1 (actually, because 
of the seigniorage charged, about 15.67 to 1). 
The United States government was having 
great difficulty in keeping even the silver dol¬ 
lars in circulation, for in accordance with 
Greshams law, silver dollars, and fractional 
silver coins as well, were being taken to the 
West Indies, where they were accepted by the 
people as readily as their own heavier silver 
coins; but even if the financial position of the 
new country had been otherwise sound, it 
would have been impossible to attract much 
gold to the United States mint when the 
French mint valued it more highly. Jefferson 
stopped the coinage of silver dollars in 1806, 
but this did not provide an adequate mone¬ 
tary system. 

Finally, in 1834 and 1837, Congress in its 
wisdom changed the ratio to 16 to 1, which 
was higher than either the market ratio or the 
mint ratio in France and India. In France the 
nominal ratio was still 1532 to 1 (the actual ra¬ 
tio was about 15.67 to 1). This overvaluation 
of gold, or undervaluation of silver, brought 
gold to the mint, but, in accordance with 
Gresham s law, silver flowed mostly into the 
market and to foreign mints. Again bimetal- 
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lism was not working well, for our currency 
now was almost all gold. Gold tended even 
m 9 re strongly to drive silver out when the gold 
discovery in California in 1848 brought the 
market value of gold even lower, and so made 
it even more overvalued at the mint. Lack of 
silver dollars would perhaps not have been an 
intolerable hardship, but lack of subsidiary sil¬ 
ver coins was a great inconvenience to the peo¬ 
ple, and in 1853 Congress debased these coins 
about 7 per cent to keep them in circulation. 

Eight years after this the Civil War began, 
and both the northern and the southern gov¬ 
ernments issued so much paper that gold and 
silver were driven out of circulation, most of 
our supplies going to Europe; but our official 
monetary system was still bimetallic. In 1873, 
while greenbacks still served as our common 
money, the standard silver dollar was omitted 
from the list of coins to be struck, thus prac¬ 
tically putting the country on a nominal gold 
standard—^nominal because actually we were 
on a paper standard until 1879, when conver¬ 
sion of paper into gold was resumed. The Act 
of 1873, later called the “Ciime of 1873” by 
silver producers, did authorize the coinage of 
an extra-size silver dollar known as a “trade 
dollar,” but it was dropped three years later. 

The period of about thirty years following 
the Civil War was one of generally fulling 
prices, of distress for debtor classes, particu¬ 
larly fanners in the Middle West who had 
mortgages on their farms, and of continuous 
efforts on the part of the debtor classes 
and western silver miners to return to 
bimetallism in order that there might be more 
money, steadier prices, and a market for silver. 
Farmers who had mortgaged their farms in the 
early "seventies found that as the price level 
tumbled they had to pay their interest and 
perhaps their debts in money of greater pur¬ 
chasing power, and many lost their farms. Un¬ 
fortunately for the silver miners, silver was 
dropped about the time that production began 
a dramatic recovery, and the price of the metal 
soon began to fall. 

Other events conspired to cheapen silver. In 
the first place, many European countries— 
Germany was the first—dropped silver during 
the "seventies and adopted the gold standard. 
Thus, important markets—the mints of some 
European nations and of the United States— 


were closed to the white metal. In the second 
place, the production of gold, which had risen 
rapidly between 1850 and 1870, declined in 
the "seventies and did not regain the earlier 
level until 1890. Production was not adequate 
to keep the price level up, and as a result the 
prices of all commodities, including silver, 
which was now only a commodity, declined. 

Thus the country practically adopted the 
gold standard about the time that gold pro¬ 
duction began to decline and prices staited 
their long slide to the low levels of 1896. The 
monetary history from 1873 to 1900 is the 
story of the compromises between the debtors 
and miners, with their campaign for bimetal¬ 
lism, and the sound money advocates. In 1878 
the Bland-Allison Act, the first compromise 
legislation, provided not for free and unlim¬ 
ited coinage of silver, but for the coinage of 
from two to four million silver dollars per 
month, the coins to be full legal tender. The 
price of silver continued to decline, however, 
and the general price level continued its zig¬ 
zag course downward. Whether the new silver 
dollars increased the total amount of money in 
circulation or not is not certain. So great was 
the general suspicion regarding their sound¬ 
ness that it was difficult to put them into cir¬ 
culation; and once in circulation, they tended 
to displace gold in accordance with Gresham’s 
law. The country was drifting toward a silver 
standard. Yet in 1890, after two international 
conferences had failed to secure any interna¬ 
tional agreement on bimetallism, another com¬ 
promise act, the Sherman Act, was passed. 
This provided for the purchase of 4.5 million 
ounces of silver monthly, to be paid for in 
legal tender treasury notes. In the three years 
that this act was in force, enough silver was 
bought to coin 218 million dollars. 

Gold production was still low; prices were 
declining; debtors were rebellious; a new in¬ 
flation party, the Populist party, arose in the 
agricultural states of the Middle West; and the 
silver producers were dissatisfied. The eco¬ 
nomic condition of the country was bad, and 
leaders in both parties in Congress really 
leaned toward bimetallism. It seemed that gold 
production was inadequate to maintain a 
steady price level, and that prosperous busi¬ 
ness conditions could not be maintained if this 
level declined persistently. Yet the new silver 
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dollars were driving gold out of circulation, 
the Treasury’s gold reserve was falling as mil¬ 
lions were exported to Europe; and many peo¬ 
ple, particularly the powerful creditor interests 
in the eastern cities, were gravely apprehensive 
of the strong drift toward a silver standard. 
The year 1891 was one of great prosperity, 
with abundant crops here and, happily for us, 
poor harvests in Europe, and this postponed 
the coming crash; but in 1892 and 1893, eco¬ 
nomic conditions turned desperately bad, and 
gold again started to flow out of the country 
in such quantities that in 1893, soon after 
President Cleveland took office, the Treasury’s 
gold reserve fell below $100,000,000. This 
brought widespread fear that some of our pa¬ 
per money would be redeemed in the steadily 
cheapening silver and that the country would 
shift to a silver standard. The United States 
was soon in a very serious financial and eco¬ 
nomic depression. 

Most of the men in Congress doubtless be¬ 
lieved that the price level ought to be raised 
and that this could not be accomplished as 
long as we were on the gold standard; but 
Cleveland, who belonged to the so-called 
"sound money” wing of the Democratic party, 
promptly called Congress together and insisted 
on the repeal of the Sherman Act. The cessa¬ 
tion of silver purchases which followed repeal 
did stop gold exports for a short time, but they 
were resumed a year later, prices continued to 
decline, and business remained stagnant. 

This was the general situation in 1896 when 
William Jennings Bryan, the peerless orator of 
Nebraska, ran for the Presidency on a plat¬ 
form calling for "free silver”—bimetallism— 
at a ratio of 16 to 1. In his own state and 
throughout the debtor farming sections of the 
West, Bryan saw farmers struggling with debts 
whose burden had been steadily increasing as 
the price level declined—as the value of money 
increased—^and he insisted that the country 
must have more plentiful money and higher 
prices. He carried on a tireless campaign but 
lost the election to McKinley, who, although 
formerly an advocate of bimetallism, was run¬ 
ning on a sound money platform. Bryan had 
the support of most western farmers, of silver 
producers, and of inflationists generally; but 
against him were arrayed the powerful bank¬ 
ing and creditor interests, most of the tariflF* 


protected interests, which feared the free-trade 
leanings of the Democratic party, and most of 
the important newspapers—a combination 
which until recent years has usually been in¬ 
vincible in American politics. 

So the country was to hang on the "cross of 
gold” for at least four more years; but the cross 
did not prove so uncomfortable, for the forces 
which were to bring rising prices and prosper¬ 
ity were even then at work. Already in 1891 
the production of gold had begun a spectacu¬ 
lar increase which in the summer of 1896 
started prices upward in a rise which was to 
continue until 1920; and in 1900 the gold 
standard was formally adopted. Debtors were 
contented, silver producers were doing a little 
better, and business was generally good. It ap¬ 
peared that Bryan had been wholly wrong. 
But he was not altogether wrong in his analy¬ 
sis of the situation which existed at the time he 
was campaigning and had existed for twenty- 
three years before that. The United States suf¬ 
fered greatly during those years of falling 
prices, and countries that used silver were able 
to maintain a steadier price level. Bryan did 
not foresee that the rising output of gold would 
bring the higher prices that he sought, and he 
was wrong in believing that it would have 
been possible to maintain bimetallism at a ra¬ 
tio of 16 to 1. The market ratio was nearly 34 
to 1, and a mint ratio of 16 to 1 would have 
brought only silver to the mint. 

The era of rising prices was satisfactory to 
most classes for some years, but finally the rise 
brought what was called a "high cost of liv¬ 
ing” and with it, various schemes to keep prices 
from rising so fast. The most publicized of 
these schemes, Irving Fisher’s "compensated 
dollar,” will be discussed in a later chapter. A 
precipitous price decline in 1920, following 
World War I, ushered in another long period 
of falling prices which again brought com¬ 
plaints from debtors, silver producers, and 
various other classes that suffered from thd 
stagnation of business. Again, as in the ’sev¬ 
enties and ’eighties, there was widespread de¬ 
mand for inflation, "reflation”—anything that 
would start prices up and restore prosperity. 
This time the forces demanding monetary 
change were too strong to be denied; and in 
1933 and 1934, the government, under the ag¬ 
gressive leadership of President Franklin D. 
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Roosevelt, adopted a rather complicated series 
of measures which resulted in the practical 
abandonment of the gold standard, the reduc¬ 
tion of the gold dollar from 23.22 grains of 
fine gold to 13.714 grains, the withdrawal of 
gold from circulation and the prohibition of 
all private hoarding, and the purchase of both 
gold and silver at far above what had been 
world market prices. 

Our present monetary system 

The United Stater now does not have a gold 
standard, although more than 20 billions of 
the metal are stored in government vaults, it 
does not have bimetallism, allhough vast 
amounts of silver have been bought at home 
and abroad and stored away. It has what may 
be termed a paper standard heavily backed by 
gold and silver, often called a ‘managed cur¬ 
rency.” Or, viewing the vast hoard of 
gold and silver and the zeal with which 
the government is adding to it, wc might 
perhaps say that we have a “hypothetical, 
psychological gold standard.” To many econo¬ 
mists the whole system seems crazy. What 
is the point of keeping a hoard of 20 
billions’ worth of gold? The interest on 
the amount invested, at only 2 per cent. 


represents an annual loss of 400 millions. 
What is the point of buying the world output 
of gold at a price far above what it is worth, 
when we already have too much? What is the 
point of buying silver and storing it away in 
vaults? Here the answer is that the western 
silver producers form such a powerful bloc 
that they cannot be denied. It is true that 
during the war we lost some gold to other 
countries, but it is not certain that this outflow 
will continue. 

Yet the government, to use a common 
phrase, “has a bear hy the tail.” If it stopped 
the purchase of gold or reduced the price paid, 
the market price would fall drastically, and the 
value of our twcnty-billion-dollar hoard would 
depreciate sharply—perhaps as much as seven 
or eight billion dollars. We could not sell the 
gold to the impoverished nations of Europe, 
for they could not afford to pay us for it in 
goods, and some of them are learning to get 
along without gold. It is highly doubtful 
whether most of the world will ever go back 
to the gold standard. There is one consolation 
—gold is beautiful and it keeps well. Perhaps 
the government will open the vaults some day 
and let the people see the sight; as a sight it 
should be worth something! 


QUESTIONS 

1. What are the functions of money? Why is coinage a prerogative of the government every¬ 
where? Is this not a step toward socialism? 

2. Why is gold better as a standard money than steel, platinum, copper, radium, wheat, or 
tobacco? 

3. Between 1918 and 1920 many gold mines in the West were closed down; during 1933 to 
1936, some of these were operating again. Why? 

4. In the long run the value of gold, like that of any other commodity, is detennined by de¬ 
mand and supply. For what two main purposes is gold demanded? 

5. If the market value of the metal in the nickel, dime, quarter, and half dollar rose above 
their face value, what public inconvenience would result? When, in our history, did this 
situation arise? 

6. In what periods of our history did the gold dollar serve badly as a standard of deferred 
payments? 

7. Barter, though earlier in history than buying and selling, is in some ways more intricate. 
Explain. 

8. Which of the following may be called money: a three-cent stamp, a silver certificate, a 
bank draft, a check, an ounce of gold, a gold certificate? 

9. Trace the developments by which the issue of metallic money and paper money, which be¬ 
gan as a private function, became a purely government function. 

10. When the gold dollar was our standard money, what control did the government have over 
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the supply? How was the supply of gold dollars determined? What determines the supply of 
money, in its broad sense, today? 

11. Why were people willing to accept the notes of banks (which represent mere debts of the 
banks) as money before the Civil War? Were the national bank notes any different in charac¬ 
ter after the Civil War? 

12. What are the essential conditions of bimetallism? During what period of our history did we 
nominally have a bimetallic standard? When in our history were both metals actually in 
circulation? Why is our record no better? 

13. When Bryan was campaigning for bimetallism at 16 to 1 in 1896, the factor that was to 
bring higher prices was already at work. What was that factor? 

14. Name the different kinds of paper money. Would you hesitate to take any of them in pay¬ 
ment of a debt? Since none of them is redeemable in gold, of what use is the gold hoard? 

15. How can other nations return to the gold standard when we buy gold at a price that they 
cannot meet in the world gold markets? 

16. What would you call our present monetary system: gold standard, bimetallic standard, fiat 
paper standard, ‘managed currency,'* or something else? Is gold an important element in it? 

17. The government has some 20 billion dollars' worth of gold stored in vaults. What did it pay 
for this gold? At 2 per cent interest, what does it cost to hold it in storage? Would it be 
wise to buy 10 billion dollars' worth of goods from other countries with about half of it? 



Chapter 20. 


Credit, Banking, and 
Finance 


Rags make paper, paper makes money; money makes banks; 
banks make loans; loans make poverty; poverty makes rags. 

—Jacob Coxey, of Coxeys Army 


Credit and debt 

Credit may be defined as the power to se¬ 
cure present money or goods or services on the 
promise of returning a future equivalent Usu¬ 
ally it is extended in the form of money or a 
bank deposit, but it might take the form of 
goods or services. Even if the loan is in money 
immediately, it is usually goods or services 
that are really wanted. Credit is debt, looked 
at from a diflFerent angle; and as debt it has 
had a rather bad reputation for some centuries 
because of its habit of stealing the poor man s 
mortgaged homestead or, in an earlier period, 
of reducing the borrower to slavery. The use 
of credit runs back to early history, for it was 
apparently common at the time of Hammurabi 
about four thousand years ago. In ancient 
times, as in some primitive societies of recent 
times, the debtor who defaulted in his pay¬ 
ment became a slave. In the later Middle Ages, 
slavery was superseded by imprisonment, 
which persisted well into the nineteenth cen¬ 
tury. In his Pickwick Papers and in Little Dor- 
lit, Dickens pictures well the distress arising 
from imprisonment for debt. In modem times 
the debtor is not reduced to slavery or impris¬ 


onment, but he not infrequently loses much or 
all of his property. As Carver once said: 
“Credit is a useful instrument: so is a buzz 
saw.'' 

Any credit transaction is based on confi¬ 
dence in the ability and willingness of the bor¬ 
rower to repay the loan, the confidence rest¬ 
ing on his assumed integrity, on his ownership 
of sufficient wealth so that he can be forced to 
pay, on a mortgage, or perhaps on the “hy¬ 
pothecation" of collateral —^bonds, stocks, or 
other valuable assets—^with the lender to guar¬ 
antee payment. As a result of the business un¬ 
certainty following the Great Depression, loans 
based only on integrity are relatively less com¬ 
mon tlian they once were. 

Wide prevalence of credit 

Creit, or debt, is widely prevalent in the 
modem world, more so than most people real¬ 
ize. The federal government, most of the state 
and local governments, a great many fanners, 
home owners, and businessmen are heavily in 
debt; most of the railroads and public utilities 
and many of the great industrial corporations 
have large amounts of bonds outstanding, 
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which represent debt owed to the bondhold¬ 
ers. Goods are often sold on credit too, and 
there is an element of credit, or debt, in a vast 
number of common transactions: in life insur¬ 
ance, where the policyholder “owes” the in¬ 
surance company the amount of the premiums 
if he is to keep the policy in force, while the 
company is in debt to him for at least the sur¬ 
render value of the policy and for the face 
value when he dies; in accrued taxes not yet 
paid; in most salary contracts, when the em¬ 
ployee is paid at the end of the month, and 
therefore earns a growing credit from the time 
of one payment to the next; in corporation dis¬ 
bursements, for the corporation may earn prof¬ 
its steadily from day to day but ordinarily pays 
dividends only every three or six months, in 
the meantime owing the stockholders the 
amount it has earned since the last payment, 
or if it “plows back” its earnings, it may owe 
the stockholders indefinitely.^ 

Classification of credit 

Credit may be classified in different ways. 
A distinction may be drawn between produc¬ 
ers’ credit, used for productive operations, and 
consumers’ credit, used for the purchase of 
consumers’ goods. Most of the credit employed 
in modern times is used in productive business, 
and much of it is advanced by the banks. Banks 
have a general preference for producers’ loans 
because such loans are likely to increase the 
borrowers’ productive capacity and so provide 
the means of repayment. Loans to merchants 
to buy goods, to farmers to fatten cattle, to 
manufacturers to install machinery—such 
loans generally create new earning power out 
of which the loans may be repaid, although in 
ill-calculated ventures the results may be dis¬ 
appointing. Consumers’ credit, on the other 
hand—loans to buy pleasure automobiles, ra¬ 
dios, or fur coats—do not increase the borrow¬ 
ers’ productive or earning capacity and so do 
not provide the means of repayment. 

Producers' credit 

Serious evils may arise from the use even of 
producers’ credit. Many people are too opti¬ 
mistic when conditions are good, imable to re¬ 
alize how many kinds of disaster there are in 
the business world, how many ways of losing 


money. So generally is this true that one of the 
most important functions of a good banker is 
to prevent people from borrowing, or at any 
rate from borrowing too much. But many do 
borrow who should not, and many borrow too 
much; and the records of the personal trag¬ 
edies that result would fill a rather large col¬ 
lege library. Since debtors are generally per¬ 
sons of smaller means than creditors, over- 
extension of credit probably tends to increase 
inequalities of wealth. But debtors are not al¬ 
ways the ones who suffer in the lending busi¬ 
ness, for if the creditors are not secured in 
some way, they may find themselves trying 
vainly to collect debts which the debtors cheer¬ 
fully ignore. The bankruptcy laws are some¬ 
times used to defraud creditors. 

On the whole, however, producers’ credit 
probably adds to wealth in various ways. In 
tlie first place, it turns the control of produc¬ 
tive capital over to those who want to use it 
and presumably can do so most advanta¬ 
geously. The use of credit docs not directly and 
immediately increase the amount of produc¬ 
tive capital. A loan from an individual saver 
to a borrower merely shifts purchasing power, 
shifts control over existing productive capital 
from the lender to the borrower, who, if his 
calculation^ are sound, is in a position to use 
it to greater advantage. If credit were never 
used, those who have money savings would 
themselves have to use them in some way, per¬ 
haps by buying tangible property which they 
would then have to manage, while those who 
would like to borrow to expand their opera¬ 
tions would have to content themselves with 
the size of business that their own savings 
would finance. Some of them would doubtless 
be better off if they did this, but others go 
ahead faster because they can use credit. In 
the case of a bank loan, the borrower gains 
purchasing power, but the bank does not part 
with any purchasing power, because it merely 
creates the credit. 

Producers’ credit thus augments production 
by putting some productive capital in the 
hands of capable, energetic men earlier than 
they could secure such control otherwise. If 
credit were not available at all, industry would 
be almost altogether in the hands of well-es¬ 
tablished concerns which would be practically 


^ On the prevalence of debt in our modern economy, see Harry Scherman, The Promises Men Live By. 
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the only source of funds with which to estab¬ 
lish new enterprises; and the spirit of business 
would very likely be unprogressive. A young 
man, however able and energetic, could not 
well save enough out of his salary to establish 
a considerable business until fairly late in life, 
perhaps after he has passed the peak of his 
energies. But through the use of credit, if he 
has some savings of his own and can convince 
the banker of his ability and integrity, he may 
be able to get a good start early in life and go 
ahead much faster than he could have other¬ 
wise. Some bankers are very shrewd in their 
judgment of businessmen’s abilities, and it has 
been one of their functions to pick out the able 
men and hasten their rise to importance by 
advances of credit; but this function is less im¬ 
portant now than it once was, for in recent 
years bankers have been less inclined to ex¬ 
tend credit on personal qualities. Credit used 
in this way thus permits able young men to 
assume sooner the position in business for 
which their abilities fit them, and therefore it 
makes the business world more dynamic and 
probably it also makes industry more pro¬ 
ductive. 

In the second place, producers’ credit may 
provide productive use for the savings of peo¬ 
ple who do not themselves wish to engage in 
productive enterprises. In order that wealth 
shall be created, there must be savings—^an 
excess of production over consumption—and 
the productive investment and use of those 
savings. These functions may be combined in 
one person, as in the case of a farmer who 
saves and invests his savings in better farm 
equipment, or they may be performed by dif^ 
ferent individuals; but less would be saved if 
savers could not lend, and there would be less 
wealth. 

Producers’ credit, in the third place, prob¬ 
ably increases production and wealth by fa¬ 
cilitating the organization of large business 
undertakings. It is true that some such under¬ 
takings have borrowed too freely. The rail¬ 
roads and public utilities have too much of 
their capital structure in the form of bonds— 
debt—^and as a result are pften in trouble, just 
like small borrowers. On the whole, however, 
it is probable that the use of productive credit 
has increased production in this way, and 
therefore has added to wealth. 


Consumers’ credit 

Consumers’ credit is a horse of a diflFerent 
color. Many of the loans of medieval times 
were consumers’ loans, advanced to people in 
dire distress and with dire results; and even 
today there are some such loans, usually car¬ 
rying very high interest rates and secured by 
chattel mortgages. Loans on installment pay¬ 
ments, many of them for the purchase of auto¬ 
mobiles, radios, furniture, clothing, and other 
c'onsumers’ goods, have grown rapidly in re¬ 
cent years, and at times have reached a total 
of 9 billion dollars. Wise people seldom resort 
to installment k^ans, because wise people are 
afraid of any sr^rt of debt and because the rate 
of iiiterest is generally extremely high—^from 
12 to 20 per cent. Furthermore, buyers are in 
a much better position to judge whether a 
tiling is worth buying if they pay cash than if 
they make a “small payment down” and pay a 
“small amount each month.” A man who looks 
at a new refrigerator and then looks at his $175 
is weighing the relative importance of the two 
things between which he must choose. If he 
decides that the refrigerator is worth more 
than $175, he can buy safely; if he concludes 
that it is not worth $175 to him, he will not 
buy. But if he is comparing the refrigerator 
with “$25 down and a small payment each 
month,” he loses his perspective. He may even 
have half a notion that the refrigerator costs 
only a little more than $25, and that the “small 
payments” will somehow take care of them¬ 
selves; or he muv have a vague hope that he 
will soon get a raise in salary or perhaps find 
a pot of gold under the cellar steps. At any 
rate, he is not making the right comparison, 
which is between the refrigerator and his $175. 
So installment credit tends to encourage over¬ 
buying. 

It is sometimes assumed that consumers’ 
credit speeds up production by accelerating 
the purchase of goods, but as a general propo¬ 
sition this is an error. Through the use of 
credit, the borrower is indeed able to buy 
goods sooner than he could if he had to wait 
until he accumulated the necessary savings— 
in fact, borrowers in general can buy goods 
sooner than they could without the use of 
credit—but in a society which uses credit and 
is not increasing the amount of credit, there 
must be as many borrowers paying their debts 
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as there are borrowers receiving loans. Those 
who are paying their loans are of course 
obliged to restrict their purchases as much as 
the new borrowers are enlarging theirs; hence 
there is no net increase in purchasing. During 
the time that consumers’ credit is increasing, 
there is a greater demand for consumers’ goods 
than there would be if credit were not used; 
but in a period of depression, when borrowers 
are being forced to repay their loans, there is 
correspondingly less demand. If consumers 
never bought goods "on time” but always ac¬ 
cumulated enough cash to buy what they 
wanted, they would buy the goods produced 
approximately as fast as they now do. In a 
perfectly functioning economic system, goods 
would be bought as fast as they could be pro¬ 
duced, regardless of whether credit was used 
or not. 

Credit and economic instability 

The use of commercial credit, both consum¬ 
ers’ and producers* credit, makes the economic 
system more unstable, more subject to extreme 
fluctuations than it would otherwise be. 
Through the use of consumers’ credit, particu¬ 
larly installment credit, consumers buy heav¬ 
ily in times of optimism, far more heavily than 
they could if they had to buy for cash. In a 
period of prosperity and optimism, credit rises 
sharply; then when a depression strikes and 
the demand for goods would be light anyhow, 
it is further restricted by the fact that consum¬ 
ers are obliged to make installment payments 
out of reduced incomes or lose the amounts 
already paid. Some of them manage to make 
their payments by skimping on the purchase 
of other goods; but others turn their radios, 
furniture, rugs, and automobiles back to the 
retailers or finance companies, thus liquidating 
the debt but adding to the supply of goods on 
an already oversupplied market. 

In somewhat the same way, credit makes 
productive business more unstable, for in times 
of prosperity and optimism many businessmen 
incur debts for the purchase of raw materials 
and merchandise or for the expansion or im¬ 
provement of plant; and in depression times 
the repayment of these loans makes necessary a 
sharp curtailment of expenses all along the 
line, and a consequent deepening of the de¬ 
pression. 


Other classifications of credit 

Credit may also be classified with respect to 
the time within which payment may be made; 
on this basis it is called short term, long term, 
and intermediate. For the purchase of raw ma¬ 
terials or merchandise, a businessman ordinar¬ 
ily secures short-term credit, running from one 
to six months, from a commercial bank. For 
building up a herd of cattle or buying a bunch 
of "feeder” cattle to fatten, a farmer may want 
intermediate credit that runs from six months 
to two or three years. For the purchase of a 
farm he usually has to have long-term credit 
running for at least five years and possibly 
much longer; some farm mortgage loans run 
as long as thirty years. Similarly, an industrial 
enterprise, in need of funds with which to fi¬ 
nance an expansion of plant, will secure long¬ 
term credit, perhaps by issuing bonds that run 
for five or ten years or even longer. 

Credit may be classified, finally, with re¬ 
spect to the agency providing it. This may be 
an individual money lender, a person who has 
more funds than he needs for his own uses. 
Most of the lending during the Middle Ages 
was done by individual money lenders, many 
of them Jews; and even today there is some of 
this type of credit, as for example loans among 
members of a family, and by "loan sharks” to 
necessitous borrowers who cannot get credit at 
a bank. Much credit is also extended by non¬ 
banking business concerns such as retailers and 
wholesalers and by great industrial firms, but 
much of this credit ultimately comes from 
banks. Some retailers regularly provide credit 
until the end of each month, and some sell on 
the installment plan, with payments to run a 
year or more. Wholesalers often extend credit 
to retailers in somewhat the same way that re¬ 
tailers do to customers. Recently some of the 
great industrial giants, like General Motors, 
have lent hundreds of millions in tlie New 
York "call” market, and insurance companies 
are heavy lenders on bonds and mortgages. 

Bank credit 

Credit may be extended by various types of 
banks and financial institutions. Most of the 
short-term commercial credit and some of the 
intermediate and long-term credit are provided 
by the banks. Finance companies handle vari¬ 
ous kinds of loans, on automobiles and other 
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chattels, which were once thought hardly 
proper for banks; but in recent years the banks 
have entered this field to some extent. Credit 
may also be provided, immediately by invest¬ 
ment banks, but finally by the investing public 
when these banks buy the bonds of a corpora¬ 
tion and sell them to the public. 

Credit extended by a commercial bank dif¬ 
fers fundamentally from credit advanced by an 
individual. An individual can lend only the 
amount of his own savings; but a bank does 
not have to limit its loans to the amount of its 
own or its depositors’ savings. With a given 
amount of cash reserves, it can lend several 
times as much in bank credit in the form of 
bank notes or bank deposits, in this way oper¬ 
ating as a ‘manufacturer of credit.” The man¬ 
ner in which this is done will be made clear in 
our discussion of banking. 

Development of banking 

The commercial banking business as we 
know it grew out of certain functions of the 
goldsmiths, in the late Middle Ages. Some 
goldsmiths had safes or vaults in which they 
kept the gold and silver which they used in 
their work; and to them the merchants brought 
their surplus gold and silver coins for safe¬ 
keeping, receiving in return receipts which en¬ 
titled them to the amount of coins they had 
deposited. In time the goldsmiths adopted the 
custom of issuing these receipts for ceitain 
standardized amounts of gold or silver, and 
later it became common practice for holders of 
such receipts to use them as money. The gold 
and silver remained in the goldsmiths’ vaults, 
but tlie receipts passed from hand to hand as 
money, although they had to be endorsed. Ex¬ 
cept for the need of endorsement, they were 
representative money like our gold and silver 
certificates. They did not increase the amount 
of money in circulation but merely circulated 
in place of the gold and silver coins, thus sav¬ 
ing wear and abrasion and some inconven¬ 
ience; but the depositors had to pay the gold¬ 
smiths for storing these coins. 

In time, some of the goldsmiths found a 
way to increase their profits by expanding the 
number of receipts above the amount of gold 
and silver actually in their vaults. Some gold 

* See Russel A. Dixon, Economic Institutions and 


and silver was brought in for storage from 
time to time and some was taken out, but sel¬ 
dom was there a demand for more than 10 per 
cent of the total at any one time; and the gold¬ 
smiths developed the practice of lending credit 
to merchants and traders in excess of the 
amount of gold and silver in their vaults, tak¬ 
ing mortgages on property owned by these 
men as security. All this enabled the gold¬ 
smiths to make larger profits, and it also in¬ 
creased the amount of purchasing power in 
th(' community, because the credit extended in 
this way was used as “money” in commercial 
transactions. In time the goldsmiths began 
also to issue their personal notes against their 
gold aiid silver deposits. These notes were 
payable in gold or silver, bore no interest, and 
passed from hand to hand without endorse¬ 
ment. Here were the fundamental functions of 
banking—blending, and creating credit—al¬ 
ready fairly well developed before modem 
banks were established.- 

Different kinds of banks 

There are a number of different kinds of 
banks: commercial banks—national and state 
—savings banks, investment banks, and trust 
companies. Commercial banks represent the 
banking business typically. Their characteris¬ 
tic functions, until very recently, were to pro¬ 
vide deposit checking facilities and make short¬ 
term loans to businessmen. Today they provide 
a variety of services for tlieir customers and 
also for others. By buying bonds they extend 
long-term credit to corporations and govern¬ 
ment units; they usually have connections 
through which, for a certain commission, they 
extend long-term mortgage credit, or tliey may 
lend some of their own funds; they commonly 
advise customers as to the investment of their 
savings, and in some cases sell them securities 
or mortgages, perhaps from their own hold¬ 
ings; they sell drafts and bills of exchanges and 
travelers’ checks; and many of theui provide 
their customers with safe-deposit boxes at a 
small rental. 

Savings banks do not accept ordinary chedc- 
ing accounts but confine their operations 
largely to taking care of the savings of people 
of small and moderate means. Accounta ia sisdl 

Cultural Change, pp. 120-'! 24. 
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banks may be withdrawn only on 30 to 90 
days* notice, and they draw a very moderate 
rate of interest, because these banks can invest 
only in conservative securities and mortgages 
under more or less strict regulation by the 
states. 

There are only a few investment hanks, in 
the large cities, but their business runs into 
big figures. Their function is to secure funds 
for large business concerns for permanent in¬ 
vestment. A business enterprise which wants 
additional funds for plant expansion or im¬ 
provement in equipment may issue 10 million 
dollars in stocks and sell them to an investment 
bank, say Morgan, Stanley & Company, or 
Kuhn, Loeb and Company, who in turn man¬ 
ages the sale of the stocks to the investing pub¬ 
lic. If the issue of securities is very large, the 
investment bank may invite other banks to 
participate and help sell the securities. 

Trust companies engage in many kinds of 
financial activities: ordinary commercial bank¬ 
ing, the care of savings, and insurance and safe 
deposit business. They also act typically as 
trustees; that is, they attend to the management 
of trust funds set up for philanthropic, charita¬ 
ble, educational, or private purposes. Some¬ 
times wealthy men create trust estates for their 
wives or children, the income to be paid to the 
heirs after the creator of the trust dies, and a 
trust company managing the investment of the 
funds and the payment of the income to the 
heirs. This is often a better way to provide for 
dependents than to bequeath money or prop¬ 
erty by will, because the officers of a trust 
company are generally better qualified to han¬ 
dle funds and property than a widow or chil¬ 
dren; yet trust companies have sometimes 
made costly mistakes in investments and have 
occasionally charged exorbitant fees for their 
services. In the growing importance of trust 
funds we see again that characteristic drift of 
our modern economy, already observed in the 
corporate form, the separation of property 
ownership from management. 

Functions of commercial banks 

The two main functions of the commercial 
banking system, as usually outlined, are (1) 
the money function, the providing of deposit 
money for convenience in making payments, 
and (2) the loan function, the providing of 


credit for borrowers. There is also a third func¬ 
tion, that of caring for savings, which the banks 
share with certain other agencies. 

The money function. The money function 
of commercial banks is the providing of money, 
the means of making payments, through bank 
notes or bank deposits. The issuance of notes 
is best known historically, for bank notes con¬ 
stituted much of the country*s monetary supply 
before the Civil War, and a considerable pro¬ 
portion thereafter. These notes were merely 
debts of the banks, but were supposed to be 
backed by a cash reserve of from 15 to 25 
per cent. At the present time no bank notes 
are being issued. The recent tendency has been 
toward the use of bank deposits, which for 
some purposes are more convenient than bank 
notes. 

Bank deposits are essentially like bank notes. 
Both notes and deposits are money in the broad 
sense of the term; both are debts of the bank. 
A loan of either is an exchange of bank credit 
for personal credit (because the borrower gives 
the bank a note when he borrows). The bor¬ 
rower pays interest because the credit of the 
bank has more general acceptibility than his 
own. 

Bank deposits do not represent primarily 
money ‘"deposited** with the banks, as the word 
seems to indicate, although they occasionally 
do arise from deposits of cash or, more often, 
of checks drawn on other banks. If banks held 
only cash deposits, they would operate as mere 
safety deposit vaults and would have to make 
a charge for the service as the goldsmiths did 
—^and as the banks themselves have done in 
very recent years, for reasons which will appear 
presently. If the banks lent only the savings of 
depositors, they would create no additional 
money, or purchasing power, but would merely 
manage the transfer of purchasing power from 
savers to borrowers. Only a small portion of 
our total bank deposits normally arises in this 
way, and these deposits are not held chiefly in 
cash. In normal times, most bank deposits rep¬ 
resent credit created by the banks in lending 
to businessmen or, more recently, to the federal 
government. 

To insure prompt payment of deposits, 
banks carry reserves of from 7 to 20 per cent 
of the amount of their deposits. At one time 
they carried these reserves in cash, either in 
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their own vaults, in other banks, or in Federal 
Reserve banks, but now all national bank 
reserves are kept in Federal Reserve banks. 

Depositors can either withdraw their de¬ 
posits in cash or draw checks against them. 
The latter, which is much more common, not 
only is a great convenience but is safer than 
the use of cash in making payments. It obvi¬ 
ates carrying large amounts of cash—always a 
risky business—and provides receipts in the 
form of canceled checks. 

If one depositor draws a check in favor of 
another depositor in the same bank, the process 
of making payment is simple. The payee may 
cash the check at his or another bank oi, mucli 
more likely, deposit the check at the bank, in 
which case the bank merely transfeis the 
amount of the check from one account to the 
other. If the drawer of the check and the payee 
have accounts at different banks in the same 
town, the check will have to be cleared, but 
this process is not very complicated. Every 
bank in a town ordinarily n^ceives for payment 
a number of checks drawn on its own accounts, 
and for deposit a numbei of checks drawm on 
accounts in other banks; and every day repre¬ 
sentatives of the various banks meet at the 
clearing house to balance the debits and credits 
arising from these checks. Usually there is 
something approximating a balance, and any 
net differences between credits and debits are 
settled in cash, or perhaps temporarily in some 
other way. In the New York clearing house 
it is not unusual for several hundred million 
dollars in checks to be cleared in an hour or so. 

A check may, however, be drawm in favor 
of someone living in another part of the coun¬ 
try. This may happen, for instance, when a 
man in Colorado orders a book from a New 
York publisher, sending his check, drawn on a 
Denver bank, in payment. Here tlie clearing 
of the check, although somewhat more compli¬ 
cated, involves essentially the same process. 
Checks are cleared mainly through the Federal 
Reserve banks. Most banks have accounts with 
one of the Federal Reserve banks, and the 
checks are cleared by a process of balancing 
the debits and credits of the various banks. It 
is somewhat more expensive than clearing 
checks in the same town, for the checks must 
eventually be mailed to the bank on which they 
are drawn. 


The money function of the commercial bank¬ 
ing system is performed with great efficiency 
and is a very convenient service to depositors. 
Until recent years, the banks made no charge 
for handling checks; but they now have a 
schedule of charges for this function, in justi¬ 
fication of which they claim that their loans to 
businessmen are no longer large enough to 
alford them a reasonable revenue. Whether the 
charges are generally too high is not certain. In 
some parts of the country the banks have con- 
stiued the phiase “icasonable revenue'* rather 
liberally; yet it is not unreasonable for them 
to charge what the service costs. When they 
cleared checks without charge they did so at 
a loss whicli h.ul to be balanced by compensat¬ 
ing piohts on loans. It would probably have 
been I airer to make check clearing pay its way 
and reduce interest rates on loans. At present, 
vast bank loans to the federal government have 
to some extent compensated for the decline of 
loans to businessmen, and most banks are doing 
fairly well, some of them very well indeed. 

Unfortunately, the use of deposit money has 
tended to increase the instability of our eco¬ 
nomic system. More than 90 per cent of all 
payments, by volume, are made by checks on 
deposits, and the amount of deposit money 
varies widely from time to time because the 
number ol business loans made by banks varies 
with business conditions. Variations in the 
amount of deposits are important factors in 
the business cycles with which our economy is 
perennially plagr ed. 

The loan function. The loan function of 
banks has already been mentioned in our dis¬ 
cussion of credit. It is from banks, mainly com¬ 
mercial biinks, that businessmen receive the 
credit needed in their operations, particularly^ 
short-term credit. To some extent the banltf 
lend the savings that are deposited with them, 
but to a greater extent they create tlie credit 
which they lend. A merchant who needs $5000 
to buy a stock of merchandise may arrange for 
a loan at his bank, giving the bank a promis¬ 
sory note payable, let us say, in three or six 
months, at the end of which time he will pre¬ 
sumably have sold the goods and will be able 
to pay the loan, retaining for himself whatever 
profit he may have made. Or a wholesaler may 
have sold a bill of goods to a retailer, receiving 
in payment a note payable in thirty days. The 
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wholesaler may not wish to carry on a credit 
business, and is likely to take the note to his 
bank and have it discounted. If the note bears 
no interest, the bank will discount it at say 6 
per cent per annum, paying 94 cents on the 
dollar on an annual basis, or 9932 cents on 30- 
day paper, and hold the note until maturity, 
when the retailer is assumed to pay it. If he 
does not pay it, the wholesaler must, for he has 
endorsed it at the time it was discounted. If 
the note bears an interest rate of 6 per cent the 
bank may pay the wholesaler face value for 
it. 

What is the point of this exchange of per¬ 
sonal for bank credit, in which only the bor¬ 
rower pays interest? Why is the borrower will¬ 
ing to pay interest in such an exchange, an 
exchange of his own credit for that of the bank? 
The answer is that his own credit is not as good 
as that of the bank. If it were, he would not 
need to resort to the bank but could buy what 
he wants on his own promise to pay. Further¬ 
more, he can check on his bank deposit at any 
time, whereas the bank cannot call for payment 
of his note until maturity. 

Since the banks make a large part of their 
income from interest on loans, they have an 
incentive to expand loans as far as possible. 
Their reserves are dead assets which earn noth¬ 
ing. What sets the limit to the amount of loans 
that they can make? In the first place, the 
banking law requires them to keep a certain 
percentage of reserves against their deposits. 
In the Federal Reserve System, these reserves 
are now held in the form of balances with the 
Federal Reserve banks, rather than as cash in 
■their vaults, but this makes no fundamental 
difference in the situation. If the law requires 
10 per cent reserves, a bank with $100,000 in 
cash reserves can create only $1,000,000 in 
deposits theoretically, and less in actuality. In 
the second place, business caution may suggest 
limits to the amount of loans, limits even lower 
than those established by the law. In a period 
of reckless business enthusiasm, conservative 
bankers may well hold their loans below legal 
requirements, and they may even follow the 
policy of calling in loans and building up the 
bank reserves in anticipation of a business cri¬ 
sis. Although th» means a reduction in immedi¬ 


ate income, it may in the long run be wise, be¬ 
cause it minimizes the danger of overextension 
and failure and gives the banks a reputation for 
stability and soundness which is a very valu¬ 
able asset. In the third place, bank loans are 
limited to the ammmt that customers want to 
borrow, which in recent years has been far be¬ 
low the limit set by reserve requirements. Dur¬ 
ing the Great Depression, the loans of many 
banks declined to a point where their reserves 
were equal to their deposits and they could 
have paid all depositors in cash at any time. 
This meant, of course, that their loan function 
had dwindled to one of minor importance and 
that their receipts from the interest on loans 
were very low. As a result largely of this, they 
adopted the policy of charging depositors for 
handling checks; they have backtracked to a 
business somewhat like that of the early gold¬ 
smiths. 

This decline in bank loans began even before 
the onset of the depression in 1929. Between 
1921 and 1938 short-term loans declined from 
70 per cent of all loans and investments to 34 
per cent, a drop of more than 50 per cent. In 
1938, two-thirds of all commercial bank loans 
and investments represented government 
bonds, corporation securities, and real estate 
loans. Unable to make enough short-term com¬ 
mercial loans, the banks have turned to loans 
for a longer period—two or three and even 
ten or fifteen years—and they have invaded 
some fields of credit not formerly thought 
proper for bankers, such as personal consumers’ 
loans, loans on life insurance policies, and 
home mortgage financing, among a variety of 
others.® 

Most of the short-term lending is done by 
commercial banks, but trust companies and in¬ 
stallment finance companies also make this 
type of loan; and a munber of other agencies 
make long-term loans—^investment banks, 
mortgage companies, and insurance companies. 
The latter are loans of investors’ savings, not of 
deposit credit created by these institutions, 
and they therefore have no tendency to in¬ 
crease purchasing power and raise prices. Also, 
as we shall see presently, several kinds of 
government banks are engaged in making loans 
to various classes of borrowers. 


• See Temporary National Economic Coininiitee, Monograph No, 37, pp. 60, 61. 
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The caring for savings. In ancient and me¬ 
dieval times, people held their savings largely 
in the form of coins or jewels, or in cattle or 
slaves or wives or other personal properly; but 
the problem of conserving these savings was a 
difficult one, and the risks of loss were very 
great. Today, although the risks are still great, 
die problem is at any rate less difficult, for 
banks and other savings institutions provide 
convenient means of caring for savings. 

Savings may be cither It'mporary or perma¬ 
nent. Many people save small sums from time 
to time, not for permanent investment but for 
later expenses. Many men who receive a 
month s salary on the last day of the month 
use most or all of it for expenses before the 
next check comes; farmers selling livestock or 
grain have a cash surplus which they ordinarily 
use to pay expenses until the next crop is sold; 
merchants receive their income from daily 
sales, and must hold at least a part of it to re¬ 
pay borrowed money or buy nrw slocks of 
goods. Since no one gels his income at just the 
rate at which he pays his expenses, he must 
have some sort of surplus in fat times to cover 
the deficits of lean times—he must have some 
temporary savings. In some pioneer communi¬ 
ties, before banks appeared, the settlers kept 
such savings in the form of cash which they hid 
somewhere about the premises. Today the 
banks, mainly the commercial banks, offer 
good facilities for caring lor such savings, and 
their total amount runs into many billions. 

Not all the savings deposited in the banks 
are to be regarded as temporary. Some de¬ 
positors use bank accounts for long-term sav¬ 
ings, building up their accounts to buy a home 
or a farm or to insure against penniless old 
age. Usually they have their savings in savings 
accounts rather than checking accounts, for un¬ 
til recently savings accounts drew a small rate 
of interest; but a small part even of checking 
accounts is maintained for years. 

Savings institutions 

A number of agencies are engaged in caring 
for long-term savings: commercial banks, mu¬ 
tual savings banks, investment banks, invest¬ 
ment trusts, building and loan associations, life 
insurance companies, corporate and individual 
trustees, and postal savings banks (operated 
by the federal government). The total assets 
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or funds in all these various institutions 
amounted to more than 66 billion dollars in 
1939, and they more than doubled during the 
war. 

Commercial banks. Commercial banks deal 
for the most part with checkinaccounts and 
short-term loans, yet they carry large amounts 
of time deposits—20 billions in 1945. These 
banks provide a convenient means of handling 
savings, but in the past there have been heavy 
losses through bank faihiies. 

Savings hanks. Savings banks reported 
more than 13 billions of funds in 1939. The 
depositi^r in a s.n ings bank, as in a commercial 
bank, holds his investment in the form of a 
deposit, which is a debt of the savings bank 
to him. The bank stands between him and the 
securities it buys witli his savings, and guar¬ 
antees the safety of the investment, earning a 
small margin lietween the yield of the securi¬ 
ties and the interest paid the depositors. The 
depositor deals only with the bank and knows 
nothings of the investments into which his sav¬ 
ings go. The record of savings banks, as to 
integrity and safety, is generally exemplary. 

Investment hanks. Investment banks op¬ 
erate on a different principle. They sell the 
saver a stock or bond or other security, and 
then iheii responsibility ends. If the security 
turns ‘'sour,'" the loss falls entirely on the in¬ 
vestor, although presumably the bank will ‘Te- 
gret” such an unfortunate denouement. Invest¬ 
ment banks sell most of their securities to per¬ 
sons of greater financial resources than the de¬ 
positors in savings banks, and they sell vast 
amounts to trustees and other corporate in¬ 
vestors. 

In the investment banking business we can 
see some of the most chaiacteristic features of 
capitalism in its advanced stage. The business 
is highly concentrated in a few big firms, most 
of them in New York City. The National City 
Company alone handled some 20 billion dol¬ 
lars' worth of securities in the ten years be¬ 
tween 1922 and 1932; and in a single year, 
1929, more than 10 billion dollars passed 
through the investment banks of the country. 
The business is monopolized, for these banks 
do not compete aggressively for business; until 
recently they did not compete at all but di¬ 
vided the market. 

With the business to some extent raonopo- 
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lized, it is not surprising that the commissions 
charged have on the whole been fairly high. 
Often there are three different agencies be¬ 
tween the financing corporation and the public 
investors: the original group of investment 
bankers, an intermediate group, and finally a 
selling group of hundreds of retail investment 
dealers who sell the securities to the public. 
The total commissions of all these groups range 
from less than one point to as much as eight 
or nine, or even more. That is, a corporation 
issuing bonds at $100 might receive more than 
$99 or as little as $91 on each bond sold, and 
in a few cases even less, the rest going to the 
bankers and dealers as commissions. 

Partial monopolization is not the only charge 
against the investment banks. Some of them 
have been so closely identified with commercial 
banks, through interlocking directorships and 
stock ownership, as to be practically identical 
with them. This was true until recently of the 
National City Company (an investment bank) 
and the National City Bank, which were prac¬ 
tically identical institutions. The banking busi¬ 
ness should be very conservatively managed; 
but the aflBliated investment bank in this case 
was a huge organization selling bonds and 
stocks by means of sales tactics cpiite unworthy 
of the investment business, or any business. 
This investment bank, like some others, did 
not serve as a careful, judicious adviser of in¬ 
vestors; rather it was a high-pressure sales or¬ 
ganization, selling its wares with little intelli¬ 
gent regard for their soundness. Several invest¬ 
ment banks actually sold, and required their 
salesmen to sell, securities that they knew were 
not good investments. Hundreds of millions in 
such securities were unloaded onto the public, 
with consequent heavy losses to investors. The 
records of some of the investment banks are in 
some respects incredibly bad, but the govern¬ 
ment is now trying to secure the elimination 
of some of the worst practices.^ 

The business of the investment banks has 
declined greatly in recent years for two rea¬ 
sons. In the first place, since the onset of the 
Great Depression, but of course before the 
outbreak of World War II, business has been 
generally sluggish, and there has been a re¬ 


duced demand for investment funds; and in 
the second place, many big corporations re¬ 
cently have been able to do their own financ¬ 
ing out of their own profits. In the realm of big 
business, both in the United States and also in 
some foreign countries, industrial concerns are 
less dependent on the banks than they used to 
be, apparently for both short-term and long¬ 
term loans."' Even when corporations need out¬ 
side funds they often sell their securities di¬ 
rectly to investors, particularly to banks, in¬ 
surance companies, trust companies, and other 
trustees. Such institutions are the most impor¬ 
tant buyers of high-class securities. 

Investment trusts. Investment trusts have 
operated in Great Britain since about 1860, 
but their rapid growth in the United States be¬ 
gan only about twenty years ago. They hold 
a great diversity of securities, and the investor 
buys certificates which entitle him not to any 
specified amount of money return, as in the 
case of a savings bank or insurance company, 
or to any particular securities, as in the case 
of an investment bank, but to a certain share of 
the earnings of all the securities owned by the 
company. The advantage held out to the in¬ 
vestor is wider diversification in investments 
than would otherwise be possible for the or¬ 
dinary investor, and therefore greater safety. 
Some securities will inevitably turn sour, but 
the theory is that these will be balanced by 
others which prove exceptionally good, and the 
investor will thus have a safe but moderate 
return. Of course he receives only what the 
securities yield, minus the expenses of carry¬ 
ing on the investment trust. 

The theory behind the investment trust busi¬ 
ness seems sound. Not only does this form of 
enterprise offer wide diversity in investments, 
but it should be able to employ better judges 
of security values than most individual in¬ 
vestors could find. American investment trusts 
have not lived up to the best possibilities of 
the business, however, and losses to investors 
have been heavy, partly because of the un¬ 
precedented severity of the Great Depression, 
which caused heavy losses in most investments, 
and partly because of poor judgment, misman¬ 
agement, and even occasional outright crooked- 


* On the practices of investment banks at their worst, see Julian Sherrod, Scapegoats, 

® See Temporary National Economic Committee, Monograph No. 37, pp. 59-^0. 

^ Ibid., pp. 6i-65; Temporary National Economic Committee, Hearings, Part 9, pp. 3814-3818. 



293 


CREDIT, BANKING, AND FINANCE 


ness on the part of trust officials. In some cases 
officials have dissipated the resources of the 
trusts by speculating in stocks; in others they 
have exploited investors by shuffling the se¬ 
curities behind the scenes, taking the better 
ones for their personal accounts and leaving 
the “lemons” for the investors; and on the 
whole they have treated themselves generously 
in the matter of promoters’ fees, salaries, bo¬ 
nuses, and other “valuable considerations.” 
Standards of management have risen in recent 
years, and the worst vices are probably less 
common than they were; but investment trusts 
have a fairly bad record to live down. 

Building and loan associations. Building 
and loan associations, whose function is largely 
that of turning the savings of local investors in 
building and loan stocks to the construction of 
homes, had 12 million members in 1930 and 
assets of $8,800,000,000, which had declined 
to about 6 billion in 1940. These companies are 
generally regulated closely by law, have usu¬ 
ally been fairly conservative in theii policies, 
and before the Great Depression had an excel¬ 
lent record in their investments. With the dras¬ 
tic decline in property values after 1929, how¬ 
ever, a considerable number of them failed, 
with resulting losses to investors.'^ 

Life insurance companies. Life insurance 
companies do not function merely as investors 
of the savings of their policyholders. They also 
serve to insure these policyholders against the 
chance of leaving dependents without support 
in case of death. Part of the premiums paid by 
the holders of policies goes to pay for the risk 
of death, and in most types of life insurance 
part goes to build up what amounts to an in¬ 
vestment. The investment element varies with 
the kind of policy, being practically nothing in 
what are called term policies (which run for 
only a certain number of years and are in¬ 
tended only as insurance for the period cov¬ 
ered), but in others—endowment policies, for 
instances—being the most important feature. 
In this chapter we shall consider life insurance 
companies in their function of caring for sav¬ 
ings. 

Life insurance is a tremendous business. In 
the United States in 1939, there were 365 
“legal reserve” life insurance companies, with 


total assets of more than 28 billion dollars, and 
with 124 million policies outstanding, repre¬ 
senting a total face value of about 111 billions. 
The annual income of these companies at that 
time was more than 5 billions, almost equal to 
the normal receipts of the federal government. 
In the ten years from 1929 thif.ugh 1938, these 
companies received a total income of more than 
30 billions from premiums, and made invest¬ 
ments of more than 26 billions. As in many 
other kinds of business, a few companies do a 
large share of the total business. The two larg¬ 
est, the Metropolitan and the Prudential, with 
assets of a little less than 5 billions and 4 bil¬ 
lions n‘spectiv(‘ly, do about 32 per cent of the 
total business, and the five largest companies 
account for more than half. 

The insurance companies have done a fair 
job in some respects. Relatively few of them 
have failed, and the liquidation of those that 
have failed has not always resulted in losses 
to policyholders. Many men find their insur¬ 
ance policies a great comfort when other in¬ 
vestments fail. Even when they are obliged to 
surrender their policies for whatever cash sur¬ 
render value they may have, they often find 
them a better than average investment, for 
most investors lose a great deal; and of course 
the protection for dependents is worth a great 
deal. 

The most serious fault in the life insurance 
business lies in the fact that a large proportion 
of the policies “lapse” or are surrendered, with 
consequent loss to the holders. (An insurance 
policy lapses wl en the insured fails to keep up 
his payment of premiums.) In the ten-year 
period from 1928 to 1937, less than 22 per cent 
of the 126 billion dollars in life insurance poli¬ 
cies were terminated by death, maturity, or ex¬ 
piration, as against more than 78 per cent that 
lapsed or were surrendered. This means that 
over 78 per cent of the insurance failed to “ful¬ 
fill the principal purposes for which it was in¬ 
tended.” While such policies were in force they 
did afford protection, but at a high cost, for 
with most policies the holder pays more than 
the risk is worth during the first few years 
that his policy is in force, and less than the 
risk is wortli in the later years. When he allows 
the policy to lapse or surrenders it, he loses 


^ Temporary National Economic Committee, Hearings, Part 9, pp. 3728, 3737, 3739, 
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scMnethixig because of this; and in addition he In many aspects the insurance business is 
loses whatever it cost to put the insurance on much like other kinds of big business. It has 
the books—the agent's commission and other important monopoly elements—agreements as 
overhead expenses. to rates, for instance; rates are handsomely 

The loss from lapsed and surrendered poli- high, and some of the companies have been ex- 

cies is particularly heavy in industrial insur- traordinarily profitable. As in all large corpo- 

ance. Industrial insurance is like ordinary life rations, the officers and directors have practi- 

insurance in most respects, but it is sold largely cally absolute control of the companies, and in 

to laborers and people of small incomes and some cases have changed the form of corporate 

for various reasons is more expensive. Agents organization to promote their personal inter- 

go to the homes of the policyholders every ests. The directors usually do not pay much 

week or every month to collect the premiums; attention to the business, perhaps attending 

and since no medical examination is required, directors' meetings only on rare occasions, 

the risk and therefore the premium are higher Some officers and directors have used their 

than in ordinary insurance. In 1937 there were ofiicial positions for personal gain, as in bor- 

88,900,000 such policies in force, representing rowing funds belonging to their companies, 

more than 20 billions in insurance. Nearly 95 Interlocking directorships are common. In 

per cent of them terminate by lapse or sur- 1938, the twenty-six largest insurance corn- 

render, with even heavier losses than are in- panics owned 4.5 billions' worth of United 

curred in dropping ordinary life policies. Only States bonds, more than 2 billions' worth of 

about 5 per cent of the industrial policies are railroad bonds, almost 3 billions' worth of pub- 

held until death or expiration, and so accom- lie utilities bonds and stocks, 4.5 billions' worth 

plish the major purpose of insurance—a record of mortgages, 1.75 billions' worth of real estate, 

little less than scandalous. and various other investments—^altogether. 

Some lapses and surrenders are inevitable, more than 24 billions in bonds and property, 

but the extraordinary percentage of such fail- Investing several billion dollars each year, in- 

mes must be attributed in some measure to surance companies are a formidable power in 

bad business practices. The companies, and the investment market.® 

the agents who sell insurance, make their Trustees, Corporate and individual trus- 
profits from sales, and they often use high- tees, altogether about 183,000 of them, con- 

pressure sales tactics to get the maximum trol about 50 billion dollars of savings, invested 

amount of business on the books, unload poH- in various kinds of securities and property, 

cies on people who have little chance of carry- Some act as trustees of the estates of men who 

ing them to death or maturity, and sometimes have died, or of other property; but corporate 

sell people more insurance than they can safely trustees—^trust companies, great charitable or- 

carry. Life insurance, with its requirement of ganizations like the Rockefeller Foundation 

regular and uninterrupted payment of pre- and the Mellon Fund, and some endowed col- 

miums over many years, can be bought safely leges and universities—accoimt for the great 

only by those with fairly reliable incomes; but bulk of the business. Here, as almost every- 

some salesmen sell all they can to all who are where, the corporate form has supplanted the 

susceptible to their sales pressure. The indus- individual more and more.” 

trial insurance business should not be tolerated 

at all; instead, the government should provide History of commercial banking 
social insurance for such workers, as it is now Returning now to a more careful considera- 
doing. In fact, some students of the problem tion of commercial banking, we must consider 

insist that the entire insurance business should its history briefly. In the early history of the 

be taken over by the government. The federal United States, banks were chartered by the 

government provided insurance for men in the states, or they were private, tliat is, they were 

military forces in World War II as it did in the not chartered as banks but were individuals 

First World War. carrying on a banking business. In either case 

® Temporary National Economic Committee, Monograph Nos. 28, 37; Hearings, Parts 4, 8, lOA, 12, 

” Temporary National Economic Committee, Monograph No, 37, 19 ff. 
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they were subject to little regulation. They 
issued notes at will and often in reckless 
amounts, with the result that there were many 
failures and heavy losses to holders of these 
notes. The First Bank of the United States, 
established by Alexander Hamilton in 1791, 
held something of a check on note issue by 
refusing to accept the notes of banks which 
were not currently redeeming their own issues 
in specie; but the country had not learned the 
essentials of sound banking. Capital was scarce 
in the new country, interest rates were high, 
and, except along the eastern seaboaid, the 
people generally hankered for the red wine of 
“cheap money,” however much they had suf¬ 
fered from too much of it. Furthermore, state 
banks resented the restrictions of the federal 
bank, and in 1811 it was refused a renewal of 
its charter. After its expiration, state banks 
sprung up again with mushroom lapidity, 
many of them correctly characterized as “wild¬ 
cat” banks. In 1816 the Second Bank of the 
United States was set up, and for twenty years 
it exerted a salutary if not very rigid control 
over state bank note issues; but in 1832 its 
president, Biddle, became involved in a politi¬ 
cal row with President Jackson, as a result of 
which its charter was not renewed. Thus a 
free field was again left to the state banks until 
the time of the Civil War. 

During the Civil War there was need for a 
better banking system, and also for a market 
for the bonds that the federal government was 
issuing to finance the war, and as a result the 
National Banking System was established in 
1863. To eliminate the chaos of wildcat bank 
notes, an amendment in 1865 imposed a 
10 per cent tax on state bank notes; and 
to provide a market for federal bonds, it 
required the national banks to buy and turn 
over to the Treasurer of the United States 
bonds equal to one-third of their paid-up cap¬ 
ital. On the basis of these bonds they might 
have the Comptroller issue bank notes. Here 
were bank notes of unquestioned soundness, 
for they were backed by government bonds, 
the obligations of the government itself. The 
National Banking Act also specified require¬ 
ments as to the amount of reserves that were 
to be carried by the banks, and provisions for 
examinations by the Comptroller of the Cur¬ 
rency. 


Faults of the National Banking System 

The National Banking System was in most 
respects a great improvement over the state 
banking system of the period before the Civil 
War, but it was criticized on various grounds. 
In the first place, the national bank notes, al¬ 
though absolutely sound, were almost entirely 
inelastic in supply, with no tendency to ex¬ 
pand or contract with the needs of business. 
Elasticity was greatly needed at certain times. 
For example, each year in the farming states, 
there was always need for additional money at 
harvest time with which to move crops into 
the central markets. Unless the banks in these 
states had reserves considerably above the 
legal requirements, they could not provide the 
credit and cash needed; in other words, sea¬ 
sonal elasticity was lacking. In times of finan¬ 
cial crisis too, when debtors were being pressed 
for the payment of loans, or were being closed 
out no matter how strong their general finan¬ 
cial rating, the banks were unable to help, 
and even called in their own loans and accu¬ 
mulated cash. They were bound to do this in 
self-preservation, for every bank was poten¬ 
tially insolvent because it did not have enough 
cash to pay all its depositors if they all de¬ 
manded payment at once, as they were likely 
to do in times of panic. Thus, when money was 
most needed to ease the stringency in money 
and credit, the banks were unable to expand 
their notes because they were based on United 
States bonds, the supply of which was inelas¬ 
tic, or in some cases “perversely elastic,” that 
is, tending to inciease when least needed. 

This inelasticity of bank notes, while often 
urged as a serious flaw in the National Bank¬ 
ing System, is not considered serious by most 
monetary authorities today. Many authorities 
now believe that business conditions would 
be more stable if the money supply did not 
vary so much. 

A second fault charged to the system was 
that it did not provide much elasticity of credit, 
because the reserve requirements were rigidly 
fixed by law, and there was no provision for 
converting commercial paper—Sloans and dis¬ 
counts—^into cash. As to reserves, the banki9 
were required to maintain them in certain fixed 
amounts; and no matter how great the need for 
additional credit, they could not fall below this 
fixed limit. This would not have been serious 
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if in case of need the banks could have taken 
some of their good commercial paper to a cen¬ 
tral bank and received cash for it through the 
process of rediscounting; but there was no 
bank, central or otherwise, from which they 
could get cash for commercial paper. 

This inelasticity of credit, like the note in¬ 
elasticity, although often criticized by econo¬ 
mists some years ago, is not regarded as a vice 
by most monetary students of today. Some now 
insist that our banking system has always pro¬ 
vided too much credit elasticity rather than too 
little, and that banks should be required to 
carry 100 per cent reserves and should not be 
permitted to expand and contract credit. It is 
often argued that if money and credit were 
maintained at a fairly stable level, the fluctua¬ 
tions of the business cycle would not be so 
severe. 

A third and very real fault of the National 
Banking System appeared in the fact that some 
of the bank reserves were sent to a few large 
banks, mainly in New York City, which lent 
them ‘‘on call” to speculators in the stock mar¬ 
ket. Under the act setting up the system, banks 
were divided into three classes: (1) central 
reserve city banks, including the national banks 
in New York, Chicago, and St. Louis; (2) re¬ 
serve city banks; and (3) country banks. Na¬ 
tional banks throughout the country were per¬ 
mitted to keep part of their cash reserves in 
banks in central reserve cities; and they gen¬ 
erally did this, because they got a small rate 
of interest from these banks and could thus eat 
their cake and have it too. Thus part of the 
reserves of the national banks throughout the 
country gravitated to New York, chiefly into 
half a dozen of the largest banks there, which 
lent them to stock market speculators. These 
New York banks did not recognize any heavy 
responsibility in handling these reserves; they 
did not carry heavy excess reserves as a guaranty 
of the prompt return of the borrowed money 
on demand, but kept only a little more than the 
law required. The assumption was that if any 
of the smaller banks wanted their reserves they 
would call on the central reserve city banks, 
which would call on the stock speculators, who 
would sell their stocks and repay their call 
loans, and the big banks would prompdy send 
back the reserves to the banks from which they 
had come. Everybody would be happy except 


the stock speculators; and since one of the im¬ 
portant functions of the stock market was to 
shear the lambs that wandered in there, no¬ 
body worried about that. 

In normal times, this worked out fairly sat¬ 
isfactorily; but in a panic the system sometimes 
broke down. In 1907, for instance, people all 
over the country became panicky and started 
runs on some of the banks. Thereupon nearly 
all the banks in the country called back their 
reserves, and the New York banks called upon 
the stock speculators for several hundred mil¬ 
lion dollars at once; but the speculators 
dumped so many stocks on the market that 
it broke disastrously and they could not pay 
back their call loans, the New York banks 
could not send back all the reserves, the smaller 
banks could not pay their depositors, and 
presently we were in the midst of a financial 
panic. Centralization of reserves in New York 
in normal times, and decentralization during 
a crisis, sometimes brought disastrous results. 

A fourth difficulty with the National Banking 
System was that there was no controlling 
agency to assume responsibility for the system 
as a whole, to head off unwarranted optimism 
and unwise expansion of credit in prosperous 
periods, and to save the banks from disaster in 
times of panic. Every bank was assumed to be 
able to order its own course and to stand on its 
own feet in good times and bad, although such 
an assumption was clearly unjustified. No bank 
lived to itself; no bank could maintain its sol¬ 
vency if other banks were in trouble, no matter 
how conservatively it had been managed, for 
a bank panic, once well under way, is difficult 
or impossible to stop. If the depositors started 
a run on one bank, that bank was of course 
unable to pay all of them at once from a cash 
reserve of 15 to 25 per cent, so it was soon 
obliged to stop payments and close its doors 
unless neighboring banks could provide enough 
cash for the emergency. Other banks usually 
helped, if the one in trouble was fundamentally 
sound and had only good loans outstanding; 
but sometimes the other banks could not help 
enough, and the bank had to close. This gen¬ 
erally led to widespread suspicion of all banks 
and to runs on neighboring banks, with the 
panic spreading quickly over the entire coun¬ 
try and almost all banks forced to close. It was 
much like a fire in a city that has no fire de- 
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partment to put out the flames when they first 
appear. 

These defects, alleged and real, were 
brought into clear light by the panic of 1907 
when most banks were closed; and a move¬ 
ment was soon on foot to secure a revision of 
the banking system. The remedy most often 
suggested was a large central bank like the 
Bank of England, the Bank of France, or the 
German Reichsbank, a big central “bankers’ 
bank,” to some extent goveinrnent-conti oiled, 
with large cash icscrvcs and some power of 
control over the t tire system. Such a bank, 
however, would probably have been located 
in New York City, the financial center of 
the country; and this was opposed by many 
Congressmen from the western and central 
states, who, always more or less suspicious of 
Wall Street, were unwilling to see New Yoik’s 
financial power incrc'ascd. For this and other 
reasons, banking reform made little progress 
until Woodrow Wilson s administration, when 
the Federal Reserve Sy stem was established. 

The Federal Reserve System 

The establishment of the Federal Reserve 
System was politically possible because, in¬ 
stead of setting up one great central bank in 
New York City, the law provided for twelve 
Federal Reserve banks, one for each of the 
twelve districts into which the country was 
divided,^” and a Federal Reserve Boanl, now 
known as the Board of Governors, to coordinate 
and regulate the twelve units. Patterned after 
the central banks of Europe, Federal Reserve 
banks are bankers’ banks, controlled by the 
member banks and the government. It will be 
pertinent to see how the new banking system 
was designed to correct the faults of the Na¬ 
tional Banking System outlined above. 

The inelastic bank note issue has been 
largely replaced by Federal Reserve notes is¬ 
sued by the Federal Reserve banks. These 
notes are elastic enough to meet the varying 
needs of business because they are backed by 
a 25 per cent reserve of gold certificates, and, 
for the remainder of their face value, by gov¬ 
ernment bonds or commercial paper; or they 
may be backed entirely by gold certificates. If 


a member bank that is threatened by a run is 
in a sound condition, it may take its good com¬ 
mercial paper and government securities to its 
Federal Reserve bank, have them rediscounted, 
and receive enough cash to pay all its de¬ 
positors; and of course if the depositors can 
get their money they are likely to turn around 
and put it back in the bank again. Many banks, 
oven tliose that had been managed fairly well, 
did indeed fail in the crisis years of the Great 
Depression; but this occurred because assets 
that had '^cemed fairly sound were wiped out 
by the catastropliic decline between 1929 and 
1983. The Ft(i«aal Reserve System has been 
a])1e to save most banks whose condition was 

SOUFid. 

The melastjc'ity of credit which character¬ 
ized the National Banking System was largely 
coirocted by the same changes that made the 
note issue elastic. Tlie Federal Reserve banks, 
with thcii heavy cash reserves, are in a posi¬ 
tion to support the member banks in their ad¬ 
vances of credit, if necessary. Member banks 
need not fear that they may be caught with 
perfectly good loans but iiiadecpiate cash, be¬ 
cause they cun secure cash by rediscounting 
their eoinmcicial paper at iheir Federal Rc- 
.serve bank. Fin thci more, the rigid require¬ 
ments as to the amount of reserves carried by 
the member banks have been relaxed some¬ 
what. Formeily banks were required to hold, 
l>ut not use, a certain minimum of cash re¬ 
serves. Under the Federal Reserve System, 
member banks may let their reserves fall below 
the It'gal miiiimiiin under certain circum¬ 
stances, but they may not make new loans or 
pay any dividends until the reserves are 
brought back to the legal minimum. Finally, 
the Board of Governors of the system may 
raise or lower the reserve requirements, or sus¬ 
pend them for a month or more, assessing a tax 
on loans of member banks above the amount 
permitted by thc'ir legal reserves. Thus in vari¬ 
ous ways the h’ederal Reserve System has tried 
to make banking credit more elastic. 

Centralization of bank reserves in the big 
privately owned banks of the central reserve 
cities has been completely eliminated by the 
requirement that all reserves of member banks 


Federal Reserve banks are located in Boston, New York, Philadelphia, Cleveland, Richmond, At¬ 
lanta, Chicago, St. Louis, Minneapolis, Kansas City, Dallas, and San Francisco; and they have branches 
in other cities. 
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must be kept in their respective Federal Re¬ 
serve banks. These reserves are held there not 
as so much cash but in the form of deposits. 
The Federal Reserve banks thus become the 
custodianj of the reserves of the entire National 
Banking System; and these reserves are no 
longer lent to stock market speculators but are 
held for the stabilization of the country’s finan¬ 
cial system. 

Lack of central control can no longer be 
urged as a criticism of our banking system, for 
the Board of Governors, through its control 
over the Federal Reserve banks, exerts at least 
a measure of control over the system. Not only 
do the Federal Reserve banks assume some 
responsibility for the protection of sound banks 
caught in financial crises, but the Board of 
Governors tries to prevent unsound banking. 
At times it has also attempted to stabilze busi¬ 
ness conditions through (1) its function of re¬ 
discounting, (2) its control of reserves, (3) 
open-market operations, and (4) the regula¬ 
tion of credit practices of member banks, and 
“moral suasion” if regulation is impossible or 
inadvisable. The first three of these control 
methods will be examined briefly. 

Rediscounting 

As we have already seen, member banks 
have the privilege of taking their good com¬ 
mercial paper to their respective Federal Re¬ 
serve Banks for rediscount when for any rea¬ 
son they want more cash. The commercial 
paper thus oflFered is rediscounted at a specified 
rate, ordinarily somewhat lower than that at 
which the member banks lend to customers. 
When the rediscount rate is lower, banks can 
make a margin of profit by lending to customers 
at say 6 per cent, and offering the notes to their 
Federal Reserve Banks for rediscount at say 2 
per cent or, very recently, even less. The the¬ 
ory is that in this rediscount rate the Board of 
Governors has a means of controlling the 
amount of credit extended by the banks. If 
the Board believes that the banks are extend¬ 
ing credit too liberally, it can raise the redis¬ 
count rate and by thus reducing the profits in 
rediscounting induce the banks to curtail their 
lending; if, on the other hand it believes that 
business is too slack, that the banks are not 
lending freely enough, it can reduce the rate 
of rediscount and so encourage them to lend 


more. This is the theory on which the system 
was set up, but practically this means of con¬ 
trol has not been very eflFective. It has been 
particularly ineflFective in encouraging loans, 
for when banks cannot find borrowers they can¬ 
not make loans, whatever the rate of discount. 
As Keynes once said, “You can t make a man 
fat by lengthening his belt.” In very recent 
years, including the war period, the banks have 
done little rediscounting, because they have 
little commercial paper that is eligible and 
because they can strengthen their reserve posi¬ 
tion more easily by selling government bonds 
or by borrowing from the Federal Reserve 
banks, using the bonds as collateral. 

Regulation of reserves 

Regulation of banking operations by chang¬ 
ing the resei VC requirements need not detain us 
long. The Board of Governors has the power 
to raise reserve requirements if it fears too 
great an expansion of credit, and to lower 
them if it wishes to encourage lending. Theo¬ 
retically this should have some effect. If the 
banks are overextending credit, the Board 
should be able to force them to adopt a more 
cautious policy by raising the reserve require¬ 
ments, particularly if at the same time it raises 
the rediscount rate to prevent the banks from 
resorting to the Federal Reserve banks. If the 
banks are not lending enough, the Board can 
provide an incentive for expanding loans by 
reducing reserve requirements, for this in¬ 
creases the amount of excess reserves—those 
above the legal requirement—^which of course 
earn no interest for the banks. But if the banks 
cannot find borrowers at the interest rate they 
have been charging and if they are not willing 
to reduce it, the incentive may not operate to 
change the amount of lending to any extent* 

Open-market operations 

Open-market operations represent a third 
device used to stabilize business conditions. 
Although the Federal Reserve banks are bank¬ 
ers' banks set up to guard and control the mem¬ 
ber banks, they may themselves engage in the 
purchase and sale of commercial paper, gov¬ 
ernment bonds, and bills of exchange, just as 
private banks do; and through such open- 
market operations, carried on through the 
Federal Open-Market Committee, they may 
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exert some influence on the amount of bank 
loans and the course of business. If the Board 
of Governors believes that bank loans should 
be expanded, it may, under the direction of 
the Federal Open-Market Committee, instruct 
the Federal Reserve banks to go into the finan¬ 
cial market and buy commercial paper and 
bonds—^the latter almost exclusively in recent 
years. The money paid out for these bonds 
will be deposited in the banks by the recipients 
and will increase the ])anks^ supply of funds. 
With increased funds, the banks are likely to 
pay off their inde^^tedness to the Federal Re¬ 
serve banks, or, much more likely, build up 
their reserves at these banks. In cither case 
they will be able to lend more to customers 
than before and will have an incentive to do 
so, for excess reserves earn nothing. 

If, on the otlicr hand, the Board of Gover¬ 
nors believes that the member banks ar<^ being 
too generous with their loans and that there is 
danger of generating an unhealthy boom, the 
Federal Open-Market Committee may call for 
the sale of commercial paper or bonds held by 
the Federal Reserve banks. Purchasers of these 
draw checks payable to the Federal Reserve 
banks against their d(*posits in member banks, 
thus reducing tlie member banks' deposits with 
the Federal Reserve banks, drawing down their 
reserves, and so reducing their capacity to ex¬ 
tend credit to customers. 

The idea that the Federal Reserve System 
should try to stabilize the pi ice level and busi¬ 
ness conditions has grown up largely since the 
First World War, especially since tlie onset of 
the depression in 1929. It has not yet been very 
successfiil, and there is ground for pessimism 
as to the possibility of stabilizing business; but 
so disastrous have been the effects of some of 
our business recessions, particularly the de¬ 
pression of 1929 to 1939, that the government 
will undoubtedly persist in its efforts to find 
some form of regulator. 

Insurance of bank deposits 

The Federal Reserve System has been al¬ 
tered in many respects since it was first es¬ 
tablished and it is being further modified from 
time to time. Among the most important recent 
changes is the establishment of a system of 
federal insurance of bank deposits. During the 
decade from 1923 through 1932, 9883 banks 
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failed, with deposits of 4 billion dollars; 4000 
more failed in 1933. Forced to act by suc¬ 
cession of disasters, Congress passed a law 
setting up the Federal Deposit Insurance Cor¬ 
poration, with funds from the government and 
from the banks, to insure depositors up to 
$5000 of their deposits. 

Guaranty of bank deposits has always been 
opposed by bankers on the ground that it 
would encourage careless banking and penalize 
the sound, conservatively managed banks by 
tlirowing on them the burden of reimbursing 
depositors of the badly managed banks that 
fail. This argument seems sound, but of course 
it does not help the depositors who lose 
througl\ bank failures, nor are they in a posi¬ 
tion to know which banks are well managed 
and which are not. Another argument against 
guaranty is the fact that it has been tried in a 
number of states and has always failed; but 
the answer often given here is that the states 
did not regulate the banks carefully enough, 
that if when they guaranted deposits they had 
also tightened up their bank regulations and 
examinations tlu^y could have prevented most 
of the failures. This the federal government 
has done, and some competent authorities be¬ 
lieve that there is little reason to fear disastrous 
losses from bank failures in the future. At any 
rate, it seems likely that the federal govern¬ 
ment will adhere to its guaranty policy, for 
such losses as depositors suffered during the 
Great Depression were on the point of com¬ 
pletely undermining the people’s confidence in 
banks. The people will demand security for 
their savings, and the government must in 
some way piovide that security. 

Guaranty of deposits docs not get down to 
the fimdarnental need for sound banking, and 
banking practices in the United States have on 
the whole not been on a very high level; many 
bankers have been incompetent and some have 
been worse than that. Various investigations of 
the banking business during the last decade or 
so have revealed startlingly low standards of 
ethics in certain high banking circles—close 
connection with speculative undertakings, en¬ 
couragement of employee speculation in bank 
stocks, loans to directors (in some cases never 
repaid), bonuses to officers, nepotism, and a 
few cases of downright skullduggery. As a 
result of such revelations the president of one 
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large New York bank was sent to the peni- 
tentiaiy, another one missed it by a hair, and 
S(»ne others lost all their standing as bankers. 
Where such a situation exists, neither guaranty 
of bank deposits nor any other form of govern¬ 
ment regulation can make banking serve the 
public needs effectively. 

Government banks 

Largely as the result of the depression, the 
federal government has recently invaded the 
field of credit and banking. The Postal Savings 
System had been established in 1910 to pro¬ 
vide for the safekeeping of small savings ac¬ 
counts, at the modest interest rate of 2 per cent. 
Most of the present federal banking activities, 
however, are in the field of farm and home 
financing, where some federal loans were made 
as early as 1916, after years of agitation for 
better credit facilities for fanners, for whose 
needs the private credit agencies did not pro¬ 
vide adequately. Mortgages were commonly 
written for five years, and in some cases only 
three; but to clear a mortgage of any size, 
most farmers needed ten to twenty years or 
even longer. Likewise their need for intermedi¬ 
ate credit was not well met by commercial 
banks. Such banks could not deal to any ex¬ 
tent in loans running for more than six months, 
whereas intermediate credit was usually 


needed for from six months to three years; 
furthermore, the interest rates were generally 
too high. To meet the mortgage credit needs 
of farmers. Congress passed the Federal Farm 
Loan Act in 1916, which, with later amend¬ 
ments, set up twelve Federal Land banks, one 
for each of twelve districts, after the pattern of 
the Federal Reserve System. Under President 
Franklin Roosevelt a number of kinds of lend¬ 
ing agencies were established, some but not 
all of them federally operated, the others pri¬ 
vate or cooperative and operating with federal 
aid. Several other agencies have also been es¬ 
tablished to help finance urban homes, to 
bolster up mortgage debts already outstanding, 
and to stimulate building and provide jobs for 
the unemployed. There is no systematic, con¬ 
sistent plan in all these agencies, but perhaps 
they will some day be better coordinated. 

The general trend now, as for the past cen¬ 
tury, is toward more government participation 
in banking functions; and there is no reason to 
anticipate a reversal of it. Whether the govern¬ 
ment will some day take over the entire bank¬ 
ing system, as the socialists demand, is a ques¬ 
tion that we need not discuss here. The general 
temper of the people is so strongly opposed to 
socialism that our effort should be to make our 
present system work better, rather than to try 
to shift to another system. 


QUESTIONS 

1. Discuss the wide prevalence of debt in modern society. 

2. In what ways may credit be classified? Why is consumers’ credit generally viewed with hos¬ 
tility by bankers? Why have they nevertheless entered this field to some extent in recent 
years? 

3. Consumers’ credit is often said to speed up the purchase of goods, and therefore produc¬ 
tion. Show why this is a false notion. Why does the extensive use of consumers’ credit make 
our economy more unstable? What effect does it have on prices? 

4. In what important respect does a loan made by a bank differ from one made by an individ¬ 
ual lender? 

5. Explain how the goldsmiths developed the essential functions of banking. 

6. Describe briefly the business done by each of the different kinds of bai^. Which of them 
‘‘manufacture credit”? 

7. What is a bank reserve? What is its object? Before the establishment of the Federal Reserve 
System, what reserves did a bank need to be perfectly safe against a run? 

8. Before the Federal Reserve System was established, every ba^ was “potentially insolvent,” 
Why? 

9. What were the important defects in the National Banking System? Indicate how the Federal 
Reserve System was designed to correct each of these defects. 
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10. Explain how the Federal Reserve System was designed to control bank loan policies through 
its function of rediscounting for member banks. How effective has it been in this? 

11. Explain the money function of banks. How are checks cleared when they are draMm in favor 
of someone in a distant part of the country? What justification is there for the bank’s charge 
for clearing checks? 

12. How does the use of deposit money tend to increase the instability of the economic system? 
Should we deprive the banks of their power to create and destroy monej^ in this way? 

13. Why were commercial banks investing more and more in government bonds, even before the 
outbreak of the Second World War? Did they prefer government bonds that yielded 2 per 
cent to commercial loans that yielded 6 per cent? 

14. The government borrowed much of the money to finance the war from private banks. Why 
did it not borrow from the Federal Reserve banks and save the interest charge? Why did it 
not print papei money to pay for war materials? Would paper money be more inflationary in 
its effect than bank money (in the form of deposits)? Wiat would happen to the paper 
money after it had been paid out? 

15. Explain open-market operations. How effective have they been? 

16. Suppose a very ingenious and enterprising thief stole the gold stored at Fort Knox and sub¬ 
stituted gilded lead bricks; what difference would it make in our monetary situation as long 
as the theft was not discovered? 

17. What agencies are there to care for long-term savings? 

18. Why has the business of the investment banks declined in recent years? 

19. What have been some of the evil practices of investment trusts? 

20. What is the most serious fault in the life insurance business? What remedy can you think of 
for this? 



Chapter 21. 

Price Levels 


Among the most important causes of eco¬ 
nomic distress throughout modem history have 
been the fluctuations in price levels. The long 
declines following the Napoleonic Wars, the 
Civil War, and the First World War marked 
periods of generally poor business and eco¬ 
nomic distress; and the rapidly rising prices of 
wartime have caused troubles of a different 
kind and for different classes of people. Fur- 
thennore, with the growing complexity and 
integration of our economic system and the in¬ 
creasing prevalence of debt, the evils resulting 
from fluctuating price levels have been increas¬ 
ing. So serious were the results of the price 
decline in the period from 1929 to 1932 that 
some economists began to doubt whether the 
capitalist system could endure long unless such 
fluctuations could by some means be brought 
under control. 

By price level the economist means an aver¬ 
age of prices. Although there is no official com¬ 
putation of aU prices, the United States Bureau 
of Labor Statistics includes wholesale prices of 
nearly a thousand commodities in its compu¬ 
tations. In estimating changes in the price level, 
all prices must be reduced to percentages of 
the prices prevailing in the year that is taken 
as a base. Prices of commodities do not all 
change equally, of course, or in the same direc¬ 
tion; but when we say that the price level has 
risen 35 per cent since 1939, we mean that the 
average rise in the prices of the commodities 
includ^ in the computation has been 35 per 
6ent» There are various ways of computing this 
average rise, but we need not consider them 
here* 


Effects of changing price levels: falling prices 

Changing price levels have their greatest 
effect in debtor-creditor relationships. A de¬ 
clining price level means a rising value of 
money. For example, a decline of 50 per cent 
in the price level means a rise of 100 per cent 
in the value of money; in other words, at the 
end of such a decline, a dollar will buy twice 
as much as at the beginning. During such a 
decline debtors find their debts growing heav¬ 
ier; they must pay a fixed number of increas¬ 
ingly valuable dollars, the equivalent of in¬ 
creasing amounts of goods, to clean up their 
debts and as interest on debts. This is what 
was happening in such periods as 1866 to 1896 
and 1920 to 1932. During the latter period the 
price level fell more than 50 per cent, which 
meant that debts contracted in 1920 and paid 
in 1932 were paid more than twice over, in 
terms of commodities. For some debtors the 
real burden of debt increased even more than 
this. A wheat farmer who put a $1000 mort¬ 
gage on his farm in 1920 when wheat was 
worth $2.50 a bushel might have paid it with 
400 bushels of wheat at that time; but by 1932 
the price of wheat had fallen to about 25 cents, 
and it would therefore have taken 4000 bushels 
of wheat, ten times as numy, to clear the mort¬ 
gage. Thousands of farmers were caught in 
dus situation, and a very large proportion of 
them lost their farms. 

Other debtors suffer similarly from dedining 
prices—businessuien who have incurred debts 
in times of prosperity, and many business cor¬ 
porations. llie debts of corporations are largely 
in the form of bonds whose weidt, like that of 
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otber obligations expressed in dollars, bears 
more heavily as the value of the dollar risesi 
Most of the railroads of the United States have 
large amounts of bonds outstanding, and in 
every serious price decline some of them find 
that it takes all their net revenues to pay the 
interest on these bonds, while others cannot 
meet even this fixed interest charge and are 
forced into receivership, the stockholders losing 
all or most of their investment. Because times 
of falling prices are usually also periods of busi¬ 
ness Stagnation, bonds are a burdensome part 
of a corporation’s capitalization. 

A considerable drop in prices may transfer 
to creditors all the equity that debtors hold in 
their property. Most of the farms mortgaged in 
1920 were mortgaged for only about half their 
current value, but when farm values declined 
50 per cent, the creditors took the farms. The 
debtors lost their half of the land value, and the 
creditors got the farms for half price, because 
the value of their money had doubled. Simi¬ 
larly, bondholders in some business concerns 
were able to take over these concerns, although 
the money originally invested in the bonds rep¬ 
resented only half the value of the properties. 
This sort of thing happened throughout the 
business world, many billion dollars' worth of 
property being transferred from debtors to 
creditors. The total value of the property thus 
transferred cannot be stated, but it was prob¬ 
ably at least 50 billion dollars. There were 
about 250 billion dollars of debts in the United 
States in 1929—^federal, state, county, munici¬ 
pal, corporate, and private—equal to more 
than half the wealth of tlie country. By 1932 
the price level had declined more than 40 per 
cent, which meant that the value of the dollar, 
and the burden of these debts, increased 66 
per cent. If there had been no deductions, no 
losses on these debts, 165 billions of wealth 
(measured in terms of the 1929 price level), 
or more than one-third of the nation’s wealth, 
would have been transferred from debtors to 
creditors in about three years« There were cer¬ 
tain duplications, balances, and deductions, 
however, so that the amount was not as large 
as this; but it could hardly have been less than 
SO billions* This wealth was usually trans- 
tm&it be it noted, from people who had 
iNinittd ft to odkrt who had not earned it at alL 

Stdi eAer cbmes lose in a dedine in the 
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price level. Businessmen, except money lend¬ 
ers, generally lose. Manufacturers lose, not only 
because of the slack demand for goods but b^ 
cause they must buy their raw materials and 
hire their labor at one price level, and sell thdr 
goods, perhaps nine mondis or a year later, at 
a lower price level. Wholesalers and merchants 
generally lose by a decline in sales and by a 
decline in the value of their stocks of goods 
while they hold them. Farmers lose not only 
as debtors but as farm producers, through the 
decline in the price level between the time 
when they plant their crops and the time when 
they sell them; or, if they are raising livestock, 
they may lose even more, because they may 
feed their stock for several years and then sell 
it at a lower price level. Thousands of live¬ 
stock producers were ruined in the price de¬ 
cline of 1920 and 1921. 

Other classes also may lose. Buyers on in¬ 
stallment credit are debtors, and like all debtors 
they generally lose; for as prices decline they 
pay their installments in more and more valu¬ 
able money, and if they complete the payments 
what they have bought has probably declined 
in value while they were paying for it. Where 
the term of payments runs only for a year or 
so, this may not be very serious; but where it 
runs for ten years, as in the case of many build¬ 
ing and loan payments on homes, buyers often 
find it necessaiy to stop payments, perhaps 
with the loss of all they have paid. 

Although life insurance is a form of install¬ 
ment purchase, it presents a different case. As 
the price level declines, policyholders must 
make their payments in more and more valu¬ 
able money; and those who are unable to keep 
up these payments must surrender their poli¬ 
cies, perhaps at some loss in terms of dollars. 
Yet if they surrender their policies for the cash 
surrender value, this value will be in terms of 
the now more valuable money and they may 
lose little or perhaps nothing. If they can man¬ 
age to pay the premiums, and if the price level 
continues to decline until the policy matures, 
they will gain because the payment at maturity 
will be in money v4iich is worth more than the 
money they paid in premiums. Life insurance 
is generally a good investment in a period of 
denning prices, if the insuring Company 
strong enough to survive the dedine and ft die 
Insiir^ ft able to keep up hk peymeuli^ 
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Finany, when political imits<*-KH3unties, 
Cities, states, and nations^-nare in debt, the tax*- 
payers as a class lose through declining prices, 
because as prices fall the taxpayers must pay 
the taxes to cover the debt interest and princi¬ 
pal in more and more valuable money, which 
is the equivalent of higher and higher taxes. 
This has been the situation after practically 
every war in our history. In 1920, for instance, 
after the close of the First World War, the 
federal debt was about 25 billion dollars. 
Within a little more than a year the price level 
fell precipitously nearly 40 per cent, with the 
priictical result of adding 66 per cent to the 
burden of this debt. Somewhat like debts, the 
salaries of public officials and government em> 
ployees are not changed readily, and hence for 
several years they may represent an increas¬ 
ingly burdensome fixed expense to the govern¬ 
ment. 

Who gains from a fall in prices? It might 
appear that the gains should equal the losses; 
but this is not true, because when prices de¬ 
cline, business is likely to be slow, production 
is low, and there is a general net loss in the real 
income of society. The gains are likely to be 
less than the losses; yet certain classes do gain. 
In general, the owners of money or of instru¬ 
ments calling for the payment of money— 
bonds, mortgages, bank accounts, and accounts 
receivable—are the gainers. In the modem 
world not many people hoard money, but in 
periods of financial jitters a few do, perhaps 
keeping it in a strong box or hiding it away 
somewhere, and they gain to the extent of the 
rise in its value. The owners of money in 1920 
and 1921, when prices declined nearly 40 per 
cent, enjoyed an increase of 66 per cent in the 
value of their money. Most savers put their 
money in the bank in the form of a deposit ac¬ 
count or in bonds or mortgages, and they gain 
similarly. As we have seen, bondholders also 
gain. Tlie owners of sound bonds more than 
doubled their wealth between 1920 and 1932, 
just from the increase in the value of money. 
Even in the short period from 1929 to 1932, 
when the price level declined about 42 per 
cent, bondholders received an unearned incre¬ 
ment of almost 70 per cent on their investment. 

Among the conspicuous beneficiaries of fall¬ 
ing prices are endowed institutions, such as 
hospitals, research foundations, colleges, and 


universities, if their investments arC in good 
sound bonds. Some of the great universities 
have endowments running up to 150 millions 
or more, and in the price decline of 1929 to 
1932 those which had invested conservatively 
were in a position of affluence. Others that had 
a considerable proportion of ‘lemons” among 
their investments suffered accordingly. 

Since a falling price level wrecks many 
weaker business concerns, particularly those in 
debt, stronger concerns may gain, in the long 
run, by taking over a larger share of the busi¬ 
ness, even though they lose immediately. Weak 
banks are likely to fail in times of falling prices, 
but strong banks often take over farms and 
business firms that owe them money in such a 
period, and finally emerge with greater re¬ 
sources than ever. This is to some extent the 
process by which strong banks tend to increase 
their wealth and power over business. Laborers 
who are able to keep their jobs also gain during 
price declines, particularly if they are well 
organized, because their wages usually fall 
more slowly than prices; but of course those 
who are thrown out of their jobs suffer greatly. 
It is more than doubtful whether laborers in 
general gain from falling prices. Certain classes 
gain, teachers and government employees par¬ 
ticularly, because salaries are usually reduced 
more slowly than prices drop. Contractors are 
somewhat like laborers, in that if they can keep 
busy during a price decline they may gain, 
because they take contracts at one price level 
and buy their materials and labor somewhat 
later at a lower price level; but the amount of 
work contracted in such times is likely to be 
small, so contractors usually lose. 

Rising prices 

A period of rising prices brings the reversal 
of all this. Most important, of course, is the 
gain to debtors through the decline in the value 
of the dollar in which their debts are expressed. 
In the period of rising prices which began in 
1S96, many farmers were able to pay off their 
debts with ease; and they gained in other ways, 
particularly through the rising price of their 
land. Farmers have a heavy investment in their 
farms, relative to the size of their incomes; 
and changes in the price level, to the extent 
that they extend to land prices, are likely to 
affect them greatly. Other pecqple gain too— 
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fanners as producers, and merchants and most 
businessmen. Stockholders not only may gain 
through the brisk business characteristic of 
such a period, and the fact that manufacturing 
concerns buy their materials and labor at one 
price level and sell their products later at a 
higher level; but if their company has any 
bonded indebtedness, they gain, like other 
debtors, through the declining burden of 
this bonded debt. Taxpayers in general gain 
through the decreasing burden of public debts 
and the fact that many public expenses, such 
as the salaries of ♦^eachers and other govern¬ 
ment employees, do not rise as fast as the price 
level. 

On the other hand, many other classes suffer 
as prices rise; money hoarders, bond and mort¬ 
gage holders, life insurance policyholders 
whose policies mature when prices are high, 
salaried men and women (because salaries rise 
less rapidly than prices), laborers, contractors, 
and public utilities. Public utilities generally 
lose, or perhaps we should say that they do not 
fare as well as they do with stable or declining 
prices, because their expenses rise and they 
may not be able to secure corresponding in¬ 
creases in rates promptly. If people could know 
what is happening during a period of rising 
prices, many of them would not be happy, 
for they are piling up debts and getting into 
the worst possible position for the spill which 
is at the end of the incline, for the reversal that 
surely lies ahead. 

From the above discussion it appears that a 
stable price level is greatly to be desired, that 
any deviation from stability brings distress and 
injustice to certain classes of people. A moder¬ 
ate rise in the price level is not altogether bad, 
however, in its immediate effects. Apparently 
the economic system works better on a slightly 
rising than on an unchanging price level, the 
slight increase acting as a stimulant to business 
activity. One of the most prosperous eras in 
our history was the period from 1896 to 1914, 
when the price level was rising at a rate of 
about 3 per cent annually. A gradual price in¬ 
crease does impose some loss on creditors, but 
creditors are generally people of sufBcient re¬ 
sources to stand a small loss without great suf¬ 
fering; furthermore, in such a period die nomi¬ 
nal rates of interest (the rates quoted without 
allowance for the depreciation in the value oi 


305 

money) are sometimes high enough to make 
up, to some extent, for the declining value of 
money. A much more serious difficulty is the 
fact that such a groimd swell of prices cannot 
last indefinitely, for it creates maladjustments 
within the economy that inevitably bring de¬ 
pression and a recession in prices. 

Interaction of economic factors 

The student must not assume that all the 
distress that accompanies rapid price fluctua¬ 
tions is the direct result of those fluctuations, 
that the price changes came all the evils with 
which they are associated. In a sense they do 
cause these evils; but fluctuating price levels, 
characteristic of the cycles of prosperity and 
depression, are themselves the results of other 
conditions that develop in business cycles. For 
instance, falling prices may help to cause bank 
and business failures; but bank and business 
failures in turn have their effect on prices. The 
case is not one of simple cause and effect, but 
of interacting cause and effect. 

Perhaps this will seem an overlong discus¬ 
sion of shifting price levels, but the importance 
of the problem justifies a fairly full discussion. 
Changing price levels have been responsible 
for the making and losing of fortunes, the trans¬ 
fer of billions of doUars of wealth from one 
class to another, the loss of the homes and sav¬ 
ings of millions of helpless people and the vast 
unearned gains of others, and injustice and 
hardship that would be hard to picture. Hence 
it is not surprising that the government is mak¬ 
ing every effort to discover how to keep price 
changes under control. 

The price level a problem in price 

determination 

Coming now to the consideration of the 
forces determining the price level, we face one 
of the most controversial questions in eco¬ 
nomics. Broadly speaking, we may say that this 
is another illustration of the law of demand and 
supply, but one that works in a manner the 
reverse of that studied in earlier chapters on 
price. The price level represents the value of 
money in reverse. When prices are high, the 
value of money—in terms of commodities ex¬ 
changed for it—is low; and when prices are 
low, the value of money is high. The determi¬ 
nation of the price levd thus becomes a prob- 
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bias deten^^ value of mcmey; and 
value of money^ like the value of anythkig 
dise, is detennined by demand and supply, the 
demand being represented by all ^ com¬ 
modities or services oiGFered in exchange for 
money. An increase in the number of com¬ 
modities offered in exchange for money will 
tend to raise the value of money, will lower 
the price level; and an increase in the supply 
of money will tend to lower the value of 
money, wiU raise the price level. Most students 
will find it difficult to follow this reasoning 
because here money is on the supply side of the 
equation, whereas in most value or price analy¬ 
sis, commodities are the supply, and money is 
the medium through which the demand is 
expressed; yet this analysis is fundamentally 
correct. Our analysis, although essentially the 
same, will be more easily understood if we 
put it in the form of the Quantity Theory of 
Money; 

MV -f M'V' _ p 
T 

In this equation M, money, includes cash of 
all kinds actually circulating as money—gold, 
silver and paper—but not hoarded or **steri- 
lized"' money, as for instance the gold in the 
vaults at Fort Knox. It does not include cash 
reserves held by banks, or the gold and silver 
held against gold and silver certificates or other 
forms of paper money, for this gold and silver 
do not circulate as money. 

V is the velocity of the circulation of money, 
the number of times it is used in a given period 
in the purchase of goods. If people keep little 
money on hand but spend it quickly when they 
receive it, its velocity will be high; but if they 
keep considerable amounts on hand, delay 
spending what they have, its velocity will be 
low. Doubling the velocity of money--dou- 
bling the number of transactions it effects— 
would have the same effect on the price level 
as doubling the amount of money. The velocity 
of money depends on a great many factors 
which can only be mentioned here. It is af¬ 
fected by the stage of development of the 
finance system of the community or country, 
being low in those whkh lack well-develop^ 
banks and other financial institutions. It was 
generally low in medieval times and in pioneer 
communities in the United States^ and it is 
Mw in France than hi the United States to* 


day. The velocity of money is likely to be low 
in communities in which money payments are 
made at long intervals, because the people are 
likely to hold their money longer. It tends to be 
lower where money receipts are irregular than 
where they are regular, for people will be im¬ 
pelled to keep more money on hand when they 
are not certain how soon they will get more. 
For this reason, the velocity is likely to be 
higher in a labor community where men are 
paid every week than in a farm community 
where much of the income is received in a 
certain season and must last until the same 
season next year. Finally, the velocity is likely 
to be greater in times of optimism than in de¬ 
pressions. People are inclined to spend freely 
in times of optimism and rising prices, partly 
because they see prices going up and partly 
because they feel confident that they will get 
more money presently; but this is reversed dur¬ 
ing business depressions. 

M' indicates bank demand deposits, which 
represent purchasing power as truly as cash, 
so definitely so that they might have been in* 
eluded in M. The amount of bank deposits, 
which arise largely from loans, depends on a 
great many factors, most of which we have 
already considered. In the first place, it de¬ 
pends on the percentage of reserves required 
by bank laws. In the second place, it depends 
on the conservatism or recklessness of bankers, 
and, in the third place, on the general efficiency 
of the banking system. The creation of the 
Federal Reserve banks, which hold heavy re¬ 
serves ready to aid banks in distress, greatly 
reduced the size of the reserves needed by 
banks and increased the amount of deposits 
that they could safely create. In the fourth 
place, as we have already noted, the amount of 
deposits depends to some extent on the willing¬ 
ness of businessmen to borrow, and this de¬ 
pends on business confidence, on the oppor¬ 
tunities for investment, which in turn depends 
on a vast number of factors that cannot be dis¬ 
cussed here. During World War II, the de¬ 
posits depended largely on the amount of loans 
to the government. 

V% die velocity of bank deposits, depends 
on somewhat the same factors that determine 
V: the general habits of the people with respeot 
to spending and)ihoarding, Ae effidency of the 
banking and togu* 
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larity of money receipts, and die optiniism of 
the busmess community. 

T represents “the physical volume of goods, 
services and securities sold for money in a 
given area during a specified period of time,” 
and includes everything that is sold for money, 
counted every time it is sold.^ Here is the de¬ 
mand for money, in our upside-down demand 
and supply theory of the value of money which 
is the reverse of the price level. Tlie greater the 
quantity of things bought with a given flow of 
money, the lower will be the price level; and 
the smaller the quw ntity of things bought with 
a given flow of money, the higher will be the 
price level. Obviously a vast multiplicity of 
factors affects the volume of goods. The gen¬ 
eral physical productivity of the country is of 
course a constant factor, itself determined by 
the size, health, energy, and intelligence of the 
people, the business energy of its entrepre¬ 
neurs, the knowledge of its scientists and tech¬ 
nicians, the richness of its natural resources, 
and the supply of capital equipment. The 
volume of goods bought is also affected by the 
extent to which production is specialized, be¬ 
cause specialization generally increases both 
production and the average number of times 
that each good is sold. When, for instance, the 
housewife clipped the wool from the sheep on 
the farm, spun it into yam, and knitted the 
yarn into socks for her family, goods were pro¬ 
duced, but no money was used in any of the 
transactions. When the business became spe¬ 
cialized—one man raising the sheep, another 
spinning the wool into yam in a factory, an¬ 
other making the yam into socks, a wholesaler, 
a retailer, and a consumer in turn buying the 
socks—^money was used at each step. Integra¬ 
tion bf industry, on the other hand, tends to 
areduce the demand for money, and so to re¬ 
duce its yalue and raise the price level. When 
a siiigle integrated company produces crude 
oil, refines it, transports it, and sells it to the 
consumer, no money is likely to be used in 
transferring the product from one branch of 
the company to me other, whereas if the pro- 
duc^g, refining, transporting, and selling were 
done by separate cancems,^ each transfer of 
the product would call for the use of money. 


The physical volume of goods is afiectod by 
certain other factors which vary considerably 
from time to time, perhaps with die amount of 
business activity. The amount of unemploy¬ 
ment, of labor and of capital, of course affects 
the volume of goods sold, as does also the 
amount of new security issues and the number 
of times they are sold, and the extent to which 
goods are bartered.® 

P is the level of prices established by our 
equation. It has already been defined. 

Validity of the price equation 

This is our price equation then. In brief it 
means that the amount of purchasing power 
(AfV-f M'V'), divided by the number of 
things purchased (T), equals the price at 
which they are purchased. Stated thus, it is 
so obviously tme as to be a tmism. It is like 

saying that = 4. The difficulty emerges 
3 

when we try to evaluate the factors and to 
figure out all the complex interactions among 
the six factors, M, V, M', V', T, and P. 

The naive Quantity Theory of Money 

In a simple and naive interpretation of the 
Quantity Ibeory, money (M) is assumed to 
be the important factor, the star in the drama; 
changes in the price level are assumed to re¬ 
sult mainly from changes in the amount of 
money. Credit (M') is assumed to change pro¬ 
portionately with the change in money, be¬ 
cause the banks normally carry a certain per¬ 
centage of reserves against deposits, and 
changes in the supply of money will bring 
proportional changes in the amount of de¬ 
posits. W hile transitionally^ in the shift from 
one price level to another, the velocities of 
money and credit will change, they will tend 
presently to return to their former level; and 
of course any changes in the volume of trade 
(T) are assumed to affect the price level. The 
amount of money is the important factor, the 
causal factor, according to this theory. 

This naive theory was best formulated by 
Irving Fisher, and with some qualifications it 
was at one time accepted by many economists. 
In its simplest form, with almost the entire 


^ Lester A. &ai^er. An Introduction to Monetary Theory, p. 41. 

^One of (he^bost ^Ussibn^ of the Quantity Theoiy Is to be found to Oumdler^s book tost cited. 
analysis is being followed to some extebt to the present chapter. 
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emphasis on money, it, was held by George F. 
Warren, who was one of President Franld^ D. 
Roosevelt’s advisers on monetary policies. War* 
ren believed that fluctuations in the price level 
were largely due to changes in the supply of 
gold. For long swings in prices, such as the 
price increases from 1848 to 1860 and from 
1896 to 1914, and the price decline from 1873 
to 1896, most economists concede that the 
money (gold) supply had a great influence, 
although money was only one factor in these 
changes. The amount of gold money was actu- 
ally increasing between 1873 and 1890, but 
the volume of trade was increasing even more 
rapidly with the rapid growth in Ae country’s 
population and wealth, and the result was a 
decline in the level of prices. Perhaps most 
economists would agree with Fisher’s theory 
that in “normal periods,” that is, when there 
is a long enough time for the factors to exert 
their full influence, money is fundamentally 
important; but there is evidence that the effect 
of an increase in the supply of money may not 
become apparent for several years. For ex¬ 
ample, gold production began to increase rap¬ 
idly in 1891, but the price level continued to 
fall for five years afterward, until 1896. From 
1896 to 1914 prices rose steadily, as we can 
see in Fig. 37. 


The naiVe Quantity Theory of Money does 
not take into consideration all the complexities 
of the problem, however, particularly for short 
periods and rapid fluctuations. An increased 
amount of money might not all go into circu¬ 
lation if the people were uncertain or fright¬ 
ened as to the outlook; and as reserves in the 
banks the money might not result in an ex¬ 
pansion of deposits if the banks were fearful of 
lending or if businessmen did not wish to bor¬ 
row. Such a situation existed generally from 
1930 to 1940. Changes in the amount of money 
might not provide the initial impetus for a 
change in prices; this might come rather from 
a revival of business confidence and an ex¬ 
pansion in credit. There is always a tendency 
for the factors to reach some kind of equilib¬ 
rium, with interactions of cause and effect, but 
this tendency is never fully realized because 
new forces enter into the situation before a 
stable equilibrium can be reached. An increase 
in money, if it initiates a rise in prices, is likely 
to increase the velocity of the circulation of 
money and the amount and velocity of credit, 
all of which tend to raise prices further; but 
on the other hand all this is likely to increase 
the volume of trade, which will tend to retard 
the rise in prices. 

A price rise, instead of being merely a pas- 
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Fig. 37. Wholesale Prices, AH Commodities, Yearly Average. (1926 «= lOO^) (From Temporaiy National 
Economic Committee, HeaHngt, Part p. 11023.) 
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sive element, the result of the action of the 
other factors, may itself be a causal factor that 
acts on the others. If the rise is believed to be 
only temporary, it may bring a reduction in 
bu 3 dng, and so in production and volume of 
trade; but if it is thought likely to continue for 
a long time, it may further increase the volume 
of trade, since people will presently begin to 
buy speculatively, and it wil also tend to in¬ 
crease the velocity of money and the amount 
and velocity of credit. Finally, a long-continued 
and considerable rise in prices is likely to have 
an influence on L e amount of money in a 
country that is on the gold standard. As prices 
rise—as the value of the dollar falls—gold 
mining becomes less profitable, and so a long- 
continued price rise tends to reduce gold pro¬ 
duction and to slow down the increase in the 
stock of gold money, thus retarding or perhaps 
stopping the rise in prices. This happened in 
the later years of the First World War and 
continued until 1920; the reverse of this was 
seen during the Great Depression when prices 
fell so low—^when the value of gold rose so 
high—^that gold mining became profitable 
again and gold production staged a spectacular 
comeback. 

For short-run fluctuations in the price level, 
particularly those related to the business cycle, 
most monetary authorities do not regard the 
naive Quantity Theory of Money as very sig¬ 
nificant. They tend to give more emphasis to 
such factors as business confidence, bank loans 
and deposits, savings and investment. Careful 
discussion of these will be reserved for the next 
chapter. For the present it will suffice to say 
that when businessmen have confidence in the 
business outlook they borrow freely to expand 
operations or to engage in new enterprises, 
and this borrowing involves the creation of 
bank deposits and leads to a rise in prices; but 
when they lack confidence, they try to reduce 
loans—or the banks insist on this—^thus re¬ 
ducing the amount of deposit money and de¬ 
pressing the price level. 

Relation of savings to investment 

The relation of savings to investment has 
been heavily emphasized in many recent dis¬ 
cussions of the price level. As either cash or 
bank deposits, savings tend to withdraw money 
from droulation. Savingsdn cash are subtracted 
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from the amount of money in circulation; if 
deposited in the bank they tend to build up 
idle reserves; and if used to pay debts th^ 
reduce the amount of bank deposits and so re¬ 
duce prices. Investment, on the other hand, 
puts money into circulation. When a business¬ 
man builds a new plant or buys new equipment 
or machinery or expands his operations in any 
way, he puts money, cash or deposit money, 
into circulation through the purchase of labor 
and materials. If savings and investment are 
equal, the amount of money and bank deposits 
should not change, and prices should likewise 
remain unchanged; if savings exceed invest¬ 
ment, the amount of money in circulation, in¬ 
cluding bank deposits, declines and prices fall; 
and if investment exceeds savings, the excess 
investment being financed through bank loans, 
bank deposits increase and prices rise. 

Schemes for controlling the price level 

People have never borne the distress and 
injustice caused by changes in the price level 
without complaining and urging remedies. In 
the long slide from 1873 to 1896, bimetallism 
was the remedy most commonly advocated; in 
the persistent rise from 1896 to 1920, Fisher's 
‘‘compensated dollar” was the most widely dis¬ 
cussed remedy; and in the price recessions of 
1920 to 1921 and 1929 to 1933, the compen¬ 
sated dollar and a wide variety of other pro¬ 
posals were urged and debated up and down 
the land. The compensated dollar has received 
so much attention that it merits some analysis, 
particularly since it was the basis of some of 
the monetary legislation of the New Deal. 

The compensated dollar 

The compensated dollar plan was a scheme 
for keeping the price level stable by regulating 
the number of dollars through varying the 
weight of the gold dollar. Thus if prices tended 
upward, the assumption would be that there 
were too many dollars; hence the wc'ight of the 
dollars would be increased in order to reduce 
their number. If the price level started to de¬ 
cline, it would be assumed that diere were too 
few dollars, and this would be corrected by 
reducing the weight and so increasing their 
number. Dollars of different sizes could not 
be circulated, for according to Gresham's Law 
the smaller would drive the larger out of cir- 
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ouhtioii; diey would not even be coined. The 
gold would be held as bullion in the Treasury, 
and against it would be issued certificates re¬ 
deemable on demand in varying amounts of the 
metal. Actually it was a scheme for buying and 
selling gold at prices that varied with the price 
level. 

It is evident that the plan for a compensated 
dcdlar is based on the naive Quantity Theory 
of Money, and that it can be sound only so 
far as that theory is valid. To the extent that 
money is the important causal factor in price 
changes, altering the amount of it might be 
efiecdve in a sufficiently long time. For such 
a long price increase as that of 1896 to 1914, 
perhaps a compensated dollar would be more 
or less effective. Changing the weight of the 
gold dollar would inde^ alter the number of 
^^bookkeeping dollars*' in the country, but it 
would not change the number of dollars in the 
hands of buyers very quickly. As reserves in 
the banks, more dollars would increase the 
amount of ofedit that the banks could extend, 
but the amount that they actually would ex¬ 
tend will depend on their willingness to lend 
and on their customers* inclination to borrow. 
A reduction in the number of dollars would 
force banks to restrict loans only if they had 
lent up to the limit set by their reserves; and in 
recent years few banks have been in that situa¬ 
tion. The relation of money to bank ciedit is 
not as definite as the naive quantity theorists 
have assumed. 

Other objections to the compensated dollar 
can be considered only briefly. A constantly 
shifting dollar would be a serious difficulty in 
the setttlement of international obligations. 
Such settlements involve a calculation of the 
relative amount of gold in the moneys of differ¬ 
ent countries; and if the weight of our gold 
dollar were constantly shifting, it would inject 
an element of instability into foreign trade. Per¬ 
haps more important is the political difficulty 
of administering a compensated dollar scheme, 
for any commission entrusted with adjusting 
the weight of the dollar would be subjected to 
pressure fixun various economic groups. Fur¬ 
thermore, the compensated dollar could not 
have much effect on the hectic price declioes 
iuring a crisis, for these dedines are part of a 
general unsettling of values, reduction of bank 
looBSi; liquidation debts, and loss business 
ccmfidence. 


One of die arguments against the scheme is 
our own experience with it. When President 
Roosevelt took office in March, 1933, the coun^ 
try was in the depths of the worst depression in 
its history. Prices had been dropping precipi*' 
tately from the levels of 1929, banks were 
ing by the hundreds and all were closed within 
a few days after the President entered the 
White House, debtors were being expropriated 
by the tens of thousands, and some fifteen mil* 
lion men were out of work. Sound money-— 
the gold standard—^had been maintained stub¬ 
bornly while the country was sliding into this 
condition; and rather naturally there was a 
widespread belief that the monetary standard 
was at fault and an insistent demand that some¬ 
thing be done to bring prices up again. Under 
these circumstances J^esident Roosevelt hap¬ 
pened to come under the influence of George 
F. Warren, a follower of Fisher and a firm be¬ 
liever in the naive Quantity Theory of Money 
and the compensated dollar. The result was the 
adoption of something like Fisher*s scheme in 
1933 and 1934. 

Under this plan the mint price of gold—^the 
price at which the government bought gold— 
was raised from $20.67 to $35 per ounce, 
which meant that the size of the gold dollar 
was reduced from 23.22 grains of i^e gold to 
13.71 grains. This was assumed to increase the 
number of dollars in three ways. In the first 
place, it divided up the existing gold stock into 
smaller dollars; in the second place, the high 
mint price of gold, which amounted to an over¬ 
valuation of gold as compared with the mint 
prices of other countries, was sure to bring a 
heavy flow of gold from all over the world; 
and in the third place, this high price of gold 
was expected to revive the gold mining in¬ 
dustry throughout the world, with a resulting 
increase in gold production and much of the 
world’s gold flowing into the United States 
mint. 

This monetary legislation should loghally 
have raised the price level in this oountzy; 
deed, if we had remained on the gold standard 
and gold had been permitted to floW into tbn 
banks and swell their resaves, it mi^t have 
caused a dangeeous price inflation. It might 
have done this rather promptly too, because 
the reduction in the stm of the gold dollar 
amounted to sevanl 

billions in the gold supply; but this was largely 
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evaded by the^ policy of going oflF the gold 46 billions in June, 1934, to 141 billions in 

standard and sterilizing” much of the new December, 1944, most of this increase coming 

gold in the vaults at Fort Knox. Prices did in the war years. In its purchase of war ma* 

rise somewhat, but whether this was due to the terials the government put out money at a 

gold policy or whether they would have risen tremendous rate, total money in circulation 

anyhow cannot be answered with certainty. It rising from 6.5 billions in January, 1938, to 26 

is probable that this policy did have the eflFect billions in May, 1945. Along with this increase 

of raising the price level to some extent. in money went a marked increase in the ve¬ 

locity of money and credit, while, on the other 
War prices hand, the volume of goods for civilian use was 

During the Second World War, as in all big steeply curtailed by the rapid conversion of 

wars, the price level rose rather rapidly to a industry to war production. How long the pres- 

level, in 1944, 36 per cent above the 1935— ent inflationary situation will last is difficult to 

1939 average, according to government esti- predict. If the experience after other great wars 

mates. Actually, it probably rose more than is to be repeated, we shall have perhaps a few 

this, for the official figures were conservative. years of high prices, or even rising prices, fol- 

The government put billions of dollars into lowed by a drastic deflation and a long period 

circulation, a large proportion of it borrowed of declining prices and stagnant business; but 

from the banks. Bank deposits, largely created the government will use every means at its 

through loans to the government, rose from disposal to prevent the price decline. 

QUESTIONS 

1. What classes gain in a period of rising prices? Why, in each case? What classes lose? Why, 
in each case? Do the losses and gains exactly balance in periods of rising prices and in peri* 
ods of falling prices? Explain why or why not. 

2. A slightly rising price level tends to stimulate business. Why? 

3. “If all prices, and debts as well, declined equally in periods of rising or falling prices, price 
changes would not be a very serious evil.” Do you agree? Are monopoly prices, which 
change little and tardily, a vicious influence in times of price changes? W^at is the effect of 
heavy debts? 

4. Between 1873 and 1896, wholesale prices declined nearly 3 per cent annually. What was 
the actual rate of interest paid by a farmer on a 7 per cent mortgage? 

5. The determination of the price level is an illustration of the law of demand and supply. Ex¬ 
plain it in that light. 

6. Arrange MVTPV'M' to state the Quantity Theory of Money. What factors determine each of 
these? 

7. Which of the factors in the Quantity Theory of Money was largely responsible for the fall in 
the price level from 1873 to 1896, and for the rise from 1896 to 1914? What factor or fac¬ 
tors operated to cause the drastic decline of 1929 to 1932? 

8. Is the savings-investment theory of price changes consistent with the Quantity Theory of 
Money? Explain. 

ft. Why did the reduction in the size of the gold dollar fail to raise the price level very much? 
Manipulation of the gold dollar is calculated to affect only what kind of price fluctuations? 
Would it probably have had any marked effect on the price decline of 1929 to 1932, or on 
the rise in prices since 1939? ^^y or why not? 

10. How effective are Federal Reserve bank policies likely to be in stabilizing the price level, 
such policies as changing rediscount rates or raising or lowering reserve requirements? 

11# Suppose the government taxes heavily and pays off the federal debt to the banks rapidly; 

what will probably be the effect on the price level? 

12# In the two years ending December 31, 1943, bank deposits throughout the country rose 
most 41 per cent. What did those deposits repres^t? Did they have anything to do with the 
rise in prices during that period? 



Chapter 22. 

Business Cycles 


In much of our discussion we assume an 
economic system which in general and in the 
long run tends to work in such fashion that 
nearly all labor is hired at prevailing wages, 
nearly all capital is employed in production, 
nearly all savings are invested in durable capi¬ 
tal, and nearly all products of industry are 
bought at the prices set in the market. We also 
assume that there are forces tending toward 
stability, that the economic system works with 
reasonable steadiness. For some purposes all 
this is justifiable. The long-run tendencies are 
fundamentally important. In this chapter, how¬ 
ever, we must consider the fluctuations, the 
economic St. Vitus's dance, the fever and ague, 
the recurrent ups and downs with which our 
economic system is perennially affected; and 
we must recognize that these cycles are not 
mere accidental phenomena, due to flaws in 
the system, but are natural and apparently 
inevitable in a capitalist economy. We are 
never in a normal or stable economic condi¬ 
tion; we are usually moving up or down, from 
prosperity to depression or from depression to 
prosperity, a little like the rider on a scenic 
railway in an amusement park. Even when for 
a few years we seem to be enjoying stable 
prosperity or suffering chronic and stable de¬ 
pression, underlying forces are always chang¬ 
ing in such a way as to bring different con¬ 
ditions. 

Types of cycles 

There are a number of different cyclical 
variatkms in business activity. Major cycles, the 


type with which we are mainly concerned, 
usually run from eight to ten years, although 
they may vary considerably in length. There 
have been some fifteen or sixteen such major 
cycles since 1812. In recent years, economists 
have outlined shorter fluctuations of three to 
five years' duration, two or three of these com¬ 
ing within the limits of a major cycle. These 
minor or interrecessional cycles ordinarily do 
not bring severe crises and business stagnation, 
and we shall not refer to them again. A few 
economists have asserted that there is evidence 
of cycles as long as fifty years or so. Spiethoff, 
for example, divides the span of almost a cen¬ 
tury, 1822 to 1913, into four periods: 1822- 
1842, a period of generally poor business con¬ 
ditions, including two business cycles in which 
the depression phases were longer than usual; 
1843-1873, a period in which times were gen¬ 
erally good, with several cycles in which the 
prosperity phases were unusually long and the 
depression phases unusually short; 1874-1894, 
a period of generally bad conditions, with de¬ 
pression predominating; and 1895-1913, a 
period of unusual prosperity generally, includ¬ 
ing two and a half cycles with only mild de¬ 
pressions. This period might well be extended 
from 1913 to 1920, because this was a period 
of war prosperity. Thus the history of about a 
century was marked by two long swings down¬ 
ward and two long swings upward; but the 
significance of these oscillations is not dear 
and we shall not consider them further, hi this 
chapter we are concerned only with the major 
cycles of ten years, more or less. 
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Business cycles run through the successive 
phases of depression, revival, prosperity, crisis, 
recession, and depression in varying periods of 
time, with varying degrees of prosperity and 
depression, and with varying conditions as to 
price behavior, credit expansion and contrac¬ 
tion, employment, and retail sales. No two 
cycles have been exactly alike; yet all show so 
many common traits that we can draw a 
general picture which will fit them all with 
fair accuracy; we shall do this before we take 
up the various theories as to the causes of 
cyclical fluctuatioi. 

The depression phase 

In beginning with the depression phase, we 
must for the present take the depression situa¬ 
tion for granted, since we have not seen how 
it developed; that will be described later. We 
must content ourselves here with noting that 
in this phase there are many unemployed la¬ 
borers and idle factories, with many of tlie 
industrial plants in need of repairs and replace¬ 
ments and below normal in their stocks of raw 
nlaterials. Retailers who have not failed have 
allowed their stocks of merchandise to fall as 
low as diey dare, as have also wholesalers; and 
retail sales are below normal, with much hand- 
to-mouth buying, A great many business con¬ 
cerns have been through the bankruptcy 
courts, and many debtors have either paid 
their debts or been closed out. There is some 
hoarded money, and banks have large cash 
reserves and a small amount of outstanding 
loans. Wages are generally low and interest 
rates are below normal; business profits have 
been and still are low, and the business atmos¬ 
phere is pessimistic. 

It is clear tliat we have here the conditions 
out of which revival may come, once the initial 
fillip is given. Inventories of retailers, whole¬ 
salers, and manufacturers being low, any in¬ 
crease in demand will bring increased buying 
and increased production; debts have been re¬ 
duced; banks, with loans reduced; and with 
large cash reserves, are in a position to extend 
credit freely when confidence reappears and 
businessmen want to borrow; wages and inter¬ 
est rates being low, production can be ex¬ 
panded at low cost. The “makings’' of a revival 
are here; but what gives the initial impetus to 
recovery is a disputed question. 
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The revival phase 

The first step out may come from an increase 
in the expenditures of producers—^manufac¬ 
turers and industrial concerns—or of consum¬ 
ers. In some cases it is apparently the develop¬ 
ment of some new industry, the opening up of 
some new investment opportunity. Probably 
the rapid growth of the automobile industry 
had something to do with the revival from the 
depression of 1920 to 1921. Or, when the in¬ 
terest rate falls low enough, a few farsighted 
businessmen may see that it is a good time to 
make factory repairs or replacements or to re¬ 
sume operations in some line of business, and 
thenr expenditures may start the cycle of im¬ 
provement. Perhaps the first blush of jocund 
morn may come from a revival of consumer 
spending, for some consumers will have been 
accumulating cash or bank balances during the 
depression, and they will begin buying when 
they think prices have reached bottom. Others, 
although probably not very many, will have 
completed payment of debts Jind will be able 
to buy more than before; and still others who 
have been hoarding money will decide to 
spend part of it. Sales of some kinds of goods, 
groceries for instance, do not decline very 
much in depression times; but sales of more du¬ 
rable consumers’ goods, such as homes, house 
furnishings, and automobiles, may decline con¬ 
siderably because consumers can get along for 
some time without buying them. Eventually, 
however, if those who have funds believe that 
there is no probability of further price declines, 
they will begin buying again. 

The prosperity phase 

Wliatever the exact nature of the force or 
forces that serve to start the revival, once it 
begins it tends to develop strength. An invest¬ 
ment by producers, in either repairs, replace¬ 
ments, or new plant, will provide more employ¬ 
ment for labor, more wages, which \vill in¬ 
crease the demand for consumers’ goods; and 
this in turn will stimulate production of con¬ 
sumers’ goods, with increased disbursements 
of wages, and in turn further increases in the 
demand for consumers’ goods. This increase in 
the production and sale of consumers' goods 
may go on for a time without much increase in 
prices, because there is a large supply of un¬ 
employed labor which can be hired without 
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raising wages. Manufacturers who have been 
produciog at part capacity can expand to full 
capadty at no increase in costs> and in some 
cases at decreasing cost. The banks which 
called in loans during the early part of the 
depression now have heavy ca^ reserves 
which will enable them to advance credit on 
adequate security, and they will be anxious to 
do tins, because idle reserves earn nothing. 

For a time the revival may proceed in this 
way, with only a moderate rise in prices. Un¬ 
til most of the unemployed laborers are again 
employed and the demand for bank loans raises 
the rate of interest, the expansion of produc¬ 
tion is unlikely to bring a marked rise in the 
price level. When the most efScient laborers 
have been hired, however, and bank loans ap¬ 
proach the limits set by available reserves, 
wages and interest tend to rise. In such a situa¬ 
tion employers must hire less e£Bdent laborers 
or bid against each other for the more capable 
workmen, thus raising wages; and the banks 
are likely to raise the rate of interest. But profits 
are still high. Producers hire their labor and 
Imy their raw materials at one price level and 
sell their products later at a higher price level; 
consumer demand is strong, retailers and 
wholesalers are pospering, money is circulat¬ 
ing rapidly, and optimism prevails. 

During the period of prosperity, expansion 
is parti^larly rapid in the production of capi- 
tal-*new plant and equipment—and in dura¬ 
ble goods generally, in accordance with the 
princifjlle ^ acceleration. According to this 
principle, changes in the demand for finished 
goods bring more than proportionate changes 
in the demand for the capital used to produce 
those goods. For a simple explanation of this 
principle, let us assume that the value of the 
aimual output of cotton sheeting is 100 million 
dollars, and tiiat the cost of the capital equip¬ 
ment required to produce this is 500 millions, 
10 per cent of which mmt be replaced every 
year, at a cost of 50 millions aimually. Assum¬ 
ing full prosperity, with no idle plant and 
equipment, suppose that the demand for cotton 
sheeting rises 10 per cent, or 10 million dollars. 
This call for tire production of 50 million 
d^ars^ worth of new plant and equipment, 
which, added to the 50 millions in necessary 
r^Iaoement, will amount to 100 million dot- 
100 per :oent increase hi the annual 


production of capital resulting horn a 10 per 
cent increase in the demand for cotton sitt¬ 
ing. Something like this happens also in the 
case of such durable goods as homes and apart¬ 
ments and, less clearly, in accumulations of 
stocks of goods. 

There are other reasons too, why, in the 
prosperity phase of the cycle, expenditures for 
capital equipment rise more rapidly than ex¬ 
penditures for consumers* goods. In the first 
place, expenditures for consumers’ goods do 
not decline so much in the recession. Produc¬ 
tion of capital equipment may fall almost to 
zero in a time of deep depression. In the sec¬ 
ond place, investment in capital equipment 
will be made only in a period of strong business 
confidence, such as characterizes the prosperity 
phase. A man does not need great confidence 
to buy a suit of clothes, which will wear only 
a year or so at best, or even to buy an electric 
refrigerator, which, although it should last ten 
years or more, does not have to pay for itself 
commercially; but a businessman who invests 
funds, perhaps in part borrowed, in a factory 
which should stand for half a century and in 
equipment which should last at least ten years 
must have confidence that this equipment will 
repay its cost with interest. This confidence 
characterizes the prosperity phase of the cycle. 

As the expansion gains momentum, specula¬ 
tion plays a more and more important part, 
with the result of further speeding up the busi¬ 
ness tempo. When prices have been rising for 
some time, businessmen come to anticipate 
further increases; merchants and wholesalers 
buy ahead of actual needs and accumulate 
large inventories of goods; manufacturers pile 
up heavy stocks of raw materials, and some¬ 
times of finished goods; consumers buy freely, 
more and more of them resorting to installment 
credit. Not only commodities but stocks, land, 
homes, and business property are bought spec¬ 
ulatively, in part on borrowed money, the 
stocks on mar^, the real estate on mortgages; 
and as long as the prices of such things rise, 
speculator buyers feel that all’s well with the 
world, and spend their money freely, and fre¬ 
quently bonrowed money as wdU, ^us giving 
added strength to die demand for consumers’ 
goods and hdping to raise prices. 

In some types ^ {peculation, conditioiis de¬ 
velop toward die end qi the boom which make 
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a recession inevitable, once tbe upswing is 
stopped* Speculators in stocks, farm land, and 
urban real estate bid up prices to a point higher 
than the current yields of such property justify, 
to a point where it is worth so much only as 
long as it is rising in price. The price represents 
to some extent a capitalization of future in- 
oreases in price* At the peak of the boom in 
1929, many stocks were selling at prices so 
high that they yielded only 2 per cent on their 
purchase price, which was about half the nor¬ 
mal rate of interest. As long as the purchasers 
could expect a furiher appreciation of 2 per 
cent in the prices, they could count the stocks 
a good investment; but when their prices 
ceased to rise, they were immediately worth 
only half the prices at which they had been sell¬ 
ing. Inevitably stock prices begin to decline as 
soon as they stop rising. Land speculation is not 
so closely tied to the business cycle as stock 
speculation, but at times it has had some in¬ 
fluence, and the same situation develops. Here 
we see one of the reasons why a boom must 
always bring a recession. 

Through the building, of capital equipment, 
speculative purchases, and otherwise, during 
the prosperity phase, the amount of credit 
(debt) increases. Builders of new capital 
equipment may borrow from banks, or they 
may issue stocks or bonds and so secure their 
funds from the investing public. Many mer¬ 
chants and wholesalers borrow from the banks 
to enlarge their stocks. Speculators in stocks 
pay part of the purchase price of the stocks— 
much less than half, in most cycles of the past 
—^and the rest is provided by the banks; spec¬ 
ulators in land pay a part of the purchase price 
in cash, and the rest is provided, through mort¬ 
gages, by the sellers; consumer buying is 
financed partly through installment credit pro¬ 
vided by retailers, who in turn may rely on the 
banks. In various ways the amount of credit 
(debt) is ea^anded. Bank credit is expanded 
not only because of the increasing amounts of 
goods tou^ with credit, but also because of 
the hitler prices at uduoh those goods are 
fsought 

Credit for expandipig business comes largely 
feom fhe jbanks; but this does not mean that 
die banlu are ‘^inflating” credit to the entue 
detent of their loans, for there is some saving 
of ^ cycle* If die total sav¬ 
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ings were equal to the amount of credit ex¬ 
tended, there would be no inflationary tieaiden- 
cies; moreover, savings may be unusually large 
in the prosperity phase, since the amount saved 
depends largely on the size of incomes, and in¬ 
comes are high. When the amount of credit 
extended is in excess of savings, however, the 
banks are presumably increasing purchasing 
power, with a consequent tendency to hi^er 
price levels. As the banks approach full ex¬ 
tension of loans, interest rates also tend to 
rise. 

Toward the end of the prosperity phase 
everything seems rosy. Businessmen are mak¬ 
ing profits; die banks, with heavy loans out¬ 
standing, iire doing well; business failures are 
rare; most of the working people are employed 
at good wages; consumers are buying freely— 
“$50 down, and the rest in nominal payments” 
—debtors in general are cheerfully oblivious of 
their debts or even adding to them; speculators 
are piling up paper profits and dreaming of 
new sallies in Wall Street; farmers are prosper¬ 
ing, buying more land, and signing new mort¬ 
gages. Rosy optimism has replaced the indigo 
pessimism of the depression stage. 

The crisis phase: the beginning of the 

recession 

It is a beautiful world, in this last part of 
the prosperity phase; but it cannot last. Why? 
What is it that causes a reversal in the business 
trend? Here we cannot be certain of our an¬ 
swer, for the theories of the authorities are 
not in complete agreement, and the forces 
that turn prosperity to crisis and depression are 
not always the same; but a few general con¬ 
clusions will receive the approval of most stu¬ 
dents of business cycles. 

For one thing, it is dear that in the latter 
stage of the prosperity phase the economy has 
developed elements of weakness, of unsound¬ 
ness, whidi make it increasingly vulnerable to 
shocks. The banks, with heavy loans outstand* 
ing, which means with relatively low reserves, 
are not in the strongest position to meet shocks 
to the banking system, such as a bank nm« 
Since business has been profitable and business 
failures rare, it may be assumed that there are 
a considerable number of inefiSniBnl men in 
busmess. Dd>ts are heavy, in the form idf notes 
due banks and private money lenders, install- 
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ment payments due> and mortgages and bonds. 
Wages and interest have risen to a point high 
enough to raise costs considerably and threaten 
business profits if the demand for goods de¬ 
clines. Merchants and wholesalers are likely to 
have large inventories, bought partly through 
credit; and much new plant and equipment has 
been built, some of which can earn a return 
only if the demand remains strong or in some 
cases actually continues to increase. The busi¬ 
ness structure is not in a condition to withstand 
a severe jolt easily. 

The direct causes of the reversal in the busi¬ 
ness trend vary as given by different author¬ 
ities. Without doubt, however, one reason for 
the shift is the fact that wages, which lag be¬ 
hind prices during the upturn, finally overtake 
prices and so cut the profits of businessmen. 
The rise in the interest rate has the same effect. 
A recession in some particular industry may 
throw men out of work, cut the demand for 
certain raw materials, and so reduce consumer 
demand and employment in other industries. 
A slump in the automobile industry played this 
role in 1920. 

It is generally conceded that conditions in 
industries producing capital equipment have 
much to do with the downturn of business. 
During the depression phase, repairs, replace¬ 
ments, and improvements are likely to be neg¬ 
lected, but in the prosperity phase these are 
provided for, along with some new plant. We 
have already seen how an increase in the de¬ 
mand for finished goods may bring a dispro¬ 
portionate increase in the demand for capital 
goods, in accordance with the acceleration 
principle. We assumed a 100-million-dollar 
annual output of cotton sheeting, with capital 
equipment worth 500 millions, 10 per cent of 
whic^ had to be replaced each year at a cost 
of 50 millions; and we saw how a 10 per cent 
increase in the demand for cotton sheeting 
would call for an addition of 50 millions to 
capital equipment, a 100 per cent increase in 
the amount of capital equipment needed. How¬ 
ever, the production of 100 million dollars' 
worth of capital equipment can be maintained 
only if the demand for sheeting continues to 
expand at this rate* If the demand remained at 
110 millions, no new equipment would be 
needed, ^d the annual repair and replace- 
ifient expenditures would be only 55 millions 


—a drop of 45 millions. Even if the demand 
rose furtiier but less rapidly, the capital equip¬ 
ment industry would suffer. Suppose, for in¬ 
stance, that the demand increased from 110 to 
115 millions. This would call for the construc¬ 
tion of 25 million dollars' worth of new plant, 
and this, added to the 55 millions needed for 
repairs and replacements, wotild amount to 
only 80 millions—shrinkage of 20 millions. 
In short, the capital equipment industry can 
be maintained at its level of 100 million dollars 
a year only if the demand continues to rise at 
the same rate; a slowing down, even of the 
increase in demand, is enough to force curtail¬ 
ment of production. 

The English economist Keynes finds an im¬ 
portant cause of the reversal of the business 
trend in the capital goods industries, but his 
explanation is different. According to him, the 
reversal is due to a sudden fall in the “marginal 
eflBciency of capital,” coupled with a rising rate 
of interest. New investments in capital yielded 
a good return earlier in the prosperity phase. 
Some new industrial plants, hotels, and 
apartments were needed, but a point is 
reached where more of such capital invest¬ 
ments yield a sharply declining return, where 
their “efficiency” declines rapidly, while of 
course the interest rate still tends to rise. In 
building up capital wealth, businessmen are 
guided by their expectations of future returns; 
and when the marginal efficiency of capital 
starts to decline, expectations as to future re¬ 
turns fall with it, and the production of capital 
goods is rather promptly abandoned, with re¬ 
sulting unemployment in these industries. 

There are still other theories as to the cause 
of the reversal. A few writers find an explana¬ 
tion in the insufficiency of the demand for con¬ 
sumers' goods which are produced in mounting 
volume as new capital and equipment are 
added. This theory is sometimes coupled with 
the notion that economic inequality is the 
colored boy in the woodpile, that it is responsi¬ 
ble for the fact that the masses of consumers 
cannot buy the full output. Other students of 
business cycles believe that spending tends to 
increase rapidly, near the pjeak,^and that the in¬ 
adequacy of savings to finance the production 
of capital goods is an important reason for the 
reversal. Still other economists—Fisher, for ex¬ 
ample—^point to the heavy indebtedness at the 
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end of the prosperity phase as the important 
cause of the downturn. 

Doubtless there is some validity to most of 
these theories. The initial jolt that brings the 
reversal may come in a variety of ways. It may 
come from restrictive action by the monetary 
authority, the Board of Governors of the Fed¬ 
eral Reserve System. The Board may decide 
that a dangerous inflation is under way, and 
raise the discount rate in order to force the 
banks to stop expanding loans. If the banks 
have been borrowing from the Federal Reserve 
banks, this is likely to be effective, perhaps 
even to the point of inducing a contraction of 
loans. If the banks begin to contract their loans, 
they may well force liquidation of some enter¬ 
prises, with widespread repercussions through 
the business world. Something like this hap¬ 
pened in 1920, when our hectic postwar pros¬ 
perity turned into the drastic deflation of 1920 
and 1921. Or the first shock may come from the 
failure of a great bank, or of several of them. 
The failiue of the Jay Cooke bank touched off 
the crisis of 1873, and bank runs on some New 
York trust companies ushered in the crisis of 
1907. 

The recession under way. A halt, or even a 
minor setback in prosperity, does not neces¬ 
sarily re.sult in a depression. Sometimes the 
prosperity phase survives one or two such set¬ 
backs before it ends; but if conditions are ripe 
and the downturn once gets well under way, 
it is likely to continue through recession to de¬ 
pression. “The process of contraction,’* as Hab- 
erler says, “like the process of expansion, is 
cumulative and self-reinforcing. Once started, 
no matter how, there is a tendency for it to go 
on, even if the force by which it was provoked 
has in the meantime ceased to operate.”^ It is 
a cumulative process in various ways. Unem¬ 
ployment reduces wage payments and con¬ 
sumer purchases; reduced consumer purchases 
force reduced production of consumers’ goods, 
whicdi brings more unemployment; reduced 
consumer expenditures bring sharply and dis¬ 
proportionately reduced production of capital 
goods, which brings further reductions in em¬ 
ployment and wage payments and in consumer 
expenditures; hoarding may appear, causing 


prices to decline and the business situation to 
grow worse, and this in turn may cause more 
hoarding; banks, anxious to get into a liquid 
position to meet possible runs or demands for 
cash, call in loans, forcing borrowers into bank¬ 
ruptcy and thus deepening the crisis and mak¬ 
ing greater demands on the banks, and forcing 
further credit restriction; some debt-burdened 
merchants, frightened by the shrinking demand 
and the decline in prices, or compelled by their 
creditors, throw their stocks of goods on the 
market at sacrifice prices, depressing prices 
still further and forcing other merchants to un¬ 
load, thus sending prices down again; security 
prices decline, some margin speculators are 
obliged to unload their stocks on the market, 
forcing prices down further and bringing other 
speculators into the whirlpool of liquidation, 
with consequent further declines in quotations; 
a few banks fail, wiping out the savings of de¬ 
positors, reducing the amount of credit, driving 
prices down, undermining the financial sound¬ 
ness of customers of other banks, and throwing 
other banks into insolvency; the falling spiral 
of business brings deepening pessimism, and 
the growing pessimism leads businessmen to 
reduce their operations still further. Thus in 
many ways the forces working for depression 
and deflation are cumulative, and after the re¬ 
cession has got under way it tends to gain 
momentum. 

Conditions are unfavorable to business op¬ 
erations in the recession phase anyhow. As 
prices fall, costs tend to lag. Wage rates al¬ 
ways decline less rapidly than prices, and in¬ 
terest rates are high during the early-period of 
the recession. Businessmen can see little chance 
for profits; and even if they were optimistic 
they could secure little credit from the banks, 
which are calling in loans as fast as they can. 
Some prices decline much faster than others. 
Prices of farm products and raw materials tend 
to fall more rapidly than those of most manu¬ 
factured goods, and prices of competitively 
produced goods fall more rapidly than those of 
monopoly-controlled goods. This dislocation in 
relative prices tends to reduce the amount of 
business done. In 1920, for instance, with 
wheat selling at $2.50 a bushel, farmers could 


1 Gottfried Haborler, FrospeHty and Depression, 
business cycles now available. 


rev. ed., p. 323. This is one of the best treatises on 



eCQN0MIC$ 


316 

16 ^ l^or4 tQ buy farm machinery and oth^ 
goods; but a year later the price of wheat had 
depHned about 50 per cent, but prices of farm 
machinery had not declined appreciably. The 
result was that sales of farm machinery fell to 
a fraction of their 1920 leveL 

Th0 end of the recession- As with the pros¬ 
perity phase, so with the recession phase, we 
may ask why does it not go on indefinitely? 
What stops this cumulative contraction of busi¬ 
ness? Here we can to some extent follow in re¬ 
verse our analysis of the end of the expansion 
phase; and we begin by pointing out that con¬ 
ditions finally become such that the economy is 
less and less sensitive to unfavorable influences 
and more and more responsive to favorable in¬ 
fluences. The elements of weakness, unsound¬ 
ness, which developed toward the peak of the 
prosperity phase tend to be erased toward the 
end of the decline. Not in the earlier stage of 
the dechne, be it noted, for in that stage the 
^^disequilibrium** in the economic system may 
b^^ quite as serious as in the hectic prosperity 
period; but in the later stage the economic 
system is in a stronger position than before. 
Many people are unemployed, but there is a 
limit to the spread of unemployment, for the 
industries that produce non-durable goods do 
not suffer greatly. Wages are down again, some 
of them to parity with the price level; and 
employed people, fearful of losing their jobs, 
work hard. "*Hard times make hard work.*' 
These conditions favor the renewal of business 
operations, once businessmen feel more opti¬ 
mistic,. Consumers, who have been skimping 
in their purchases, particularly of durable 
goods such as automobiles, are increasingly in 
need of new goods; and some of them have 
funds to buy with, when they come to the con- 
dusicm that a further decline in prices is un- 
Bkety, or that prices are likely to rise. Some 
who have been suffering the tortures of the 
damned in driving old cars will finally buy new 
ones if they can flush enough money to pay the 
first installment. Most man^acturers have been 
posj^Kming repairs and replacements and are 
ready Uk enter the capital equipment market 
whenever conditions seem auspidpus. Mmr- 
ehmtts are carrying Ught inventories) and many 
have cleared up &eir debts. Debts in generd 
reduced^ through eiA^ pay¬ 
ment or liquidation. Banks are in a strong posi¬ 


tion, with heavy reserves and reduced out¬ 
standing loans. Although they are very cautious 
in their loan policy after the stresses of the de¬ 
cline, they are anxious to expand loans if they 
can do so safely. Low interest rates offer an 
incentive for businessmen to expand operatiiQini 
whenever their pessimism changes to optjmisiHj 

Variations in cycles 

So we return to the point whence we startodi 
this is “where we came in.** We cannot say 
how long the depression phase lasts, for it 
varied widely in past experience. The depres¬ 
sions that began in 1873 and 1929, for in¬ 
stance, lasted six and eleven years respectively, 
but that of 1907 lasted less than two years. 
Cycles are not all alike. They do have certain 
characteristics in common, as outlined here; 
but every cycle is in some respects peculiar, 
and there is no definite period for the duration 
of any cycle, or of any phase of a cycle. This 
is one reason why it is usually impossible to 
predict the course of a cycle. A great many 
agencies offer predictions as to the course of 
business, but it is doubtful if any of them has 
a batting record better than 50-50, which 
means that they are generally about as good 
as crystal gazers. Indeed it is obvious that if 
the course of cycles could be predicted, there 
would be no more cycles; for whenever expan¬ 
sion rose above the mean of fair business con¬ 
ditions, businessmen would begin contracting, 
and whenever a recession fell below that mean, 
they would begin to expand. This does not 
mean that nothing is known about cycles, for 
a number of able economists are steadily en¬ 
larging our knowledge, and perhaps we shall 
some day know enough to bring business cycles 
under some sort of control. The amount of in¬ 
formation regarding economic conditions at 
any given time—^production, unfilled pr4e;fra» 
sales, and the like—^has been growing rapMly 
in recent years, and this may provide the 
for a more accurate analysis than has bl^en 
sible in the past. 

Various theories of business cycles 

Having desprihe4 the course of a ^ypictfji 
business oycle^ we npw cpaslder b^r^y spp^ 
of the theories as to its cause and explanation. 
Since an almo^ infinite nvunbe:^ of c^onpinic 
factors enter into qf 
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conditions, the factors differing for every cycle, 
it is impossible to point to any single cause. 
Most authorities agree on certain common fac¬ 
tors; but some emphasize one factor and some 
another, and so there are different theories of 
the business cycle. 

Cycle theories may be classified in different 
ways. In the first place, they may emphasize 
causes which originate either outside the eco¬ 
nomic system—^weather changes and resulting 
crop variations, wars or inventions—or within 
it—^variations in production, demand, bank 
credit, and the like. A.n example of the first is 
Jevons's sunspot theory. This attributes cycles 
to the variations in sunspots, which arc as¬ 
sumed to cause variations in weather and agri¬ 
cultural production. An example of the second 
is Wesley Mitchell’s theory that cycles are self¬ 
generating, that each phase of the cycle in¬ 
evitably generates the conditions which bring 
the next phase. Most economists hold to this 
theory, with emphasis on different factors, and 
the course of the cycle as we have desciibed 
it follows it rather closely. Closely akin to this 
theory is Haberler's classification of causes into 
exogenous and endogenous, the former empha¬ 
sizing external disturbances, the latter stressing 
forces at work within tlie economic system. 
This distinction cannot be drawn clearly, for 
almost all authorities would concede that 
weather, crops, wars, and important techno¬ 
logical changes sometimes affect the course of 
business; and practically all of them would ad¬ 
mit that endogenous factors are important. Most 
cycle students emphasize them almost exclu¬ 
sively. It is fairly clear that there is an inherent 
instability in the economic system, that it can 
work only in periodic spasms of energy and las¬ 
situde; and, while exogenous forces may indeed 
start, speed up, or slow down the economic ma¬ 
chine, they cannot be regarded as the funda¬ 
mental causes of the recurring booms and de¬ 
pressions of the business cycle. There are, fur¬ 
thermore, adequate and easily discernible causes 
for die cycle within the economic system itself. 
The cycle theories we shall examine are all en¬ 
dogenous. 

An English economist, B. G. Hawtrey, at¬ 
tributes the cycle entirely or almost entirely to 
monetary causes, to changes in the flow of 
money as determined by the banks. Irving 
Fisher finds the main cause of the depression 
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phase in overindebtedness and deflation, the 
overindebtedness of the last stage of the boom 
bringing the boom to an end, and the deflation 
worldng cumulatively with the debts to make 
the recession and depression worse than they 
would otherwise be. That is, starting with 
heavy indebtedness, a deflation sets in; prices 
fall, raising the debt burden by inci easing the 
value of the money in which the debts are ex¬ 
pressed, and forcing debtors to dump “distress” 
goods, real estate, and securities on the market; 
thereupon prices fall further, increasing the 
burden oi debts again, and forcing other debt¬ 
ors to sacrifice their holdings, which in turn 
forces prices lower again. 

A number of economists have advanced 
what may be called an overinvestment theory 
in one form or another. This theory begins 
with the well-recognized fact that the indus¬ 
tries engaged in producing capital goods are 
subject to far greater variations of activity than 
consumers’ goods industries, rising more in the 
period of expansion and falling further in the 
recession. During the prosperity phase there is 
overinvestment in capital goods in the sense 
that the rate of investment cannot be main¬ 
tained without bringing a state of disequilib¬ 
rium between capital goods and consumers' 
goods, and finally an end to the boom. The 
explanation of all this would carry us beyond 
the limits of this chapter, but part of this 
theory, as elaborated by some economists, is 
the acceleration principle discussed earlier in 
this chapter. 

Underconsumption theories, historically the 
first to appear, have taken various forms. They 
are often advanced not as specific explanations 
of the business cycle, but rather as criticisms 
of the general operations of the capitalist sys¬ 
tem. Not a few competent students of eco¬ 
nomics insist tliat one of the faults of capitalism 
is that too much wealth and income are con¬ 
centrated in a few hands, that the rich save 
so much and turn so much of the national in¬ 
come into investment channels, that the masses 
of the people, with their inadequate share of 
the national income, are unable to buy the 
products which industry could turn out if it 
were working at full capacity. This is a general 
situation, not just a cyclical condition; yet if 
more of the national income accrued to the 
masses of the people, less would be invested 
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duHng die prosperity phese and more would 
be spent for coiisumers* goods. The economy 
would be in i heahhier condition, and cyclicsd 
fluctuaticms would probably be less violent. 
This appears to be the general view of Keynes 
and it is the definite view of J. A. Hobson and 
Foster and Catchings; but it cannot be con¬ 
cluded that underconsumption is a complete 
explanation of the business cycle, or that there 
W^d be no cycle if wealth were more equally 
distributed. 

This theory obviously has much in common 
with the overinvestment theory. It appears, 
however, that during the prosperity phase, 
particularly the latter part of it, there is an 
excess of investment over savings, the excess 
being financed by the banks. Interest rates are 
high, indicating not an excess but an insuffi¬ 
ciency of savings. Furthermore, there is evi¬ 
dence that the demand for consumers* goods 
sometimes rises near the end of the prosperity 
phase, and that it is this, rather than the de¬ 
cline in consumer demand, that brings disloca¬ 
tion and an end to the boom. After the down¬ 
turn is under way, there is indeed an excess of 
savings over investment, for businessmen lack 
the confidence to invest in new enterprises. 
This excess of savings would presumably not 
be so great, and the demand for consumers’ 
goods would hold up better, if incomes were 
more equally divided. 

The underconsumption theory sometimes 
lays stress on the well-recognized fact that 
wages lag behind prices during the upswing. 
The argument here is that because of this lag, 
profits are high, and profits are one source of 
the funds responsible for the overinvestment. 
Profits do not represent altogether a subtraction 
from wages, but partly a subtraction from con¬ 
sumer incomes, which are therefore not high 
enough to buy the products of the expanded 
industry; hence the collapse of the expansion 
process. Here the underconsumption theory 
runs somewhat parallel to the overinvestment 
theory which we have already considered. 

Psychological theories need not detain us 
long. An students of cycle theory concede that 
psychology has an important l^aring on the 
excesses of the boom and depression, but the 
psycholo^cal school stresses this factor more 
h^vily ^an do others. It emphasi^s partic¬ 
ularly tibe role of expectations in the cyde. In 


the expansion phase, for instance, it is the ex¬ 
pectations of businessmen, rather than (he im¬ 
mediate rate of profits, which lead to overin¬ 
vestment; and in the recession and depression 
phases it is their expectations which lead them 
to venture little or nothing. In the production 
of capital goods and to a lesser extent durable 
goods, businessmen must look so far ahead 
that their expectations are subject to a wide 
margin of error. Unfortunately there is a great 
deal of crowd psychology in the business 
world, for businessmen infect each other with 
their optimism or pessimism. If they could keep 
a cool head at all times, they woiild of course 
fare much better financially. If late in the pros¬ 
perity phase they could avoid the contagion of 
optimism, restrict their investments, and salt 
down their savings, and if in the recession they 
could shake off the pervasive pessimism and 
begin to invest their funds in capital goods, 
they might make very handsome profits; but 
of course if all could see the drift clearly and 
act coolly, little would be left of the business 
cycle. It is always much easier to tell what has 
happened than to predict what is going to hap¬ 
pen. Although some economists believe that 
we may some day learn enough about the cycle 
so that we can avoid some of its worst excesses, 
it is not reassuring to recall that the worst ex¬ 
travagances of optimism and pessimism were 
evident in our last business cycle, the “new 
era” intoxication of the period before 1929 and 
the paralytic hangover of the years following. 

Efforts to control the cycle 

The social credit scheme. Various plans 
have been advanced to eliminate the business 
cycle or to bring it under some measure of con¬ 
trol. One of the most widely advertised is the 
social credit scheme, first advocated by Doug¬ 
las in 1920, and since then officially adopted, 
although not actually put into operation, in 
Alberta, Canada. Starting with the theory that 
the capitalist system cannot distribute enough 
income to consumers to keep the productive 
machinery in full operation, Douglas proposed 
(1) that retailers be subsidized so that they can 
sell moire cheaply and so dispose of more 
goods; and (2) that the government declare 
“national dividends” to all citizens to enable 
them to buy more, these dividends to be in the 
form of newly created money. Althou^ this 
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idea has had a considerable numb^ of ad¬ 
vocates, it is unsound in nK>re ways than can 
be mentioned here. It would necessitate ruin¬ 
ously high taxation if the money for the retail 
subsidies and national dividends were raised 
by taxes, and it would surely bring disastrous 
inflation if the funds were secured by issuing 
money.* 

Inflation or *Weflation** In the depths of a 
persistent depression there is always much agi¬ 
tation for inflation, or **reflation/* of the price 
level; this is urged by some as a means of re¬ 
ducing the burden of debts, which bears heav¬ 
ily when prices are low, and advocated by 
others as a means of reducing real wages in 
order to reduce industrial costs and stimulate 
business. Wages, particularly union wages, lag 
behind prices on the downswing, and the the¬ 
ory here is that the most feasible way to get 
real wages down is to raise the price level. 

There are objections to this procedure, how¬ 
ever. When the depression has been running 
for a while, the natural forces of recovery are 
usually strong enough to bring a gradual re¬ 
vival t)f business which will perhaps be sounder 
if the government does not try to force it by 
inflation measures. As for debts, they are in¬ 
deed a heavy burden in a period of low prices 
and stagnant business; but toward the end of 
the depression many of them will have been 
erased by payment or foreclosure. Price infla¬ 
tion might afford relief to some of those still 
in debt, but it would be sorry consolation to 
those who had lost their property to see its 
value rise in the hands of those who took it 
over; for them it would be merely piling one 
injustice on top of another. Even if it were 
desirable for the government to try to raise 
prices in this phase of the cycle, it would be 
difficult to do so. Lowering the Federal Re¬ 
serve rediscount rate can do little to stimulate 
bank lending as long as businessmen lack the 
confidence to expand business operations. Fed¬ 
eral Reserve banks may buy securities in the 
open market and force money into the banking 
system, thus swelling the amount of the excess 
reserves; but this cannot induce expansion of 
bank loans if businessmen lade confidence and 
do not want to borrow. Efforts to raise prices 
through the encouragement of bank loans are 


therefore likely to be largely futile. 

“Pump priming/" During the Great De¬ 
pression many people advocated government 
spending on public works as a means of forcing 
money into circulation and “priming the busi¬ 
ness pump." Keynes, who was probably the 
most important exponent of “pump priming," 
argued that expenditures for public works will 
provide not only the employment necessary for 
the construction of the public works, but by 
raising the incomes of the people will enable 
them to spend and invest more, and so will in¬ 
crease employment in business generally, by 
an amount possibly several times as great as 
that required for the public works themselves. 
The “multiplier" which operates to “multiply" 
the employment cannot be explained here. 

There is no general agreement as to the 
validity of Keynes's theory. Government money 
spent for public works does provide some em¬ 
ployment directly, as long as the expenditures 
are maintained; but whether government ex¬ 
penditures are likely to generate such mo¬ 
mentum in business that private enterprise will 
go ahead on its own initiative is not certain. 
Something depends on the source of the funds 
spent by the government. If the government 
raises the money by selling bonds, it will 
probably get some which vi^uld otherwise re¬ 
main idle, but also some wjiich would other¬ 
wise have been invested in private business. To 
the extent that the money comes from idle 
funds, the government will be increasing in¬ 
vestment and employment; but to the extent 
that the money received would have been 
employed in private business, it will merely be 
substituting government investment for private 
investment. Similarly, if the money is raised by 
taxation, some of it will presumably represent 
idle funds, but some of it may be money which 
the taxpayers would otherwise have invested 
or spent for consumers* goods. If the govern¬ 
ment borrows from banks, it will tap sources 
which would have been largely imused until 
later in the cycle and will have a definitely 
inflationary and stimulating effect. If on the 
other hand the government raises the money by 
a sales tax, a tax on goods bought, the 
pressing influence of this tax will presumably 
balance the stimulating effect of government 


* See A. H. Hansen^ Full Recovery or Stagnaihn, ^ap. 4. 
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spending. As a rule, public expenditures will be 
more stimulating if the money is borrowed 
than if it is raised by taxation. On the whole, 
it is not certain that pump priming through 
public works expenditures results in more busi¬ 
ness activity and employment in the long run 
than there would be if the government relied 
entirely on private enterprise. If the public 
works are of real value, the expenditure may 
be justified regardless of its effect on recovery; 
and this type of work should whenever pos¬ 
sible be done during depressions, when there 
is much unemployment and prices are low. 

It might seem that our experience with 
pump priming since 1933 should provide some 
conclusive evidence as to its efficacy. Billions 
of dollars of federal funds were poured into 
public projects of all kinds; but whether those 
•expenditures really aided recovery is difficult 
to determine. It is true that there was a meas¬ 
ure of recovery and that business conditions 
Improved as long as the flow of government 
money continued. The national income rose 
from about 40 billion dollars in 1932, the year 
before pump priming was adopted, to 60 bil¬ 
lions in 1937; consumers’ expenditures in¬ 
creased from 42 billions in 1933 to 59 billions 
in 1936, and expenditures for capital goods 
doubled in the same period. Yet when the 
government curtailed its spending in 1937, a 
severe business recession was soon under way. 
Apparently business was not prepared to go 
on under its own power. It is impossible to tell 
how much of the improvement from 1933 to 
1937 was due to government spending, and 
how much was due to the natural recuperation 
of business itself. Schumpeter believes that the 
depth of the depression had probably been 
reached before the pump-priming policy was 
inaugurated, and that improvement—^perhaps 
a sounder and more substantial improvement— 
would have come without it. Hansen reaches 
the general conclusion, based partly on a study 
of New Deal pump-priming, that “the process 
of expansion—^upon which pump-priming es¬ 
sentially relies—^inevitably peters out,” and 
that perhaps “such expenditures do not ‘prime 
the piunp,’ but merely keep purchasing power 
from falling as low as would otherwise be the 


case.” Although not definitely hostile to the 
policy, Estey comes to somewhat similar con¬ 
clusions: “This conclusion means that public 
works will be most effective when they are 
used as one of the armory of weapons available 
for attacking a depression, not as a panacea for 
spending our way into prosperity.”® 

Relief spending. Pump priming has been 
advocated by economists of high repute; but 
there is another sort of government spending 
which has been pronounced altogether un¬ 
sound by practically every economist. Included 
here are such schemes as the Townsend Plan, 
which provides for a pension of $200 a month 
for all citizens 60 years of age and over who 
have independent incomes of less that $2400 a 
year; the recipients must spend all the pension 
and must take no remunerative employment so 
that jobs may be open for the unemployed. The 
money for this generous disbursement is to be 
raised mainly by a 2 per cent tax on all transac¬ 
tions, along with other taxes. Since there are 
about 13,000,000 people of the specified age, 
probably 10,000,000 of whom would qualify 
for pension, the annual cost would b^ some 
$24,000,000,000, plus the cost of administering 
the law and collecting the taxes, a total about 
two-fifths of the 1939 national income. It would 
be impossible to collect so much money for 
any such purpose, and the proposed tax is 
really a kind of all-inclusive sales tax which 
would bear with particular weight on persons 
of small incomes. The vast majority of the con¬ 
sumers taxed would be earning far less than 
the $2400 given to the old people—$4800 for 
a couple living together—^so the plan is in 
reality largely a scheme for taxing the many 
poor to make a few rich. 

The Townsend Plan not only would be 
grossly unfair but would fail entirely as a re¬ 
covery measure; in fact, it would unquestion¬ 
ably intensify a depression, for various reasons. 
In the first pbtce, it would so frighten business¬ 
men that they would restrict investment and 
operations wherever possible. In the second 
place, by taking money from the poor and 
lower middle classes, who normally spend al¬ 
most all their incomes, to give old people a 
larger income than they could spend wisely, 


® See Joseph A. Schumpeter, Business Cycles, vol. ii, pp. 983-'I026; A. H. Hansen, Full Recovery or 
Staffwtion, pp. 121, 296; James A. Estey, Business Cycles, p. 4C^. 
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the tax would reduce the amount of spending 
for consumers^ goods. 

Several variations of the Townsend Plan 
sprang up during the depression, and a few 
have frightened property-holders out of a great 
deal of sleep. Perhaps the most famous was the 
"Ham and Eggs Plan” proposed in California, 
whidi promised $25 or $30 every Monday— 
later changed to Thursday—to the old folks in 
that state. The state would pay them in state 
warrants instead of ordinary money, but these 
warrants could be used as money in buying. 
To encourage prompt spending, the plan re¬ 
quired that anyone holding such warrants must 
put a two-cent stamp on each dollar warrant 
every week that it was in his possession. To 
holders this would have amounted to a 2 per 
cent reduction in the value of the warrants 
every week that they were held, which certainly 
would have kept them circulating. The war¬ 
rants would have been gifts to the original 
recipients, who would presumably have spent 
them promptly; but later holders would have 
had to give full value in goods or services for 
them, and in addition all the holders succes¬ 
sively would have been obliged to buy during 
the year a total of 52 stamps for each dollar 
warrant. This tax, for the entire state, would 
have amounted to about $1,300,000,000. If it 
had been adopted, and had been held constitu¬ 
tional, which is unlikely, the scheme would 
have precipitated a panic or, more likely, would 
not have been put into effect by state officials. 

Stamp money. The Ham and Eggs Plan re¬ 
ceived no academic support, but "stamp 
money” has been given the benedictions of 
two outstanding economists, Irving Fisher and 
John Maynard Keynes. First suggested by 
Silvio Gesell, a German merchant of Buenos 
Aires, the stamp money plan has been strongly 
commended by Keynes as a means of dis¬ 
couraging hoarding. Gesell proposed a legal 
requirement that money, to maintain its va¬ 
lidity, should have government stamps pasted 
on each month, to a total of about 5 cents per 
dollar each year. The purpose of this was to 
enforce the circulation of money or, as Keynes 
puts it, to overcome the "liquidity preference” 
which leads to hoarding. According to Keynes, 
the rate of interest is determined by the peo¬ 
ple's preference for liquid cash over invest¬ 
ments which tie up funds for a time; and of 
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course the stamp plan would reduce the prefer¬ 
ence for cash, keep money circulating, and at 
least tend to reduce the rate of interest. For 
this reason he assumes that it would increase 
the amount of investment and employment# 
Most economists would doubtless consider this 
plan rather fantastic, but the eminent position 
held by Fisher and Keynes makes it impossible 
to laugh oflF the scheme. Two objections seem 
pertinent, however. For one thing, it is clear 
that the mere taxation of cash would accom¬ 
plish little, since few people carry much actual 
cash and little of our business is done with it. 
The scheme would have to be applied to bank 
balances if it were to be effective, and there 
would be many difficulties in doing this, for 
many people do not consider it reprehensible to 
carry bank accounts for business needs or 
future emergencies. Then too, if money and 
bank balances were taxed, people might not 
invest their money productively, but instead 
might buy and hoard other "dead” investments 
like jewels or gold or silver, or they might be 
more inclined to buy land. 

The 100 per cent reserve plan. In recent 
years another scheme for reducing the extreme 
gyrations of the business cycle, the 100 per 
cent reserve plan, has gained the approval of 
most economists. Requiring banks to keep 100 
per cent cash reserves against all deposits and 
so to restrict loans to the amount of money 
deposited with them, this plan is designed to 
prevent or at least temper a boom, and there¬ 
fore the ensuing recession and depression. 
With the amoimt of bank credit fixed, there 
would be no flexible credit supply with which 
a boom could be financed. Clearly this would 
amount to eliminating the banking business as 
we know it, for it is the essence of banking that 
banks "create credit” and lend it to borrowers, 
keeping only a safe margin as reserves. This 
plan would make the banks little but deposit 
vaults where customers could keep their 
money. There would be some lending, of the 
money deposited; but since the banks would 
no longer receive interest on loans of credit 
created by themselves, they would be obliged 
to charge customers for carrying their accounts, 
perhaps more than they now do. Customers 
could make payments by check, up to the 
amounts of cash they had on deposit. 

Intelligent appraisal of the 100 per cent re- 
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$«rve phn requires ttiom knowledge of business 
eydes and of the whole field of economics than 
CttU be expected of most college students; yet 
ft few suggestions may be ventured. Fresum- 
ftbiy the plan would x^uce industrial fluctua¬ 
tion but would not eliminate them entirely. 
It has been endorsed by so many eminent 
economists that it must be consider^ respect¬ 
fully; but a few of the leading authorities on 
bo^ess cycles are opposed to it. Hansen 
argues that it would bring more evils than it 
w^d cure; that ""it may well be that modem 
capitalism as a system of free enterprise could 
not survive unless it were permitted to launch 
forth periodically in just that kind of expansive 
activi^ which characterizes the usual boom. 


. • . Without a flmdbla credit system^ makmg 
possible spurts of progress, it seems probable 
that capitalism would quickly have become 
rigid, senile, and sterile.*’^ It seems possible, 
on the other hand, that if we run into about 
one more depression like that of 1929-1939 
we shall see the end of capitalism coming in 
another way. Perhaps our only choice is as to 
the way by which we will reach the end of our 
capitalist era. A great many competent econo¬ 
mists insist that the Great Depression was not 
merely an extremely serious cyclical depres¬ 
sion, the deepest and most persistent in our 
history, but that it was symptomatic of the 
decay and approaching end of capitalism. We 
shall consider this question in a later chapter. 


QUESTIONS 

1. Describe the successive phases of the business cycle. Why must each phase inevitably be 
followed by the succeeding phase? Explain fully. 

2. In what various ways are each of the factors in the business cycle cumulative in their action 
and reaction? 

3. What possible explanations might there be for the downturn of the cycle at the end of the 
prosperity phase? 

4. What significance may economic inequality have in the business cycle? In what ways may it 
weaken the economic system generally? 

5. The capital equipment industries have much to do with the downturn at the end of the pros¬ 
perity phase. Why? Explain the acceleration principle. 

0. What are some of the diflPerent theories as to the cause of cycles? 

7. During a deep depression, is there any sense to the businessman’s slogan, ""Keep the money 
circulating”? Would it be good if rich men spent their money freely, even for champagne 
and circuses? 

8. Describe some of the various schemes advanced to eliminate or temper the business cycle. 
Which of them have had support from economists? 

9. Suppose that the government, by the expenditure of 10 billions for public works, can raise 
die national income by 15 billions; is the expenditure justified? 

10. Should the government balance its budget during a grave depression? Why or why not? 

11. ""Things at the worst will cease, or else climb upward to what they were before.” In the busi¬ 
ness cycle, if things do not ""climb upward to what they were before,” they do not ""cease”; 
but may they necessitate a shift to another type of economic system? How long could we 
stand having 10,000,000 men out of work? 


^ A. H. Hansen, Full Recovery or Stagnation, pp. 114, 115. 
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Domestic Trade 


Function of trade 

In the first chapter we defined production 
as the creation of utilities, the latter being 
classified as elementary, form, place, time, and 
possession utility. Farming characteristically 
creates elementary utility; manufacturing adds 
form utility; and trade adds mainly place, time, 
and possession utility. 

Trade truly productive 

Trade of most kinds—^wholesaling, jobbing, 
brokerage, retailing—is as truly productive as 
the work of the farmer. Some farmers do not 
see this clearly, for some of them think of 
middlemen as "parasites” who wax rich by 
widening the price spread between the farmer 
and the consumer. In some ways the marketing 
system is wasteful and expensive, but there 
must be agencies to get goods from farmers and 
manufacturers to consumers, and the market¬ 
ing system performs this service passably. 

In some cases the original producer performs 
this service himself. The farmer sometimes sets 
up a roadside stand and sells his fruits and 
vegetables to consumers who pass by, or he 
may even peddle his stuff to the residents of a 
nearby city. It was once a fairly common prac¬ 
tice for farmers’ wives to make butter and sell 
it to certain families in town; and in some of 
the great city markets today farmers sell their 
stuff directly to the consumer. In all sudh cases, 
however, the fanners have to devote time and 
energy to their marketing work, and some of 
them probably do it at a loss. Dairymen near 
towns and small cities commonly deliver their 
milk to their customers at a radier high cost. 


In some types of big business, integrated pro¬ 
ducers carry on all the functions from manu¬ 
facturing to selling to the final consumer. 

Development of marketing functions 

The marketing system, like most of our in¬ 
stitutions, has passed through a long process of 
development. In very early history each family 
was largely self-suflBcient and few goods were 
marketed; but the fact that Plato and Aristotle 
gave considerable attention to trade indicates 
that there was some buying and selling at the 
time. In medieval times, much of the whole¬ 
saling and some retailing were carried on at the 
great fairs, one of the largest of which was the 
Stourbridge fair in England, and at what were 
called markets. Families were largely self-suf¬ 
ficient in the early history of the United States, 
and as recently as two generations ago on the 
frontier. 

Yet there was a little trade, some of it car¬ 
ried on by itinerant tin peddlers, pack ped¬ 
dlers, shoemakers, and the like. A little later, 
producers of certain goods built shops and 
turned out goods according to their customers’ 
orders. In the next stage, the retail shop stage, 
the producers began to make up goods in an¬ 
ticipation of demand, holding them in stock for 
sale to customers; thus at this stage the pro¬ 
ducer was also a merchant. The next develop¬ 
ment was the separation of these two functions, 
the producer taking over one and the retailer 
the other. In succeeding stages, middlemen 
came into the picture; speculative buying and 
selling increased; great department stores, 
mail-order stores, and later chain stores arose; 
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national advertising was developed on a vast 
scale, and we had our present vastly compli¬ 
cated marketing system. These steps are not 
to be thought of as clearly marked oflF into 
distinct periods, for the historical development 
di£Fered in various parts of the country, and 
there was always overlapping. Even today 
there are vestiges of practically every market¬ 
ing agency and process that are known his- 
toricaUy. 

The marketing of wheat 

The change from the earlier local and self- 
sufficient economy to a nationally integrated 
economy is well illustrated in the marketing of 
wheat and the manufacture of flour. At one 
time, only two or three generations ago, farm¬ 
ers took their wheat to one of the local water¬ 
power grist mills scattered up and down the 
rivers, where for a toll the miller ground some 
of the wheat into flour which the farmers took 
back with them for their own use. The balance 
of the wheat they sold to the miller, who 
ground it into flour for sale to retailers in the 
vicinity. The business was rather simple, for 
the community was largely isolated and self- 
sufficient. 

Today the marketing of wheat is integrated 
on a practically nation-wide scale. A diagram 
of the marketing system would resemble a 
spider web, or a myriad of wires bound to¬ 
gether in the middle and fanning out at both 
ends. Several million widely scattered farmers 
produce the grain and sell it to thousands of 
local elevators scattered throughout the coun¬ 
try; these ship it to a relatively few commission 
men in the great grain markets, who in turn 
sell it to the various buyers of wheat—^millers, 
exporters, and speculators. In these grain mar¬ 
kets much of the wheat is ‘processed” into 
flour, some of which is consumed locally and 
some of which is sold to wholesalers and job¬ 
bers; the latter sell it to bakers, or to the more 
than 1.5 million retailers, who sell it, mostly 
in small sacks, to the millions of consumers 
throughout the country. Thus the wheat, origi¬ 
nally grown by many scattered producers, 
passes through the bottleneck of the commis¬ 
sion men and dealers in the grain markets and, 
in the form of flour, or more generally as bread, 
already sliced, finds its way back to the nation’s 
many consumers. 


The great complexity of the marketing system 

The marketing system presents a general 
picture of almost infinite variety and com¬ 
plexity. There is no uniform channel by which 
goods find their way from their original pro¬ 
ducers to consumers, but a bewildering variety 
of channels. As we have seen, some goods are 
sold directly to consumers; others are sold to 
local buyers; still others to brokers, wholesalers, 
jobbers, commission men, or other agencies, 
which perhaps sell in turn to other agencies 
through which the goods finally reach the con¬ 
sumers. Generally, however, there is some 
economic reason why each particular commod¬ 
ity follows the channel that it actually does, 
and as a rule we may assume that, under the 
prevailing conditions, the channel used, if not 
definitely the cheapest and most efficient, is 
about as cheap and efficient as any, for in most 
fields of marketing there is fairly effective com¬ 
petition, although of course not pure compe¬ 
tition. 

Monopoly and exploitation in marketing 

Some monopoly and exploitation there has 
been in the past, and some there is today. The 
opportunities for monopoly, racketeering, and 
other forms of exploitation are greatest in the 
commission business, in wholesaling, broker¬ 
age, and jobbing—^in those functions which are 
farthest removed from the consumer—^for com¬ 
mission men, brokers, and wholesalers are often 
in a position where, in one way or another, they 
can exploit the farmers who send produce to 
them. Before the establishment of the coopera¬ 
tive California Fruit Growers’ Exchange, some 
of the commission men who handled this fruit 
exploited the producers without conscience; in 
fact, it was because of this exploitation that 
the Exchange was organized. For example, 
commission men have been known to open cars 
of grapes, trample on the baskets enough to 
spoil a little of the fruit, and then report a large 
portion of the carload spoiled. In the chapter 
on monopoly we considered some of the rack¬ 
eteering that goes on in the wholesale markets. 
In some of these markets the truckers have es¬ 
tablished monopolistic rackets; in others there 
has been abuse in the terminal inspection of 
produce and in the filing of claims for damaged 
goods. Although monopoly is apparently fairly 
common in these markets, it would be unfair 
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to emphasize such practices too heavily, for the 
public is probably already suspicious enough 
of these agencies. 

Functions of wholesalers 

The productive functions performed by 
some of the marketing agencies may be made 
clearer by answering the questions: Why can¬ 
not the farmers sell more of their produce di¬ 
rectly to retail stores? Why must the great bulk 
of it pass through the wholesaler s hands? In 
the first place, the shipments from the farmers 
vary widely froi.i one time to another, 
whereas the retail stores must have a steady 
supply of goods from day to day. Here the 
wholesalers add time utility. In the second 
place, the quality of the produce varies widely, 
whereas retailers want products of uniform 
quality; here the wholesalers perform the func¬ 
tion of sorting and grading the produce for the 
retail trade. In the third place, in order to 
secure low freight rates the farmers must ship 
their produce in larger quantities than most 
retailers can use; so the wholesalers distribute 
it to the retailers, or perhaps store part of it 
for a while. In the fourth place, business con¬ 
nections between farmers and retail stores are 
difficult to establish and maintain; and the 
wholesalers, through correspondence and per¬ 
sonal solicitation, can perform this function. In 
the fifth place, country shippers want cash for 
their produce; since retailers are often “slow 
pay,” some credit must be extended and the 
wholesalers are able to afford this. Thus the 
wholesalers perform a number of necessary 
functions at a cost of from 1 to 10 per cent of 
the gross returns. The growth of chain stores, 
which do their own wholesaling, has caused 
the business handled by the wholesalers to 
decline greatly, but nevertheless it is still im¬ 
portant.^ 

Functions of retailers 

Many people have only a vague notion of 
the importance of the functions carried on by 
the retailer. The retailers study the wants of 
their customers, and at their own risk stock a 
large number of things in ammmts adequate to 
meet the maximum demand on any given day; 
they store enough goods, in cold storage if nec¬ 
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essary, to have a reserve stock for an extraor¬ 
dinary demand. To some extent they provide 
expert service in choosing goods which they 
believe will prove satisfactory to customers, 
although in general they must have what their 
customers ask for, rather than what their own 
judgment suggests as good. They arrange 
their stocks of goods in such a way that the 
customer can make his choice with a minimum 
of time and trouble, and they provide a more 
or less expert sales force who if necessary can 
help the customer in making a selection. Re¬ 
tailers may alter certain merchandise to adapt 
it to the customer's taste; some of them deliver 
orders to the customer s home, and some ex¬ 
tend credit for a month or more. In addition, 
they may perform various other services for 
their customers, and for the public in general, 
as when they help to support the Chamber of 
Commerce, the Boy Scouts, the churches, and 
the town band. 

Types of retail agencies 

In the retail field there is a wide variety of 
different types of selling agencies, such as in¬ 
dependent stores, chains, department stores, 
mail-order houses, supermarkets, cooperative 
stores, among other less important types. Un¬ 
like manufacturing, the retail business is still 
largely dominated by the nearly 1.5 million 
small independent stores, which make about 
73 per cent of the total sales. Here and in 
farming we see the last-ditch stand of the small 
individual proprietorship which once domi¬ 
nated most of the economic field. The chain 
stores, which increased rapidly until very re¬ 
cent years, handled about 23 per cent of the 
sales in 1935, and their proportion of the total 
retail business grew slowly from that time im- 
til the advent of price control in 1942, but 
since then it has declined considerably. The 
relative importance of the chains varies with 
different products, being greatest in the sell¬ 
ing of staple articles which permit a rapid sales 
turnover. The chain variety stores— ^Wool- 
worth, Kress, Kresge, and oAers—do 90 per 
cent of the business in this field; and chains do 
half of the shoe, automobile accessory, and 
household appliance business, and about 40 
per cent of the grocery business. 


^ See L. D. H. Weld, The Marketing of Farm Products, 
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Chain stores 

There has been mudi discussion and criti¬ 
cism of chain stores in recent years. They have 
been fought bitterly by independent store¬ 
keepers, who in at least twenty-two states have 
succeeded in having special taxes levied on 
them. The merits and demerits of chain stores 
are worth consideration. 

Merits. Chain stores ^have clearly demon¬ 
strated the benefits of mass buying under cen¬ 
tral supervision, careful stock control, rapid 
turnover, central warehousing, intelligent dis¬ 
play and store arrangement, standards of 
cleanliness and quality, efiPective use of part- 
time employees, systematic selection and train¬ 
ing of the selling force and elimination of non- 
essential services.”® By setting new standards 
in some of these respects, they have jolted in¬ 
dependent retailers out of their easygoing tra¬ 
ditional ways—^and incidentally, in some cases, 
away from unreasonably high prices. Compe¬ 
tition in the retail field was rather lethargic 
before the chains came along. 

Chain stores are able to sell goods cheaper 
for various reasons. For one thing, they buy in 
large quantities, and often at considerably 
lower prices than independent stores can se¬ 
cure; when a purchaser for the 14,000 A & P 
stores deals with producers he can expect very 
respectful consideration, and frequently some 
concessions in prices. Under the Robinson- 
Patman Act producers are forbidden to sell 
cheaper to chains than to other buyers unless 
it can be shown that the chains have legiti¬ 
mately earned such discounts through savings 
made by buying in quantity; but substantial 
discounts have nevertheless been allowed un¬ 
der the act—one case, 14 to 18 per cent on 
rugs bought by Montgomery, Ward & Com¬ 
pany. 

There are other reasons why the chains can 
sell more cheaply than the independents. They 
have a larger volume of sales and hence a more 
rapid turnover, and they can often save money 
by eliminating other middlemen and buying 
direct from producers. The central o£Bce can 
afford to hire experts in such functions as buy¬ 
ing stock, advertising, and arranging goods for 
display, and thus tlm chain can perform these 
functions better and mcn’e cheaply than the in- 


dep^dent stores. Doubtless the chains get 
more work out of their sales force than most 
independents, and often they train them bet¬ 
ter; a chain store is a busy place, and the man¬ 
ager usually works hard. Finally, the chains 
usually offer only “cash and carry” service 
which, although inferior to the service pro¬ 
vided by the independents who deliver orders 
and extend credit, is considerably cheaper. If 
buyers at chain grocery stores marked up 
against their purchases the cost of using their 
automobiles and the value of their time, they 
would find in some cases that they pay as much 
as they would at an independent retailer, if 
not more. 

Demerits. Chain stores have been criti¬ 
cized on many points, but some of the criti¬ 
cisms have failed to be substantiated by in¬ 
vestigators. Thus the chains are sometimes ac¬ 
cused of paying low wages; but although the 
wages paid by some of the variety chain stores, 
where little training is required, are very low, 
it appears that the chains pay about as much, 
on the average, as the independents. They are 
often accused of selling inferior products and 
short-weight packages. The Federal Trade 
Commission, however, has found no definite 
justification for this charge. They have been 
condemned for selling “loss leaders” below a 
reasonable markup and in some cases at an 
actual loss; but this is a fairly common practice 
in retailing and is probably not very reprehen¬ 
sible. Their advertising policies have been criti¬ 
cized, but here again the Federal Trade Com¬ 
mission has found nothing illegal. 

The hoary argument that the chains “take 
the money out of town” whereas the inde¬ 
pendent stores “keep it at home” is largely 
based on fallacious reasoning. The chains do 
send their net profits to the main office in some 
great financial center, whereas the independ¬ 
ent retailers may keep their profits, if any, in 
the home town; but the salaries of the chain- 
store managers (perhaps with a percentage of 
the profits) which are somewhat higher than 
the independent's profits, are spent mostly in 
the home town, as are the wages of the other 
chain employees. The net profits of the chains 
which are sent to the main office constitute a 
very small percentage of the total received 


^ Twentieth Century Fund, Does Distribution Cost T6o Muck? p. 82. 
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from customers. Both chains and independents 
must, of course, send away from the home 
town all or most of the money needed to buy 
goods. 

The truth is that in the long run, to the ex¬ 
tent that the chains really sell at lower prices 
because of superior efficiency, they doubtless 
raise the standard of living of the people gen¬ 
erally, just as other particularly efficient eco¬ 
nomic agencies do—engines and machines, for 
instance. To the extent that they are more effi¬ 
cient than the independents, they release labor 
for other productive functions and so, like 
other labor-saving agencies, increase the 
amount of goods produced; and by selling 
at lower prices, they enable consumers to buy 
more. In the long run, to the extent that they 
are really more efficient, they may even raise 
the income of independent retailers. They of 
course drive out some of the independents; but, 
if by their efficiency they raise the general 
standard of living, the independents who are 
left should gain in the long run, because their 
income cannot remain indefinitely below that 
of other equally efficient men. Heretical as it 
may seem, the spread of such mass-distribution 
agencies as the Woolworth and Kress stores 
doubtless raised the real incomes of independ¬ 
ent merchants, although it reduced the num¬ 
ber of them. 

The ‘Iceep the money at home” argument 
has long been standard artillery in fighting the 
big mail-order houses. Where they have retail 
units in fair-sized towns, the mail-order houses 
are like other chain stores, and the above 
analysis applies; but what of the argument in 
towns where there are no mail-order units? 
What is the long-run eflPect on such a commu¬ 
nity when consumers send to Sears, Roebuck 
& Company for goods? This is not quite like 
buying from Woolworth or an A & P, because 
Sears, Roebuck perform the marketing func¬ 
tion in a distant city. Clearly the result of or¬ 
dering goods from them is to transfer some 
business from the local town to the distant city. 
Not only is the profit made in that city, but the 
manager and all the employees live there too. 
This logically should lead to a reduction in the 
number of merchants and employees in the lo¬ 
cal town, and will make it smaller; but if Sears, 


Roebuck really render the service more effi¬ 
ciently and cheaply, the standard of living in 
the town should in the long run be higher Aan 
if all the townspeople bought everything from 
the local merchants. The real income even of 
the merchants left in the town should be 
higher. There are possible exceptions, however, 
to this general conclusion. For example, if by 
buying from Sears, Roebuck, consumers drive 
out merchants who sell some essential com¬ 
modities which cannot be bought by mail, the 
townspeople may be in a worse situation than 
if they bought everything from the local mer¬ 
chants. 

A much sounder argument against chain 
stores than the common complaint that they 
take money out of town lies in the fact that 
they doubtless tend to divest a town of its local 
economic autonomy. Like big business gener¬ 
ally, they tend to make a town or city merely 
an economic colony of the great financial cen¬ 
ters from which the chains and mail-order 
houses are controlled, a colony inhabited partly 
by employees of the chains who do not have 
the same pride and interest in the community 
that independent storekeepers do. Again like 
our big, highly integrated business enterprises, 
the chains are efficient; but they tend to cen¬ 
tralize wealth and economic control, to make 
hired men of some who once had the oppor¬ 
tunity for modest individual entrepreneurship, 
and to rob the community of local leadership, 
dignity, pride, and responsibility. Whether 
their price economies are compensation for 
these losses is a matter of individual judg¬ 
ment.® 

Conclusion, Our general conclusion as to 
chain stores perhaps should be that it would be 
unfortunate if they were driven entirely out of 
existence, and equally unfortunate if they 
should take over the retail field completely. If 
there were no chains, some independent re¬ 
tailers would build up local monopolies to ex¬ 
ploit consumers, just as some of them did be¬ 
fore the chains appeared. On the other hand, 
if the chains controlled the retail field entirely, 
they might combine in another form of mo¬ 
nopoly. The present competition between 
chains and independents is healthful for bo& 
of them. 


® Ibid,, pp. 81-85; Helen Dallas, Chain Stores—Pro and Con, Public Affairs Pamphlet No. 40. 
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Retailer cooperatives 

As a result of chain-store competition, many 
individual retailers have combined in retailer 
cooperatives —^not to be confused with true co¬ 
operatives like those in Sweden—and in vol¬ 
untary chains, which enable them to retain 
their individual ovmership but to use chain- 
store tactics and strategy such as group adver¬ 
tising, private brands, suggested price lines, 
uniform stock merchandising and control, and 
uniform store fronts. Although these coopera¬ 
tives do only a small proportion of the total re¬ 
tail business, they have grown rapidly since 
1929, and they may prove to be the means of 
staying the advance of the chains. 

Supermarkets 

The most recent major development in gro¬ 
cery retailing is perhaps the appearance of the 
immense stores known as supermarkets, some 
of them independent, some operated by whole¬ 
salers or by chains, and others operated as 
retailer-ovmed cooperatives or wholesaler- 
sponsored voluntary chains. Some of them 
were originally established in abandoned fac¬ 
tories or warehouses in outlying districts and 
equipped vdth cheap fixtures to make a strong 
economy appeal; but recently many of them 
have moved to congested areas and have built 
attra<:i;ive and handsomely equipped headquar¬ 
ters, with parking space for customers. For 
those who do not mind driving some distance, 
these supermarkets offer a vdde selection of 
foods, some of which the ordinary grocer could 
not afford to carry in stock. Here is big business 
in another form and, like the chain stores, the 
result of machine technology, the automobile. 

Retail specialization 

In large towns and cities, retailing is often 
specialized, not only according to the mer¬ 
chandise carried—shoes, mens clothing, fur¬ 
niture, and the like—^but according to the 
quality of the goods and services offered to the 
public. Some retailers seek the trade of people 
of high incomes by offering a wide selection of 
generally high-quality goods, with high-class 
service—^prompt, courteous attendance on the 
customer by intelligent salesmen or sales¬ 


women—and with generous opportunities for 
the customer to purchase merchandise on ap¬ 
proval, free delivery, and credit. Prices are 
likely to be high in such stores, perhaps high 
even in relation to the quality of die goods, for 
such service is expensive; yet some people are 
glad to pay these prices. Other retailers, as for 
instance the Woolworth and Kress stores and 
the big mail-order houses, appeal to the masses 
of people of small or moderate incomes by of¬ 
fering a somewhat narrow selection of fair or 
even inferior quality goods, with poor, slow 
service because the sales force is inadequate 
and poorly trained. Their customers usually 
have to do for themselves much that is done 
for them in the more expensive stores, and they 
pay cash and usually carry their purchases 
home. Most of the chain stores operate on this 
basis, and their prices are generally low be¬ 
cause their expenses are low. 

The cost of marketing 

One of the commonest criticisms of our mar¬ 
keting system is that it is too expensive, that 
the price spread between the original producer 
and the consumer is too great. According to a 
study made in 1939, it cost considerably more 
on the average to distribute goods than it does 
to make them, for about 59 cents of the con¬ 
sumer’s dollar goes for distribution and only 41 
cents for production.* Of the 66 billion dollars 
paid by consumers for finished goods in 1929, 
27 billions was paid for making them, and 39 
billions for distributing them. Of the 39 bil¬ 
lions, 13 billions went to retail distribution, 7 
billions to the wholesale trade, nearly 9 bil¬ 
lions to transportation, 1 billion to advertising, 
installment selling, and other charges, and a 
little more than 9 billions was the distribution 
cost of manufacturers. As for specific commod¬ 
ities and types of commodities, it cost three or 
four times as much to bring vegetables and 
fruits from the farm to the dinner table as it 
did to grow them. The farmer got seven-tenths 
of a cent per pound for cabbages for which the 
housewife paid four cents; he got one cent for 
a bunch" of carrots for which the housewife 
paid five and a half cents; he received less than 
nine cents for oranges which sold in the mar- 


* Twentieth Century Fund, Does Distribution Cost Too Much? 
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kets for 31.8 cents* The farmer received 18.7 
cents of the consumer’s dollar in the sale of 
canned tomatoes, and only 13.3 cents of the 
dollar paid by the consumer for bread. In the 
marketing of eggs and meats, he received a 
much larger share of the price to the consumer 
—^more than half. In most manufactured prod¬ 
ucts, the producer got a somewhat larger share 
of the final price; but electric refrigerators 
manufactured at a cost of $58 were sold at 
$156, with the retailer taking $70—^more than 
the cost of manufacturing. 

Relative increase in costs 

Distribution costs are high, and they have 
been increasing, not only absolutely but rela¬ 
tively to manufacturing costs. Between 1870 
and 1930, the total volume of goods produced 
and consumed in the United States increased 
900 per cent, and the number of people en¬ 
gaged in distribution increased nearly 900 per 
cent; but the number engaged in production 
increased only 300 per cent. This indicates 
that the output produced per worker trebled, 
whereas the amount of goods distributed per 
worker increased only slightly. There are a 
number of reasons for this. In the first place, 
employees engaged in marketing and in dis¬ 
tribution, except transportation, have profited 
little from the development of machines and 
the increased use of power; the salesman in a 
grocery store is still a hand worker. In the sec¬ 
ond place, distribution today covers much 
larger territories and must "reach more people 
with an almost infinitely wider variety of prod¬ 
ucts.” In short, as the Twentieth Century Fund 
summarizes the change; "While specialized 
quantity production in highly concentrated 
areas has resulted in lower costs and increased 
efficiency in production, it has at the same time 
made distribution more complicated and costly. 
Concentration of production requires the trans¬ 
portation of raw material to producing centers 
and of finished products back to dispersed and 
distant markets. This transfer takes time, re¬ 
quires intermediate handling and financing, 
and involves risks and costs not present in sim¬ 
pler types of economy Here is another as¬ 
pect of the machine age. 
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Wastes in the marketing system 

There are wastes in the marketing system, 
as in all human institutions. The Twentieth 
Century Fund lists them as follows: (a) Du¬ 
plication of sales efforts, multiplicity of sales 
outlets, excessive services, multiplicity of 
brands, and unnecessary advertising, all caused 
by monopolistically competitive conditions; 
(b) unreasonable demands and misinformed 
buying on the part of consumers; (c) lack of 
proper knowledge of costs among distributors 
themselves, too great zeal for volume, poor 
management and planning, and unwise price 
policies. It is significant that such staple, stand¬ 
ardized products as wheat, com and cotton are 
marketed much more cheaply than are differen¬ 
tiated, branded products. 

Cooperative marketing 

European cooperatives. Cooperative mar¬ 
keting has often been advocated, and to some 
extent carried into effective operation, as a 
means of reducing the wastes of competitive 
marketing. The most successful form is seen in 
the consumers’ cooperative stores, which have 
nearly a century-long record of success in Eu¬ 
rope, dating from the Rochdale cooperative 
which was established in England in 1844. 
The principles set up to govern these stores 
are still recognized as sound: (1) Unrestricted 
membership and democratic control, with each 
member entitled to one vote regardless of the 
number of shares owned. (2) Sales at regular 
market prices, with all profits returned to the 
member-customers on the basis of the amount 
of their purchases. By selling at market prices, 
the cooperatives try to avoid antagonizing pri¬ 
vate business. (3) Modest dividends on stocks. 
(4) Sales for cash only, to avoid credit losses; 
and no delivery service. 

From its modest beginning in 1844, the 
Rochdale consumers’ movement has grown im- 
til in 1938 over 5,000,000 families, mostly 
those of industrial workers, were enrolled in 
England. That year retail cooperatives in Eng¬ 
land handled more than 1.25 billion dollars’ 
worth of business—^about 10 per cent of the 
total retail trade of the British Isles—and paid 
patronage dividends of 80 millions to mem- 


^Ibid.,pp. 17-18. 
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bers. They consttoto n vast ofganizatjoii with 
thousands of locel stores; with wholesale 
houses, factories, flour mills, ocean steamers, 
fishing vessels, and tea, coffee, palm, and olive 
plantations; and a cooperative bank which re* 
{XKTts assets of 500 millions 

Odier European peoples have built up 
strong cooperatives. The International Coop¬ 
erative Alliance, which includes agricultural 
and industrial {nroducers* cooperatives as well 
as consumers’ cooperatives, has affiliates in 38 
countries, with a total membership of more 
than 70 million people. It is estimated that 
these cooperatives do an annual business 
amounting to about 20 billion dollars. The 
movement is exceptionally strong in the Scan¬ 
dinavian countries. In Finland, cooperatives 
handle about 30 per cent of the retail trade, 
and in Sweden 15 per cent; and they did from 
10 to 20 per cent of the business in Norway, 
Denmark, and France before the German oc¬ 
cupation. The largest cooperative system in 
the world, however, is in Russia, where coop¬ 
eratives with a membership of 39 millions do 
a business of more than 20 billion rubles, or 
about half the retail trade of the coimtry dis¬ 
tricts* 

Sweden has been widely advertised as a sort 
of economic Valhalla, happy and prosperous 
largely because of her cooperatives; and while 
there has been some exaggeration as to the 
amount of cooperation and the benefits gained, 
her record is impressive. Not only have her co¬ 
operatives cut some of the costs of retailing, 
but they have gone into manufacturing to fight 
monopolies in flour milling and in the produc¬ 
tion of margarine, electric light bulbs, cash 
registers, and rubber goods.® 

Cooperatives in the United States, Coop¬ 
erative marketing has not been as successful in 
the United States as in some European coim- 
tries, yet our record is rather impressive, par¬ 
ticularly for farmers’ cooperatives. In 1944 
there were in this country some 10,450 farm¬ 
ers’ cooperative associations, with a total mem¬ 
bership of approximately 1,^0,000, or about 


one-fourth of our total ntimber of farmers; and 
these associations sdid more than 3 billion dol¬ 
lar’ worth of farm products and bought for 
their members supplies amounting to $750,- 
000,000. They marlUted about 40 per cent of 
the butter produced, 75 per cent of the fluid 
milk, 20 per cent of the livestock, 15 per cent 
of the wool, 6 per cent of the eggs, 2 per cent 
of the chickens, 17 per cent of tfie turkeys, 55 
per cent of the citrus crop (in California, 80 
per cent), 50 per cent of the grain, 30 per cent 
of the rice, and a substantial proportion of the 
cotton, nuts, and fruits other than citrus. 

Urban consumer cooperatives have not been 
as successful as farmers’ cooperatives; but in 
recent years they have been growing, and in 
1942 they did a total retail business of about 
$564,000,000. 

A number of services other than buying and 
seUing are provided cooperatively. Various co¬ 
operatives provide housing, medical care, bur- 
id services, cold storage, water for household 
use and for irrigation, printing and publishing, 
recreation, electricity, telephone service, credit, 
and insurance. In 1944, some 2000 farmers’ 
mutual fire insurance companies, with 3,000,- 
000 members, were reported as carrying $14,- 
000,000,000 of insurance.’^ 

Advantages and disadvantages of coopera* 
fives. At its best, cooperation offers certain 
definite advantages. If its members are loyal, 
their cooperative can avoid some of the wastes 
of monopolistically competitive marketing. For 
example, it can handle goods which do not 
have to bear a heavy expense for advertising 
and promotion, and since it is in business for 
service and not for profit, it can carry honest 
goods of real quality. If it is very strong, as in 
certain European countries, it can maintain a 
laboratory to test and grade goods, and can 
offer its customers a high grade of service. In¬ 
deed, such a strong cooperative may enjoy the 
general advantages of big business without the 
temptation to convert those advantages to pri¬ 
vate profit. 

Some idealistic spirits look forward to the 


* Maxwell S. Stewart, Cooperatives in the United States —^A Balance Sheet, Public Affairs Pamphlet 
No. 32. • 

^ U. S. Bureau of Labor Statistics* Bulletin No, 757; Speech by Joseph G. Knapp, Principal Agri¬ 
cultural Economist, Cooperative Research and Service Division, Farm Credit Adrni^tration, USDA, 
Before the Conference on International Cooperative Reconstruction, January 19* 1944; John Daniels, 
AmeHean GooperaHvest Y§sterday*-^Todait^famerrew% 
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time when cooperatives will dominate the mar- counter’ appeals, the aggressive hostility of 
keting field, and perhaps production as well, jobbers and retailers, all have hindered the de- 
But cooperation is not merely a way of dis- velopment of cooperatives.*’® Nevertheless, the 
tributing goods; it is a means of developing cooperative movement in this country should 
generous idealism and civic intelligence. It rep- be given all possible encouragement. Indica- 
resents a shift from the acquisitive ideal, for tive of the cultural significance of the move¬ 
working together in cooperatives develops in ment is the fact that Fascist dictators, with 
thetmembers a capacity for unselfish action and their characteristic hostility to civilized and 
an imderstanding of economic problems. The civilizing institutions, broke up the coopera- 
educational work carried on by the Scandina- tives not only in Germany and Italy but in all 
vian cooperatives is doubtless in part respon- the countries they conquered. Germany had a 
sible for the high level of economic and po- powerful cooperative movement before Hit- 
litical intelligence characteristic of those coun- ler s rise to power, 
tries. By forcing reductions in the prices of 

monopolized articles, their cooperatives have Socialization of the marketing system 
had some success in reducing economic in- Socialism is also sometimes advocated as a 
equality and have therefore tended to make “cure-all” for the wastes in our present mar- 
the economic system of those countries work keting system, but how effective it would be is 
better. Sweden suffered much less than most not certain. It is true that a really efficient so- 
European nations in the Great Depression.® cialist government could eliminate some of the 

There are, however, grave difficulties in the wastes of competitive marketing or, better, of 
way of cooperative marketing. Many of the monopolistically competitive marketing. Such 
most successful cooperatives owe their success a government could reduce the fantastic num^ 
to the loyal and unselfish service of some able ber of sizes and styles and brands of most 
man or men who w-ere glad to work for less goods at least 75 per cent, with little or no loss 
than they might have earned in private busi- to consumers; it could standardize some goods 
ness; but such men are not always available, and label them correctly, so that consumers 
and many cooperatives have found difficulty would know what they were buying; it could 
in developing and maintaining efficient man- eliminate the spurious, inferior, and overpriced 
agement. However able the management, the goods so commonly sold in a capitalist econ^ 
cooperative may fail if its members are not omy; it could eliminate most of Ae wastes ot 
loyal, that is, if they do not patronize it con- competitive advertising and salesmanship. In 
sistently. Cooperation is like government ac- a given city it could organize the grocery busi 
tivity in that it can maintain efficiency only if ness with a great central market and a ware^ 
the members, like the voters, take a keen in- house for reser\es of food, with branches in 
terest in what is being done. various parts of the city and unified delivery 

Whether American cooperatives can ever be and credit systems, thus saving in the volume 
as successful as those of the Scandinavian of stock carried, in advertising, in delivery 
countries is doubtful. The Scandinavians are services, and in credit losses. There would not 
more homogeneous, and their social and eco- be a dozen delivery trucks sputtering along 
nomic life is simpler and more stable. As Slich- every city street, and no dead beats would run 
ter has said; “The contempt of Americans for up bills at one store and then shift to another, 
small economies, the individualistic tradition, Thus a really efficient socialist government 
the weak development of class consciousness could save in many ways; but it is not certain 
among wage earners, the numerous racial that a socialist government would be really 
groups, the mobility of the population, the efficient. It might fall into the unprogressive 
large chain stores, department stores, and mail routine of some of our present government 
order houses with their extraordinwily effec- agencies; it might be less responsive to public 
tive marketing methods, and their "bargain wants and whims than our present system, al- 

^ See Marquis W. Childs, Sweden, the Middle Way; and Harry Laidler, Consumers’ Cooperatioii— 
Social Interpretation, New Frontiers, VoL V, No. 5; May, 1937. 

® Sumner H. SUehter, Modem Economic Society, 1st ed., p. 79. 
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though this mi^t not be a serious loss; the 
managers and employees might be less alert 
and energetic; for these and other reasons^ 
many of the possible economies of integrated 
organization might not be realized. If the re¬ 


tailing business were largely monopolized, 
there would be good reason for socializing it, 
but it is severely although not purely competi¬ 
tive. In a regime of moderate socialism it would 
probably be left in private hands. 


QUESTIONS 

1. By what process, precisely, do advertisers and salesmen create a demand for new styles of 
clothing? For vitamins? For Jergens Lotion? 

2. Why is the marketing function much more important than it was even fifty years ago? 

3. Outline some of the important functions performed by retailers. By wholesalers. 

4. Why do not producers more commonly market their own products? 

5. Is there any reason to believe that our present marketing system is about as eflScient as it can 
be without close government regulation? If economies could be secured by eliminating some 
of the middlemen, would not someone be likely to try to do that? Where might the govern- 
ment secure some economies? 

6. On the basis of the following analysis of the money we spent for food in 1935,^° does the mar¬ 
keting of goods cost too much? Discuss fully. 



Millions 

Per Cent 

Farmer’s share 

$ 5,59S 

41.1 

Processor’s share 

2,739 

20.1 

Wholesaler’s share 

1,232 

9.0 

Retailers’ share 

3,837 

24.5 

Transportation 

728 

5.3 


$13,629 

100.0 


7. Why have marketing costs risen in the past few decades? Does their rise mean that consum¬ 
ers are getting less for their money or that producers are being exploited? 

8. There are more than ten times as many brands and varieties of some products as are needed 
to meet the most exacting consumer demand. Could the government enforce a 90 per cent 
reduction in the number of them and so reduce the cost of marketing? What difficulties 
would it encounter? 

9. “When you buy from chain stores you have the goods but the community loses the money; 
when you buy from a home-owned store you have the goods and the community has the 
money too.^^ How much truth is there in this argument? What is a sound argument against 
the chains? If all the retailing were handled by chain stores, of whom would the population 
of a town consist? 

10. Chain stores offer services which in some respects are inferior to those offered by individual 
merchants, but their prices are lower. What classes of people would you expect to see buy¬ 
ing in chain stores? 

11. What are the essential principles of cooperative marketing? Why have cooperatives been less 
successful in the United States than in many European countries? 

12. “The Woolworth stores have raised the standard of living not only of the people generally, 
but of local merchants themselves." Do you agree? Why or why not? 

13. The cooperatives that do a big business can secure the same economies that big business gen¬ 
erally enjoys, and they may do even better for consumers in some ways. In what ways? 

14. Assuming that the people in Kansas produce only wheat, what would be the effect on their 
income of a 50 per cent reduction in the population of the state, the population and produc¬ 
tive occupations of all the other states remaining the same? Under the same assumptions, 
what would be the effect of a 50 per cent increase in the population of Kansas? 


^ National Resources Committee, The Structure of the American Economy, p. 379. 



Chapter 24 . 

International Trade and 
Exchange 


International Trade 

International trade is essentially the same as 
domestic trade. Contrary to a fairly popular 
misconception, it is not trade between two 
countries, except in the case of totalitarian 
countries, or among a large number of coun¬ 
tries, but normally is carried on by individuals 
in different coimtries, just as domestic trade is 
carried on by individuals in the same country, 
each seeking a profit by buying and selling. If 
the United States should break up into her con¬ 
stituent states, each becoming a separate na¬ 
tion, much of the trade which is now domestic 
would become international; and if the coun¬ 
tries of Europe should adopt a common mone¬ 
tary system and abolish all tariffs, trade would 
be carried on in the same way as domestic 
trade is in the United States. It is in the ad¬ 
justment of the values of different moneys and 
in the political interference with commerce 
that International trade differs from domestic 
trade. 

Bases of international specialization and trade 

International trade, like domestic trade, is 
as definitely productive as any other economic 
activity. Through it, the people in all the coun¬ 
tries of the world are able to have more goods 
than would be available without it. Nearly ev¬ 
ery country has particular advantages in the 
production of certain commodities, and inter¬ 


national trade makes these commodities avail¬ 
able to people in other countries more cheaply 
than the other countries could produce them. 
The nature of these advantages must be con¬ 
sidered in some detail. 

In the first place, the climate of the various 
nations differs greatly, particularly in respect 
to temperature and the amount and character 
of the rainfall. Only in hot climates can such 
commodities as coffee, cane sugar, rice, rubber, 
bananas, and citrus fruits be produced. Some 
of these can be grown in the southern part of 
the United States, but such products as coffee, 
rubber, and bananas have to be imported. On 
the other hand, certain other products, as for 
instance furs and many kinds of lumber, can 
be produced only in temperate or cold cli¬ 
mates. All the products for whose production 
certain climatic conditions are necessary can be 
made available to the world as a whole only 
through trade. 

In the second place, the mineral resources 
of the various nations differ greatly; for ex¬ 
ample, the United States, Russia, Venezuela, 
Mexico, Iraq, Rumania, and a few other coun¬ 
tries have almost all the world's known oil re¬ 
serves. The wide distribution and use of many 
essential minerals depend on international 
trade. 

In the third place, the population densities 
of the various nations differ so greatly that 
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these countries vary to a marked extent in their 
typical economic activities and products, and 
much of the world’s trade is based on these 
differences. Sparsely populated countries, such 
as Canada, Australia, ^e United States, and 
the South American countries, can engage in 
extensive production—^using natural resources 
freely and labor scantily—^but they can 
scarcely afford to produce things that demand 
much hand labor, such as hand-carved furni¬ 
ture and handmade lace. Such countries can 
generally produce meats and grains very e£B- 
ciendy, and other products that call for much 
land and little labor; and the coimtries which, 
like the United States, have an abundance of 
coal, lumber, and minerals are also efficient in 
the production of heavy goods that call for rel¬ 
atively little labor. But in densely populated 
countries—^that is, densely populated in rela¬ 
tion to natural resoiurces—^most farm products 
are scarce. Since little land is available, labor 
must work with small tracts of it, and its pro¬ 
ductivity is low. In such countries, however, 
labor may be just as efficient as elsewhere in 
turning out handmade articles, and the peo¬ 
ple can secure many food products far more 
cheaply through trade than by producing them 
on the scarce land. Differences in population 
density provide the basis for great gains in 
trade, gains which will be possible as long as 
the differences persist. 

There are a number of other advantages 
which may form the basis of international 
trade. A country may have developed a certain 
industry early, have a long record of success¬ 
ful production, and have developed a class of 
labor that has well-ingrained traditions of spe¬ 
cialized skill, as the result of which the coim- 
try may have world-wide prestige for its prod¬ 
uct which enables it to reach world markets at 
good prices. This was true of the English cot¬ 
ton and woolen industries and the French silk 
industry for a long time. Where there are no 
natural advantages, however, the country is 
likely to lose its preeminence eventually, as the 
British textile industry did. American automo¬ 
bile manufacturers similarly have the great ad¬ 
vantage of a vast home market and are thus 
able to produce on a scale that affords maxi¬ 
mum economies and probably lower costs than 
are possible elsewhere. Such an advantage may 
be eiqpected to last until some other country 


develops automobile manufacturing on a scale 
sufficient to bring costs down to the American 
level. 

Absolute vs. comparative advantage 

Absolute advantage. The relative advan¬ 
tage of different countries in the production of 
various goods may be either absolute or com¬ 
parative. It is absolute when each of the coun¬ 
tries in a given trade can produce the com¬ 
modity it is exporting at less cost, In terms of 
productive agents, than the country with which 
it is trading. In exchanging automobiles for 
Cuban sugar, the United States has an abso¬ 
lute advantage in producing automobiles, 
whereas Cuba, because of her climatic condi¬ 
tions, has an absolute advantage in producing 
sugar. Labor, with its ordinary supply of land 
and capital, is absolutely more efficient in pro¬ 
ducing automobiles in the United States, and 
absolutely more efficient in producing sugar in 
Cuba. We shall often refer to the efficiency of 
labor in the present chapter, but it must be 
understood that this refers not to any peculiar 
superiority of the labor itself, but to its effec¬ 
tiveness, which is largely attributable to con¬ 
ditions for which labor is not responsible, such 
as the amount of capital or land with which it 
works or the efficiency of the entrepreneur who 
organizes production. In the case of the Cuban 
worker, it is the climate that makes the labor 
productive. 

The increase in total output of goods that 
results from trade between two countries en¬ 
joying an absolute advantage in production 
may be illustrated by a hypotheticsd example. 
Let us suppose that labor in the United States 
is ten times as efficient in producing pork as 
labor in China, but only half as efficient in pro¬ 
ducing toys. Suppose that an American laborer 
(farmer) can produce 5000 pounds of pork 
each year, and a Chinese laborer only 500 
pounds; and that an American laborer can pro¬ 
duce 500 toys and a Chinese laborer 1000 
toys. What will be the total product of 100 la- 
bwOTS in each country, first, if there is no for¬ 
eign trade, and second, if there is free trade? 

No Foreign Trade 

^American laborers produce IW,000 pounds of pork 
50 American laborers produce 25,000 toys 

50 Chinese laborers pnMluoe 25,000 pounds of pork 

50 Chinese laborers prbduce 50,000toy8 

Total pxodueti 2V5,000 pounds of porii 
75|000 toys 
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Now let us assume free trade and interna¬ 
tional specialization, with American labor de¬ 
voted to pork production and Chinese labor to 
making toys. 

Free Trade 

100 American laborers produce 500,000 pounds of pork 
100 Chinese laborers produce 100,000 toys 

It is clear that free trade almost doubles the 
production of pork and increases the produc¬ 
tion of toys from 75,000 to 100,000. Obviously 
there is a great gain from free trade under the 
assumed conditions, although transportation 
costs must of course be deducted. 

Comparative advantage. Much foreign 
trade depends, however, not on absolute ad¬ 
vantage but on comparative advantage. Labor 
in the United States, with the ordinary supply 
of land and capital, may be as efficient as that 
of another country, or even more efficient, in 
the production of a certain commodity, and 
yet we may import that commodity if our la¬ 
bor has a still greater comparative advantage 
in producing something else. In the case of 
American-Chinese trade, let us assume that a 
given amount of American labor produces ten 
times as much pork but only the same number 
of toys as an equal amount of Chinese labor. 
The following tabulation shows the respective 
outputs when there is no foreign trade and 
when there is free trade: 

No Foreign Trade 

50 American laborers produce 250,000 pounds of pork 
50 American laborers produce 50,000 toys 

50 Chinese laborers produce 25,000 pounds of pork 

50 Chinese laborers produce 50,000 toys 

Total product: 275,000 pounds of pork 
100,000 toys 

Free Trade 

100 American laborers produce 500,000 pounds of pork 
100 Chinese laborers produce 100,000 toys 

Here free trade and specialization have added 
225,000 poimds of pork, but no toys. There 
has been a great gain, because the Americans 
and the Chinese have nearly twice as much 
pork as they would without trade, and just as 
many toys. Presumably labor would be shifted 
about in such a way as to produce more toys 
as well as more pork. Here again, transporta¬ 
tion costs must be subtracted. 

Even if American labor were more efficient 
in toy-making than Chinese labor, Americans, 
In accordance with the principle of compara¬ 


tive advantage, might gain by devoting them¬ 
selves entirely to pork production and trading 
pork for toys, if they have a greater compara¬ 
tive advantage in producing pork. According 
to this principle, a country may import goods 
which it can produce more efficiently than the 
country from which it imports; just as a lawyer 
may hire a stenographer even though he is 
more efficient in stenography than she is. He 
may have a greater comparative advantage in 
practicing law. 

Let us apply our hypothetical illustration in 
this situation. Let us assume that American la¬ 
bor is ten times as efficient in pork production 
as Chinese labor, and twice as efficient in toy¬ 
making. What will be the total production of 
100 laborers in each country, with no interna¬ 
tional specialization and no trade, and with 
free trade? 

No Foreign Trade 

50 American laborers produce 250,000 pounds of pork 
50 American laborers produce 100,000 toys 
50 Chinese laborers produce 25,000 pounds of pork 
50 Ch inese laborers produce 50,000 toys 

Total product: 275,000 pounds of pork 
150,000 toys 

Free Trade 

100 American laborers produce 500,000 pounds of pork 
100 Chinese laborers produce 100,000 toys 

Total product: 500,000 pounds of pork 
100,000 toys 

Here we have gained 225,000 pounds of 
pork by trading, but have lost 50,000 toys. 
Does the gain of 225,000 pounds of pork more 
than balance the loss of 50,000 toys? The an¬ 
swer is clearly in the affirmative. At either the 
American or the Chinese ratio of labor costs of 
pork and toys there is a net gain. At the Ameri¬ 
can cost ratio, the labor cost of 225,000 pounds 
of pork is the same as that of 90,000 toys. Only 
50,000 toys were lost, so the gain from the 
trade is equal to 40,000 toys or 100,000 pounds 
of pork. At the Chinese cost ratio, the labor 
cost of 225,000 pounds of pork equals that of 
450,000 toys, 400,000 more than were lost 
through trade. At the Chinese ratio, the labor 
cost of 50,000 toys equals that of only 25,000 
pounds of pork, and the loss in toys is there¬ 
fore equal to that of only 25,000 pounds of 
pork, leaving a gain of 200,000 pounds. Thus 
at either the American or the Cleese ratio of 
costs, there is a gain from the trade, a gain 
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which can be realized in pork or in toys, or 
partly in both. 

To make our hypothesis real and complete, 
we should have to add to the labor costs the 
costs of the capital and land used in produc¬ 
tion; but we need not do that here, for it 
would not change the fundamental principle 
involved. 

To look at this from another angle, suppose 
an American wants a hand-embroidered dress 
for his wife and that he can buy it from an 
American maker for $100, whereas a Chinese 
girl will make it for $10. If he buys the Ameri¬ 
can-made dress for $100, he must pay the 
wages of 200 hours (at 50 cents an hourh but 
if he buys the Chinese-made dress he will send 
the wages of only 20 hours of American labor 
to China to pay for it. If Americans produce 
the things in which they have the greatest 
comparative advantage—^wheat, pork, beef, 
steel, oil products, farm implements—and send 
them to China in exchange for handmade 
goods, they can get the latter at far less cost, 
in labor or in money, than if they buy Ameri¬ 
can-made goods, or they can get more goods. 
On some products the gain would be ten to 
one, on others less; and there is no less employ¬ 
ment in America, no less work to be done, than 
if we bought nothing from China. We would 
merely be devoting our energies to producing 
the things in which we have the greatest com¬ 
parative advantage, and we would trade them 
for those articles in which our comparative ad¬ 
vantage is less or we are at an absolute dis¬ 
advantage. 

Of course Americans would not get all the 
gain from such exchange. The Chinese people 
would have to gain too. They would gain by 
receiving more for their exchangeable goods 
than they otherwise would. They could have 
more and better food and clothing, more and 
better tools and implements made from Ameri¬ 
can steel. They could live better. In fact, to 
the extent that they engage in foreign trade, 
they do live better. Just how the gains would 
be apportioned between the two peoples 
would be determined by a great many factors 
which cannot be discussed here; but both par¬ 
ties to the exchange would have to gain or the 
trade would not carried on. 

It is fairly dear that the trade between 
sparsely populated countries, such as the 


United States or Canada, and densely popu¬ 
lated countries, such as China or Czechoslo¬ 
vakia, is based largely on the principle of com¬ 
parative advantage. There is no reason to be¬ 
lieve that American labor could not learn to 
make toys and laces and handmade gimcracks 
as well as Chinese or Czech labor, if it could 
do nothing better; but with our great abun¬ 
dance of land and natural resources, it has a 
comparative advantage in producing farm pro¬ 
duce and heavy industrial products in which 
abundant natural resources are an important 
element. 

International trade is thus a means of secur¬ 
ing the advantages of international specializa¬ 
tion, international division of labor. It is like 
territorial division of labor within a country. 
One of the reasons for the high income of the 
people of the United States is the fact that our 
large area permits regional or territorial spe¬ 
cialization, with consequent increased output 
of goods. 

The following are some of the important ex¬ 
port and import items for the United States in 
1939, a prewar year, in millions of dollars: 


Exports 

Machinery, all classes.$502.2 

Petroleum and products. 383.7 

Automobiles, including parts and acces¬ 
sories . 253.7 

Cotton, unmanufactured. 243.5 

Iron and steel products. 235.5 

Chemicals and related products.164.7 

Aircraft, including parts and accessories.. 116.9 

Grains and preparations. 99.5 

Copper, including ores and manufactures 97.2 

Fruits and nuts. 83.2 

Tobacco, unmanufactured. 77.4 

Cotton manufactures, including yarn... 68.3 

Coal and coke. 66.7 

Packing-house products. 54.8 

Iron and steel, advanced manufactiues. . . 49.8 

Imports 

Crude rubber.$178.0 

Coffee. 139.6 

Paper and manufactures, mostly news¬ 
print. 126.8 

Cane sugar. 124.6 

Raw silk. 120.9 

Paper base stocks. 88.4 

Chemicals and related products. 79.5 

Tin, bars, blocks, and pigs. 70.6 

Fruits and nut's. 58.2 

Furs and manufactures. 55.5 

Vegetable oils, expressed. 50.9 

Wool and mohair, unmanufactured.. 49.7 

Whisky and other spirits. 48.8 
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Hides and skins. 47.1 

Diamonds. 45.1 

Copper, including ores and manufactures 44.5 

Petroleum and products. 43.5 

Cotton manufactures, including yarn... 39.6 


These figures show that the United States is no 
longer mainly an exporter of food products and 
raw materials, or mainly an importer of manu¬ 
factured products. On the contrary, we export 
vast amounts of manufactured products, along 
with cotton, grains, petroleum, and fruits; and 
we import large amounts of raw materials and 
food products. 

Foreign Exchange 

International trade, although essentially like 
domestic trade, differs in the superficial but 
often confusing fact that the various countries 
use different monetary systems. It achieves the 
same results as barter—the exchange of goods 
and services for other goods and services—^but 
the goods are sold for money which must be 
exchanged for the money of another country. 
The process by which payments are made 
must first claim our attention. 

Trade may be carried on between two coun¬ 
tries both of which are on the gold standard, 
or it may be carried on between countries 
whose monetary systems are unrelated to each 
other by any common denominator such as 
gold. Before the First World War, nearly all 
the important countries of the world used gold, 
but today practically all of them have aban¬ 
doned the gold standard and are using a paper 
standard, perhaps in some way related to gold. 
In both situations, trade is carried on mainly 
by private individuals. The rise of dictator¬ 
ships in recent years, however, has created a 
third situation in which the trade is carried on 
as international barter and is governed entirely 
by the will of the dictators, with little refer¬ 
ence to international monetary values or eco¬ 
nomic forces. We shall consider these three 
situations in the order mentioned, taking up 
first the trade between countries on a gold 
standard. The student may wonder why we 
should consider this, since the gold standard 
has been generally abandoned; but discussion 
is necessary because the standard money (pa¬ 
per) of most countries is still defined in terms 


of gold, and in most countries prior to World 
War II it was redeemable in gold for the pur¬ 
pose of making international payments. In our 
first case we shall assume that the countries 
are on a gold standard. 

International trade, with gold standards: 
bills of exchange 

In international trade the typical instrument 
of payment is the bill of exchange, which 
Myers has defined as "an order to pay money, 
drawn against a foreigner, payable in the for* 
eigner s money, and payable in his country.”^ 
It is an order drawn by the exporter against 
the foreign importer to pay a certain amount 
of money to a third party, such as a bank with 
branches in both countries. To use a simple il¬ 
lustration, an American exporter shipping a 
cargo of wheat to a British importer draws a 
bill against the importer, ordering him to pay 
the amount due, in British pounds, to a certain 
bank which handles the exporter's banking 
business. This bill may be a sight bill, calling 
for immediate payment, or a time bill, calling 
for payment in a specified time, perhaps thirty 
days. A time bill that has been accepted, in this 
case by our British importer, is often bought as 
a short-term investment by some bank that 
deals in foreign exchange. By accepting the 
bill, the importer acknowledges its validity and 
agrees to pay it. It is far more likely, however, 
that the bill will be accepted by one of the 
great acceptance houses which perform this 
service for their clients for a small charge. Ac¬ 
ceptance by one of these houses gives the bill 
better standing than does acceptance by most 
importers. In all the important exchange mar¬ 
kets, such as London, New York, and Paris, 
there are in ordinary times hundreds of mil¬ 
lions of dollars' worth of such bills created by 
exporters. Bills of exchange are used not only 
in payment for exports, but in settlement of 
many other kinds of international obligations, 
as we shall see. We shall first consider their 
use, in the form of commercial bills, in paying 
for exports of goods. ‘ 

Payment of a hill of exchange. The biU of 
exchange which the American exporter draws 
or has his banker draw for him calls for pay¬ 
ment in British pounds in England; but the 


^ Albert L. Myers, Elements of Modem Economics, rev. ed., p. 358. 
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American exporter wants dollars in America, 
and therefore the British pounds must be ex¬ 
changed for dollars before he is finally paid. 
How is this exchange to be managed? The ex¬ 
porter might, of course, have the bank to which 
the British importer makes payment exchange 
the pounds for gold dollars or gold bullion, and 
send the dollars or bullion to him. Or he might 
conceivably ask the British importer or his 
bank to send over British gold pounds, which 
he could exchange in New York for United 
States currency. He might do either of these, 
but it would be most extraordinary, for ship¬ 
ment of gold is expensive, and it would take 
some time to settle the obligation in this way. 

In New York City there is also, let us say, 
an importer of British goods who must make 
payment in pounds to the British exporter of 
the goods. Like the American exporter, but in 
reverse, he could buy British gold pounds in 
New York and send them across, or he might 
send over gold dollars or gold bullion to be 
exchanged for pounds; but obviously it would 
cause unnecessary trouble and expense to have 
American importers sending gold to England 
and British importers sending gold to America. 

The balancing of export and import pay¬ 
ments, There is a better and cheaper way to 
settle these two obligations. The American im¬ 
porter simply buys the bill created by the 
American exporter from the bank or broker 
who holds it; and in London the British im¬ 
porter buys the exporter’s bill. In this way the 
American exporter gets his money in dollars 
from the American importer, and the British 
exporter gets his money in pounds from the 
British importer. If the export and import rep¬ 
resent equal values, the payment involves no 
shipment of gold, no delay, and only the small 
expense of ^e banker’s or broker’s commis¬ 
sion. We need not follow the bills in all their 
possible later wanderings, except to say that if 
they are sight bills they are probably paid and 
canceled in New York or l^ndon; time bills 
may be bought by a bank and held to maturity. 

The exporters, or their bankers, draw the 
bills, and the importers buy them. In other 
words, die exporters provide the supply of 
bills, which means the supply of foreign mon¬ 
eys, because these bills oaU for payment in for¬ 
eign moneys; and since these foreign moneys 
must be exchanged for dollars to make pay¬ 


ment to the exporters, exports result in a de¬ 
mand for dollars, or for doUar exchange, that 
is, bills of exchange drawn by European ex¬ 
porters against American importers, payable of 
course in dollars. On the other hand, imports 
provide the demand for the bills drawn by 
American exporters. These bills, it will be re¬ 
membered, are payable in foreign moneys and 
in foreign countries, and therefore provide the 
importers with the foreign moneys they need 
to pay for imported goods. In the national bal¬ 
ance sheet, the exports are credits to the United 
States, because they call for payments to us in 
dollars; and the imports are debits on our 
ledger, because they call for payments by us to 
exporters in foreign countries. 

"^Invisible items^ in exchange. Exports and 
imports of goods are not the only items that 
enter into our national balance sheet. As in do¬ 
mestic trade, services, debt and interest pay¬ 
ments, loans, and various kinds of financial 
transactions—“invisible” exports and imports 
—must also bejncluded. On the credit side of 
our ledger we include everything that calls for 
payment to the United States in dollars, such 
as debt and interest payments to our govern¬ 
ment or to private investors here. When the 
Finnish government, for instance, paid its debt 
to the United States, it bought American ex¬ 
change, payable in dollars, to send to our gov¬ 
ernment. Americans have some 13 billion dol¬ 
lars invested in various parts of the world, and 
the payment of interest and dividends on these 
investments calls for the purchase of American 
exchange, dollar exchange, payable in dollars. 
When Europeans invest funds in the United 
States in stocks, bonds, or tangible property, 
they buy United States exchange, payable in 
dollars. At one timp, more than a million im¬ 
migrants entered the United States each year, 
and each one was required to bring $25 in 
with him; this requirement was met by the 
purchase of American dollars. Although for¬ 
eigners have never been so addicted to tour¬ 
ing as we have, some do come to the United 
States, and they buy American dollar exchange 
to use while here. There are also other sm^ 
items which need not be mentioned here. 

The debit side of our ledger likewise in¬ 
cludes, in addition to our imports of goods, 
“invisible” items which call for the purchase of 
foreign moneys, ordinarily throu^ the pur- 
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chase of bills of exchange drawn in the United 
States against foreigners and payable in for¬ 
eign moneys-^foreign bills. American tourists 
used to spend hundreds of millions of dollars 
abroad every year; and to pay their expenses 
they bought travelers* checks or American Ex¬ 
press checks, which are based on foreign bills 
and payable in foreign moneys. Payments to 
the foreign shipping companies that formerly 
handled much of the shipping for American 
importers and exporters created a demand for 
foreign bills, foreign moneys. The foreigners 
who live in the United States and send ^nds 
to their relatives abroad buy foreign bills for 
this purpose. Americans who make charitable 
contributions to foreign organizations also buy 
foreign bills, foreign exchange. American cor¬ 
porations pay interest and dividends to foreign 
investors in American money ordinarily, and 
the foreign investors then convert the dollars 
into their own money. Americans who invest 
money or make loans abroad buy foreign bills. 
At one time London banks did most of the in¬ 
ternational banking and received payment for 
this service either through the creation of bills 
in London or, what amounts to the same thing 
in the exchange balance, through the purchase 
of foreign bills in New York. 

The balance of international payments. 
Each year our government publishes figures 
showing the balance of international pay¬ 
ments. The accompanying balance sheet for 
1939, a prewar year, is worth studying. The 
first column of figures represents credits to the 
United States, transactions which call for pay¬ 
ment to us and result in a demand for Ameri¬ 
can dollars. The second column lists credits to 
foreign countries (debits to us), transactions 
which call for payment to them and result in 
a demand for foreign moneys. Gold and silver 
exports and imports have much the same sig¬ 
nificance as exports and imports of any other 
kind of merchandise. They help to make up the 
balance of international payments. The capi¬ 
tal items represent short-term loans, long-term 
loans, investments in securities, and other 
similar transactions which need not be dis¬ 
cussed in detail here. 

Mechanism determining the rate of exchange 

In analyzing the mechanism which deter¬ 
mines the rate of exchange, that is, the rate at 


Balance or Intebnatjonal Payments or the 
United States, 19S9 
(In millions of dollars) 


Item 

Re¬ 

ceipts 

from 

For¬ 

eigners 

for 

“Ex¬ 

ports” 

(Credits) 

Pay¬ 
ments 
to For¬ 
eigners 
for 
“Im¬ 
ports” 
(Debits) 

Net 

Credits 

(+)or 

Debits 

(-) 

Trade and service items: 
Merchandise. 

$3177 

«2S18 

$+859 

Mercliandise adjust¬ 
ments ... 

64 

44 

+20 

Freight and shipping 

125 

249 

-124 

Travel expenditures 

170 

460 

-299 

Personal remittances.. 

45 

144 

-99 

Institutional contribu¬ 
tions. . . . 


43 

-43 

Interest and dividends 

531 

211 

+320 

Government transac¬ 
tions . 

32 

96 

-64 

Miscellaneous services 

147 

59 

+88 

Total trade and 
service items. . 

4291 

3633 

+658 

I-- 

Gold and silver: 

Gold exports and im¬ 
ports 

1 

3575 

-3574 

Gold earmarking oper¬ 
ations (net). 



+584 

Gold movements 
(uet) 



-3040 

Silver exports and im¬ 
ports . 

14 

85 

-71 

Total gold and silver 
movements (net) 



-Sill 

Capita] items: 

Long-term capital > i 

movements. 

1624 

1510 

+114 

Movement of short¬ 
term banking funds 
(net)... 



+1116 

Miscellaneous capital 
items (net). 



+69 

Paper currency move¬ 
ments (net). 



+117 

Total capital items 
(net). 


.... 

+1416 

Other transactions and 
residual. 


.... 

+10« 
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whidi the money of one country exchanges and the rate of exchange may decline, let us 

for that of anodier, we are obliged to begin by say, to $4.S4. Or, to look at this from the Brit- 

describing it as if it were still operating, a ish side, if London importers are importing 

process which in most countries in very recent more goods than London exporters are export- 

years has given way to government fixing of ing—^the British view of an excess of exports 

the rate. We must do this not only because of from the United States—^there will be an ex- 

the historical significance of the analysis, but cess demand in London for dollars with which 

because the factors which formerly determined to make payments, and the price of dollars will 

the rate in a free market are still at work, rise in terms of British pounds; that is, the 

somewhat as in the goods markets the forces pound will buy fewer dollars—say $4.84. 

which determine prices continued to operate However, since it will be confusing to the stu- 

even after the OPA set prices for many things, dent to shift back and forth from New York to 

* Like any other price, the rate of exchange, London, we shall discuss exchange from the 

if there is no government interference, is the New York point of view, 

result of the interaction of demand and sup¬ 
ply, the demand for dollars being determined Limitations on exchange rate fluctuations 
by the exporters and others who draw bills and How far can the exchange rate decline? The 
offer them for dollars, and the supply of dol- limit is set by the cost of shipping gold, which 

lars being determined by the importers and before the First World War was about two 

others who offer dollars for foreign bills.® cents per British pound sterling. That is. 

If the demand for and the supply of bills, American exporters, with their oversupply of 

and therefore the demand for and the supply bills, could afford to sell these bills at a dis- 

of dollars, are equal, the rate of exchange with count of as much as two cents, or $4.84; but 

any country will be at par. The term par ex- rather than accept less, they would call upon 

presses the relative amounts of gold in the the British importers to send gold in payment, 

moneys of any two countries, both of which Thus 4.84 was the gold-importing point below 

are on a gold standard. Before the devaluation which the price of bills could not go as long as 

of our gold dollar, for instance, the gold in the gold was available for shipment. 

British pound sterling contained as much gold Turning now to the reverse situation, sup- 
as $4.86 in American money, and this ratio pose that the demand for bills exceeds the 

was therefore par between Great Britain and supply. In this case the price of bills will rise, 

the United States. Since this par prevailed Because there will be an excess demand for 

during most of the years when both these British pounds with which to pay London ex¬ 
countries were on a gold basis and before for- porters, the price of pounds, in terms of Amer- 

eign exchange was disrupted by war, we shall ican dollars, will increase. A pound will buy 

use it as if it still prevailed, taking up the pres- more American dollars, which means that the 

ent par later in our discussion. exchange rate will rise above $4.86, say to 

Suppose now that the supply of bills created $4.88, or two cents above par. New York im- 
by American exporters exceeds the demand on porters will pay this much for bills with which 

the part of American importers. There will be to settle their accounts; but if the rate rises 

more bills than the importers want to buy, and above this point, they will ship gold to £ng- 

their price will decline. In terms of British and land in payment of their accoimts. This figure, 
American moneys, this means that there is an 4.88, was the gold-exporting point, the upper 
excess demand for American dollars with limit to the rate of exchange as long as gold 

which to pay our exporters. American dollars was available for shipment. 

will there fore rise in terms of British pounds, A mere excess of merchandise exports does 

® Graham su^ests that we have here not sale but barter, that **'buying* and 'selling are terms 
strictly appropriate only to transactions involving money and credit on the one side, and goods and 
services on the other,** that "they are not so appropriate to exchanges ef goods for goods, or to money 
and credit for money and credit." He is of course correct about this, but the underlying forces in ex¬ 
change seem analogous to supply and demand; and since tlirou^out this book we stress supply and 
demand as the forces determining price, we do so here. See Walter E. Spahr and others. Economic 
Frinciplet and Problems, 4th ed., chap. 
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not necessarily bring the rate of exchange down 
to the gold-importing point, nor does an excess 
of imports necessarily raise it to the gold¬ 
exporting point. As we have already seen, in¬ 
visible exports and imports play as important 
a part as the visible exports and imports. Fur¬ 
thermore, there are always speculators in the 
exchange markets who may buy bills at a little 
above or below par, hoping for a later fall or 
rise in the rate. Relative interest rates on time 
bills in the different markets may also play a 
part in determining exchange rates. If, for in¬ 
stance, exports exctjd imports and the supply 
of bills is in excess of the demand in New York, 
dollar exchange ordinarily will be at a pre¬ 
mium; but if interest rates are higher in Lon¬ 
don than in New York, time bills, drawn on 
London in pounds, may nevertheless be at a 
premium because of the demand for pounds to 
invest in London at this high rate of interest. 
International loans, rather than gold shipments, 
are often employed in the settlement of un¬ 
balanced trade for a limited time. A loan by 
a New York bank to a London bank has the 
same immediate effect on the rate of exchange 
as an import of goods, for it involves a demand 
for sterling exchange, or pounds, because it 
calls for payment to be made to London. When 
the loan is repaid, this situation is reversed. 

The balance of one country against all 

other countries 

This presentation is far too simple, however; 
we must complicate the problem slightly in 
order to bring it nearer reality. The balance of 
trade and exchange is not between the United 
States and any one country, but between the 
United States and all other countries. Much of 
the trade of the world is triangular, quadrangu¬ 
lar, or even more ‘‘angular.” The United States, 
for instance, has for years had an excess of ex¬ 
ports in her trade with Great Britain; Great 
Britain has maintained an excess of exports in 
her trade with Brazil; and Brazil in turn exports 
to the United States much more than she im¬ 
ports from us. In this case our excess of exports 
to Great Britain pays for our excess of imports 
from Brazil. Since we do not export enough to 
Brazil to balance our imports, we pay for part 
of our imports with our excess of bills dravm 
on Great Britain; Brazil pays for part of her 
excess of imports from Great Britain with her 


excess of bills drawn on the United States; and 
Great Britain uses part of her excess bilb drawn 
on Brazil to pay for her excess of imports from 
the United States. This, roughly, is the process 
employed, the adjustment of payments being 
made by banks and bill brokers in all three 
countries, and to some extent in other exchange 
markets. At one time most of the international 
trading in bills was done in London, but in 
recent years an increasing amount of it has 
been handled in New York. 

Rates of exchange between any two coun¬ 
tries must be about the same in all the impor¬ 
tant exchange markets because of arbitrage 
operations, that is, the buying and selling of 
different moneys in the various world markets. 
If. for instance, the pound-dollar exchange rate 
reached $4.90 in New York and $4.80 in Lon¬ 
don, arbitrage operators could buy dollars with 
pounds in New York, receiving $4.90 for each 
pound, and buy pounds with dollars in London, 
receiving a pound for only $4.80 and making 
10 cents on each pound, less the small cost of 
the transaction. They would continue this until 
they brought the rate to approximate equality 
in the two markets. 

Necessity of a balance between exports 

and imports 

It is one of the fundamental principles of 
foreign trade that in the long run imports must 
equal exports, and trade must balance. Let us 
see how this is brought about. We shall assume 
that the United States has an excess of exports, 
visible and invisible, for a number of years, 
with bills of exchange selling at the gold-im¬ 
porting point and gold flowing here in payment 
for some of these exports. If this movement of 
gold continues long enough and in sufficient 
volume, and if the gold is used as money both 
in the countries from which it comes and here, 
the effect of the gold movement will be to raise 
prices in the United States and to lower them 
in the other countries, according to the quan¬ 
tity theory of money. This will make it less and 
less profitable to buy goods in the United 
States, where prices are rising, and our exports 
will decline; on the other hand, the countries 
from which the gold came will have falling 
prices which will make it more profitable to 
buy goods there, and more goods will be im¬ 
ported into the United States from those coun- 
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tries. Thus, gold movements will force exports 
and imports into equilibrium* 

A word of caution is necessary here, how¬ 
ever* An excess o( visible exports does not 
necessarily mean unbalanced trade. For more 
than half a century, from 1873 to the begin¬ 
ning of the First World War, England enjoyed 
a large excess of imports of goods. This did not 
mean that her trade was unbalanced, but that 
the foreign countries in which British capital¬ 
ists had invested during the preceding century 
or more were paying the interest on those in¬ 
vestments in goods. The United States usually 
had an unfavorable balance of trade prior to 
1873, which represented investments by Euro¬ 
pean capitalists, largely British, in American 
enterprises and resources; but from 1873 to 
1914 we exported an excess of several hundred 
million dollars* worth of goods annually—^in¬ 
terest, in goods, on the debt owed to European 
investors. In reality, this history of trade bal¬ 
ances is proof of the fact that trade must bal¬ 
ance in the long run. Our excess of exports 
after 1873 represented the balancing of our 
excess of imports before then; similarly, Brit¬ 
ain’s excess ^ imports after 1873 represented 
interest, in goods, on the investments of British 
capitalists l^fore 1873. 

Devaluation of money by one country 

Suppose that one of two countries on the 
gold standard devalues its gold money, reduces 
the size of it, as the United States did early 
in President Roosevelts first administration. 
It will be recalled that in 1933 the (theoreti¬ 
cal) size of the gold dollar was reduced about 
40 per cent by increasing the mint price of 
gold from $20.67 per ounce to $35. At first our 
government abandoned the gold standard en¬ 
tirely, but later it returned to a hybrid, hypo¬ 
thetical gold standard by agreeing to buy and 
sell the metal at the new price. As we have 
seen, the motive behind this was the desire to 
raise prices, the assumption being that an in¬ 
crease in the number of dollars would have this 
effect, even if the dollars were not used as 
money. Since we have already considered the 
effect of devaluation cm the price level, we 
shali here consider the effect on foreign trade 
and exchange. 

If the United States, and otiier countries as 
walk had been on a genuine gold standard, 


the new dollar would have raised the exchange 
rate rather promptly, and would have stimu¬ 
lated exports and reduced imports, for a time. 
For instance, if Great Britain had been on the 
gold standard, the new exchange rate, repre¬ 
senting the relative amounts of gold in the 
pound and in the dollar, would have been one 
pound to $8.24. This would have stimulated 
exports because American exporters could have 
sold their biUs at a price dose to the new rate. 
These bills, expressed in pounds, would have 
exchanged for more dollars than formerly, thus 
making exporting highly profitable. Importers, 
on the other hand, paying for British pounds 
at the new rate of $8.24 per pound, would 
have found importing generally unprofitable. 
The new rate would have drained goods out of 
the United States and attracted gold into it, 
because a given amount of gold would have 
been exchanged for no more British pounds 
than before but for about 70 per cent more 
dollars. 

This stimulus to exports could have lasted 
only until the outflow of goods and the inflow 
of gold raised our prices high enough to bal¬ 
ance the effects of the new par. When prices 
rose to a point where $8.24 would buy no more 
goods in this country than $4.86 would have 
bought before, exporters would have found 
their business no more profitable than it was 
before. The question now arises: When, if 
ever, would domestic prices have risen to this 
level? Theoretically, the prices of export goods 
—^wheat and cotton, for instance—^might have 
risen to the new level in one or two or perhaps 
a few years; but how and when would the new 
par have affected the prices of domestic goods, 
goods which do not enter into foreign trade? 

The prices of domestic goods would not 
have been directly affected immediately; but 
in the long run—^in many years or even dec¬ 
ades—they presumably might have risen be¬ 
cause of the shift of labor and capital from 
their production to the production of the 
higher-priced export goods. All this is exooed- 
in^y uncertain, however; for in the long run 
many other factors would enter into the deter¬ 
mination of the prices of domestic goods. 

But neither the United States nor Great Brit¬ 
ain was on a true gold standard when our dol¬ 
lar was devalued^ and therefore the results 
were not what we have described* The rate of 
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exchange rose, but not to $8.24. Prices rose 
somewhat, but whether this was due to de¬ 
valuation or to other factors is not clear. Our 
foreign trade showed little change, but this 
may have been because the United States, as 
well as most of the other nations of the world, 
was in the depths of a severe depression, and 
because in 1934 a disastrous drought cut agri¬ 
cultural production in the Middle West to the 
lowest point in years. Our experience with de¬ 
valuation does not throw much light on the 
results of that policy. 

Devaluation of the currency, usually paper 
currency, has been resorted to by a num^r of 
countries in recent years, with the purpose of 
stimulating exports. Our own policy was mo¬ 
tivated by a desire to raise prices, but when 
Japan adopted a similar policy her purpose was 
to stimulate exports in order to get exchange 
for the purchase of war materials. Devaluation 
amounts practically to a subsidy on exports, 
with the people paying part of the cost of the 
goods that are exported—^unintentional gener¬ 
osity of a high order. For the United States, 
this was eflFected through the purchase of gold 
(and silver) from various other countries, for 
more than it was worth. We were trading use¬ 
ful goods for gold, the gold being accepted in 
payment at more than it was worth elsewhere 
in the world. This was of course equivalent to 
a reduction in the price of the goods exported, 
the reduction being made good by the govern¬ 
ment, which passed this cost on to the people 
in the form of higher taxes. 

Dislocated exchange 

We have been considering international ex¬ 
change among countries on a gold standard, or 
on paper standards in some way related to 
gold, with gold flowing freely from one country 
to another in settlement of balances. This anal¬ 
ysis not only has historical interest and signifi¬ 
cance but brings out clearly the operation of 
principles whic^ are still valid. At the present 
time, however, practically all countries are on 
paper standards, in some cases only very 
loosely related to gold. Trade between coun¬ 
tries which have no common monetary stand¬ 
ard such as gold or silver is balanced through 
what Taussig calls dislocated exchanges. 

The general rule in dislocated exchanges is 
that the rate of exchange is determined in the 


long run by the relative purdiasing power of 
the currencies of the different countries* If, for 
instance, with both the United States and 
France on paper Standards, our dollar pur¬ 
chases as much here as 50 francs does in 
France, the rate of exchange will be $1 for 50 
francs; or a franc will be worth two cents. A 
bill calling for francs and drawn in New York 
on a French importer will have value only in 
France and will have only the value repre¬ 
sented by its purchasing power in France. 
Similarly, a bill drawn in Paris on an American 
importer and calling for American paper dol¬ 
lars has value only in the United States and is 
worth only what it will buy here. With the 
demand for and supply of bills in equilibrium, 
the rate of exchange represents an equalization 
of the purchasing power of the currencies of 
the countries. In this respect, dislocated ex¬ 
changes operate the same as gold exchanges, 
which also tend to equalize the purchasing 
power of the currencies of different countries. 

Dislocated exchanges lack the common de¬ 
nominator, gold, however, which holds fluctua¬ 
tions in the value of two or more standard 
currencies within narrow limits. In countries 
on the gold standard, the rate of exchange 
could fluctuate only within the narrow limits 
set by the gold-importing and gold-exporting 
points, and the flow of gold from one country 
to another was assumed to hold the price levels 
of such countries at approximately the same 
levels, and to keep trade fairly well balanced. 
But when one or ^th countries are on a paper 
standard, this bahuicing effect of gold is lost, 
and the rate of exchange may fluctuate widely. 
Even if gold is still used for the settlement of 
balances, the rate may fluctuate widely, be¬ 
cause the gold which moves from one country 
to another does not tend to bring the price 
levels and the export and import balances to 
equality since it is not used as money. Gold 
shipments between countries on unrelated pa¬ 
per standards are not essentially different from 
shipments of other commodities. 

Dislocated exchanges lack the stabilizing 
factor, gold, and they are often subject to 
erratic speculative influences arising from un¬ 
certainty as to the future monetary policies of 
the various countries. Until recentfy, na¬ 
tions which went gff the gold standard were 
usually in a precarious economic condition, and 
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dealers in exchange were obliged to speculate 
more or less as to future developments. In 
recent years, however, most countries have 
shifted to paper standards, and if the various 
countries maintain stable paper currencies for 
some years, this speculative element will be 
less important. Nevertheless, whenever inter¬ 
national trade and exchange are subject to the 
shifting winds of politics, exchange dealers 
must take that fact into account and speculate 
on political developments within the various 
countries. 

Foreign trade and exchange in totalitarian 

countries 

The foreign exchange thus far discussed has 
been largely free of government interference, 
except that involved in the regulation of cur¬ 
rencies; but here, as in most economic activ¬ 
ities, the government is intervening more and 
more. In totalitarian countries there is little left 
of the old automatic exchange, for the dictators 
imposed drastic regulations designed to facili¬ 
tate the import of war materials and to aid the 
general plan of conquest. German importers 
had to secure government permits for all im¬ 
ports, and the German government often used 
blocked marks in its trade with foreign coun¬ 
tries, a device which provided that imports to 
Germany must be paid for in certain specified 
German goods. According to this scheme, a 
German importer of wheat from Bulgaria was 
not permitted to make payment by buying 
Bulgarian exchange or exchange on any other 
country, but had to deposit the amount he 
owed in the Reichsbank; the Bulgarian ex¬ 
porter, or the person to whom he transferred 
his claim, could draw on it only to buy German 
goods, specified by the government. Since the 
only goods released were those not needed in 
war and since very high prices were demanded, 
the Bulgarian exporter was unlikely to thrive 
excessively by the transaction, but the German 
government did well. Douglas Miller would 
have been more accurate if, instead of saying: 
"You can't do business with Hitler,” he had 


put it: "Tou can do business with Germany, 
but you'll lose your shirt if you do.” 

Exchange stabilization in democratic countries 

Even the democratic nations have inter¬ 
vened more and more in international ex¬ 
change, some of them going so far as to main¬ 
tain certain exchange rates regardless of the 
balance of payments. The United States, Great 
Britain, and a number of other countries have 
set up large stabilization funds which are used 
to stabilize exchange rates. If, for instance, there 
is insufficient demand for British pounds and 
they begin to decline in relation to American 
dollars, our Treasury officials in charge of this 
fund may buy British exchange; and if the dol¬ 
lar begins to drop, diey may buy dollar ex¬ 
change to restore parity. These stabilization op¬ 
erations are carried on secretly to prevent spec¬ 
ulators from taking advantage of the govern¬ 
ment's activities; and the American and British 
officials work in close harmony to keep the ex¬ 
change rate as stable as possible. 

Such operations have been fairly successful 
in ironing out short-run speculative fluctua¬ 
tions; but it is doubtful whether they will be 
able to prevent long-run shifts arising from 
changes in fundamental trade conditions. It is 
even doubtful whether it would be wise to do 
this. Changes in the exchange rate, as we have 
seen, are the automatic means of bringing trade 
to balance; and if the stabilization authorities 
tried to prevent long-run fluctuations in the 
rate, they would be obliged also to regulate the 
amount of exports and imports. 

There is a strong probability that the govern¬ 
ments of almost all countries will increase their 
control over international exchange. That 
seems to be the irresistible drift in all economic 
policies. It is to be hoped that they will expand 
their controls, not in a selfish scramble by sepa¬ 
rate competing countries for illusory national 
advantage, but in a cooperative effort to re¬ 
solve some of the economic difficulties that 
must be resolved if there is to be a firm founda¬ 
tion for world peace. 


QUESTIONS 

1. What are some of the economic differences among nations that give rise to international 
trade? Which of these differences are likely to persist indefinitely? 

2. 'The relative advantage of different coimtries in the production of different goods may be 
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either absolute or comparative." Explain the difference between the two. Why is the trade 
between the United States and China based largely on comparative advantages? 

3. Assuming the conditions existing before Great Britain and the United States left the gold 
standard) with par at $4.86, what gold movement would follow if the rate of exchange was 
$4.84) $4.88, $4.90, $4.80? Why, in each case? When the rate goes as low as $3.80, what may 
be assumed as to the movement of gold? 

4. If capitalists in the United States invest heavily in British public utilities, what will be the 
immediate effect on the rate of sterling exchange? What will be the ultimate effect later, if 
the utilities declare dividends? 

5. Why are the rates of exchange about the same in exchange markets throughout the world? 

6. A free trader says: ‘‘Every time I buy a Japanese silk dress, or a Mexican blanket, or a British 
razor, I give employment to an American workman, in work that he can do most efficiently.” 
Do you agree? x^xplain clearly. 

7. Why do wc not have to fear trade with a nation which has a much lower wage scale than 
ours, (a) when both countries are on the gold standard, and (b) when neither country uses 
gold in international settlements? 

8. With the United States and France both off the gold standard, and the French franc quoted 
at 2 cents, what will be the effect on our exports to France if the purchasing power of the 
franc in France rises? What will be the effect on the rate of exchange, that is, on the value 
of the franc in terms of dollars? 

9. Why does monetary inflation in a country tend to stimulate exports? Is there any gain or loss 
to the exporting country from such stimulation? Explain. 

10. Describe the use of blocked marks by the German government under Hitler. 



Chapter 25. 

Tariffs 


^After each country had found out how easy it was to tax itself rich by way 
of tariffs, each state of each country taxed itself rich the same way. Then 
the cities and towns of each state taxed themselves rich by the same way, 
and finally Mother taxed herself rich by putting a whopping duty on the 
roasting ears Pa brought home to cook, then Pa voted himself a two hun^ 

dred per cent duty on the fur coat he bought for Mds birthday, and - 

“ *G’wan, that’s too silly for anything.’ 

" *Oh nol It’s the economic philosophy of the two historic parties that 
govern this great and intelligent nation.’ ” 

—Oscar Ameringer 


On the problem of foreign trade and protec¬ 
tion there is perhaps more rattlebrained think¬ 
ing, or pretense of thinking, than on any other 
important economic question. It apparently is 
one question on which most Americans, and 
other peoples too, can be relied on to come 
consistently to wrong conclusions, declaiming 
sonorous nonsense about "Iceeping the money 
at home,” “protecting American labor from the 
pauper labor of Europe,” and ^'planting the 
factory down by the farm.” Our faith in pro¬ 
tection is much more a religion than an eco¬ 
nomic belief; indeed it is generally held more 
stubbornly than most religious tenets. Econo¬ 
mists have properly devoted considerable at¬ 
tention to international trade and tari£Fs since 
long before the time of Adam Smith, and as a 
result of their studies they have been almost 
unanimously hostile to protective tarifiFs; yet 
the general public, in the United States and in 
most other countries as well, appears to be as 
stnmgly protectionist as ever. Although hun¬ 


dreds of books and thousands of articles have 
exposed the fallacies in most of the protection¬ 
ist reasoning, the bankers and merchants and 
farmers go to the polls at every election and 
vote cheerfully for the “American system” 
which has brought us such wondrous pros¬ 
perity. All of which is discouraging. 

Advantages of trade 

The argument against protection may well 
begin with a review of the advantages of trade, 
domestic and international. Just as the total 
production of our economy is enlarged by oc¬ 
cupational division of labor into carpenters, 
plumbers, farmers, electricians, and so on; just 
as the output of goods is enlarged by regional 
specialization—Kansas growing wheat, Cali¬ 
fornia producing oranges, Texas raising cotton 
—^and by the exchange of goods among the dif¬ 
ferent regions within a country; so does inter¬ 
national specialization and free exchange of 
goods enable the world to produce more than 
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it otherwise could. Free exchange of goods en¬ 
ables each country to devote its capital and 
labor to the production of the commodities in 
which it has the greatest comparative advan¬ 
tage, and so provides the maximum output for 
all. The policy of protection tends to deprive 
the people of all countries of the advantages of 
international specialization, and to reduce pro¬ 
duction and lower the standard of living every¬ 
where. That is the general eflPect, just as surely 
as the standard of living in the United States 
would be lowered if trade among individuals 
were restricted ana every man had to raise his 
own food, make his own shoes and clothing, 
and build his own home; just as surely as it 
would be reduced if interstate trade were pro¬ 
hibited and Kansas people could no longer buy 
California oranges and Michigan automobiles, 
and Rhode Island people could no longer buy 
Kansas wheat, Texas gasoline, and Pittsburgh 
steel. 

The principle involved may be illustrated by 
imagining what would happen if the United 
States were to shut out all imported products 
that could possibly be produced at home. 
Many of the things we commonly enjoy would 
be so expensive and scarce that few could have 
them. Bananas could perhaps be grown in 
Florida at very high cost; coffee might con¬ 
ceivably be grown in hothouses, but the supply 
would be so limited that only the rich could 
buy it; linen and silk could be produced, but 
at much higher cost than when imported; rub¬ 
ber substitutes are now being produced, but 
they are expensive and inferior to the imported 
natural rubber. 

Suppose now that Kansas were to embark on 
a tariff program and to try to achieve self- 
sufficiency. She could produce a little cotton 
at high cost, but cotton clothes would be a 
luxury; by devoting more of her land to forests 
and using her own scanty and generally in¬ 
ferior lumber, she could build wooden houses, 
but they would be expensive and necessarily 
small; she could build some manufacturing 
plants, but except in floxu milling and meat 
packing the small home market would permit 
only small plants, which would nece^Sfearily pro¬ 
duce at high cost Altogether, it is dear tiiat 
her people would have to live rather primitive 
lives und er such a program and that the state 

F. W. Taussig, frinciples of Economics, 4fh ed. 


could support only a small proportion of her 
present population. Absolute prohibition im^ 
ports by a state like Kansas, or by any odier 
state, would force the people to a life closety 
resembling barbarism. 

It is thus apparent that protection, viewed 
broadly, is designed to reduce the amount of 
intematicmal trade and specialization, and so 
reduce the productivity of labor and the 
amount of goods available for consumers. Since 
under free trade labor and capital would seek 
those channels of production in which they 
were relatively most efficient, in which they 
would need no protection, it is clear that the 
demand for protection must come generally 
from the inefficient industries, those which can¬ 
not meet foreign competition. These are essen¬ 
tially ‘pauper” industries, asking for tariff 
“alms” in the form of high prices exacted from 
the people, to enable them to engage in lines 
of production in which they cannot support 
themselves. Most of those who damn the 
New Dealers for their generous relief policy 
do not realize that the first great relief program 
was the system of protection. 

Why we have tariffs 

It might seem that people would be eager to 
have as abundant supplies of goods as possible, 
and would therefore be unwilling to subject 
themselves to deprivation in this way. Why do 
they do it so patriotically and cheerfully? It is 
rather hard to explain; but, as Taussig has 
pointed out, one reason may be that “perhaps 
the ancient association of foreigner with enemy 
still lingers.”^ Trading with our own people is 
one thing; trading with the people across the 
border is something else. The protectionist 
creed, moreover, is one aspect of our general 
preference for producer over consumer. Pro¬ 
ducers are often well organized, with well- 
established propaganda organs and great politi¬ 
cal influence; whereas consumers are almost 
completely unorganized and frequently are 
ignorant of their own interests, partly because 
producing interests find it profitable to keep 
them in this state. The protected interests have 
been able to build up a line of specious argu¬ 
ments and slogans and war cries too subtle for 
consumers to see through. Not infreqwn %, 
they have succeeded in mixing with their eco- 

vol. i, p. 510. 



ECONOMICS 


350 

nomic appeal enough nationalistic and patriotic 
jingoism to blanket whatever rational discern¬ 
ment consumers might have. Recruiting dupes 
for the protectionist program involves some¬ 
what the same type of campaign as recruiting 
soldiers for war. “Protect the American Stand¬ 
ard of Living," “American Markets for Ameri¬ 
cans"^—such patriotic appeals do make the 
spine tingle! 

Another reason for the widespread preva¬ 
lence of the protectionist bacillus may be the 
fact that people so generally confuse money 
with wealth and want to shut out imports in 
order to maintain a favorable balance of trade, 
on the theory that gold will then flow into 
and enrich the country. This overemphasis of 
money goes back to the mercantilists. In 1663 
Samuel Fortrey, gravely concerned as to ways 
in which “the plenty of money be increased 
amongst us," figured that English imports from 
France were £1600 greater than her exports 
to France, and that this amount was “clear lost 
to this kingdom." Thomas Munn (1064) simi¬ 
larly believed that foreign trade was “the ordi¬ 
nary means ... to increase our wealth and 
treasure,” and that the English must observe 
the rule “to sell more to strangers yearly than 
we consume of theirs in value”; yet Munn was 
opposed to many of the mercantilist policies. 

False conception of a '^market'' 

One of the stupidest notions widely held re¬ 
garding foreign trade is that there is a great 
gain in finding “foreign markets." It is com¬ 
monly assumed that foreign trade would be a 
fine business if we could just get rid of some 
of our goods in foreign markets without receiv¬ 
ing anything in exchange, without accepting 
any imports. What would we think of a farmer 
who brou^t his eggs and butter to the store 
in town but refused to take any other goods 
in exchange? On a national scale, that is what 
Americans have long tried to do. Actually, ex¬ 
ports are so much loss to the country, for they 
are valuable only as a means of securing foreign 
goods; yet most Americans, and other peoples 
as well, seem to have a deeply ingrained hostil¬ 
ity to imports, seem to wish that they could 
carry on foreign trade at a total net loss of all 
the goods they export. This was shown clearly 
after the First World War. During that war 
and for a few years afterward, ^e United 


States exported tremendous quantities of goods 
to Europe and built up billions of dollars in 
credit balances there. This was apparently en¬ 
tirely satisfactory to us, for it was a way to get 
rid of goods; but when the Europeans tried to 
pay back in goods, there was a great outcry 
and the tariff was promptly raised. The idea 
seemed to be that goods, European goods, 
were not good for us. Having paid for these 
goods by heavy exports in previous years, we 
could have taken all that Europe would send 
with no further cost to us, as free as manna 
from heaven, but we did not want her goods. 
The people of Galilee were wiser—^they ate the 
manna and liked it. 

Dudley North on trade 

The falsity of this notion of the gain to be 
derived from a favorable balance of trade has 
scarcely ever been demonstrated by modern 
economists better than it was by Sir Dudley 
North in 1691: 

It is not long since there was a great noise with 
Inquiries into the Balance of Exportation and Im¬ 
portation; and so into the Balance of Trade, as 
they called it. For it was fancyed that if we 
brought more Commodities in, than we carried 
out, we were in the High-way to Ruin. . . . And 
now we complain for want of Money in specie, 
that Bullion is exported or mis-employed to other 
uses, than making Money; and ascribe the dead¬ 
ness of Trade, Especially of Com, and Cattel in 
the Country, to this. . . . 

Now it may appear strange to hear it said, 

That the whole World as to Trade, is but as one 
Nation or People, and therein Nations are as Per¬ 
sons. 

That the loss of a trade with one Nation, is not 
that only, separately considered, but so much of 
the Trade of the World rescinded and lost, for all 
is combined together. 

That there can be no Trade unprofitable to the 
Publick; for if any prove so, men will leave if off; 
and wherever the Traders thrive, the Publick, of 
which they are a part, thrives also. 

That to force Men to deal in any prescrib’d 
manner, may profit such as happen to serve them; 
but the Publick gains not, because it is taking from 
one Subject, t6 give to another. . . . 

That Money Exported in Trade is an increase to 
the Wealth of the Nation; but spent in War, and 
Payments abroad, Is so much Impoverishment. 

In short, That all favour, to one Trade or Inter- 
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against another, is an Abuse, and cuts so much 
of the Profit from the Publick/'* 

Injustice of the tariff policy 

That a tariff, when first imposed, works in¬ 
justices among the different economic classes 
is dear, for it has the effect of enhancing profits 
in the protected industries, while at the same 
time it reduces the amount of goods and raises 
prices for those in other kinds of work, and 
inevitably reduces profits in some other indus¬ 
tries. The imposition of a tariff on woolen cloth 
or a rise in the tariT on it, for instance, tends 
in the short run to throw unearned gains into 
the laps of the producers of woolens; but it 
tends to raise prices to consumers and also to 
reduce the profits both of clothing manufac¬ 
turers, who find their costs higher, and of re¬ 
tailers, who must pay more for their goods 
and who, if they raise their prices to the full 
amount of the increase, will sell less. A rise in 
the tariff on steel similarly may raise the profits 
of steel producers, but it will tend to reduce 
the profits of railroads and other consumers of 
steel, which of course includes a large number 
of industries. Our tariff on aluminum has cost 
American consumers many millions and has 
doubtless increased costs and reduced profits 
in a number of other industries that use this 
metal as a raw material. 

Tariff gains enjoyed by few people 

Only a small percentage of the total popula¬ 
tion can possibly gain from a protection policy. 
The several million people who work in the 
retail and wholesale trade must lose, because 
the tariff reduces the amount of goods and 
raises prices, and therefore reduces the volume 
of sales. Professional and semi-professional 
workers—doctors, lawyers, preachers, teachers, 
dentists, barbers-^an only lose, through scar¬ 
city and hi^ prices of goods. Workmen in 
improtepted industries—^building craftsmen, 
truckers, mechanics, day laborers, government 
employees, public utility employees, including 
the mfiroada-^ll these inevitably lose by pro- 
tsecfiioiii. The railroads lose more tihan most 
d^er industiries, because tariffs reduce the 
amount of traffic betwe^ the seaboard and 
the interior; cmd railroad ^n{)k>yees lose in 
two ways ; in reduced opportunities for employ*- 

•Sir f>uffiey North, Dkc&arses Upon Tfwh, 
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ment and in the higher cost of living. Fanners 
producing wheat and cotton and other export 
crops obviously gain nothing. On the contrary, 
they inevitably suffer in two ways; frpm the re¬ 
duction in the foreign market and from the 
higher cost of the things they buy. At the most, 
less than 10 per cent of the people in most 
communities can gain from protection, even in 
the short run. At best, such a tariff policy can 
be only a burden on at least 90 per cent of the 
people, for the benefit of the favored 10 per 
cent. And the gain, even for this small percent¬ 
age, largely disappears in the long run. The 
only individuals who gain in the long nm are 
the owners or stockholders of monopolized pro¬ 
tected iivlustries; even the laborers in these 
industries must lose, because in the long run 
they cannot receive more pay than laborers in 
other industi'ies, and the general level of real 
wages is reduced by a tariff. 

The tariff and profits in the long run 

In the long run, protection does not have the 
effect of raising the rate of profits, even in pro¬ 
tected industries unless they are monopoliased- 
High tariff duties on woolen cloth, for instance, 
did raise the profits of the manufacturers at 
first, but capibil and labor eventually flowed 
into the indastry and brought tlie profits down 
to the avciage. As a matter of fact, a general 
policy of protection probably reduces the prof¬ 
its of all competitive industries, including those 
protected, because it reduces production and 
wealth, and because the protected industries, 
if competitive or even monopolistically com¬ 
petitive, cannot maintain profits higher than 
the average prevailing in the economy. Even 
more clearly must tariff duties reduce real 
wages in tlie long run, in protected as well as 
unprotected industries, for, as we have seen, 
they reduce tlie productivity of labor, and 
wages can be no higher generally in protected 
than in unprotected industries. Wages in com¬ 
petitive industries tend to equal marginal pro¬ 
ductivity, as we shall see, and any scheme 
which reduces productivity reduces wages. 

Tariffs for farmers 

Protection of farmers merits special considr 
eration. Tariff duties on wheat, oom^ por^ 
and beef are commonly imposed as a SOirt 4 )f 
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pap to secure the fanners’ support of a general 
scheme of protection^ and the farmers usually 
lap it up and cxy for more. They are often 
cited as the one economic class diat, on the 
question of protection, rather consistently votes 
against its own interests. Perhaps no other 
group has sufiFered so much from protection; 
yet most fanners—at any rate those in the 
North and West—cheer and throw their hats 
in the air whenever they hear the hoary argu¬ 
ments for the ‘"home market” and for the pro¬ 
tection of the farm market from avalanches of 
Mexican cattle, Argentine beef, Canadian 
wheat, and Chinese eggs. The slave-owning 
cotton planters of pre-Civil War days knew 
that high tariffs would be ruinous to them, but 
for some reason most farmers of today do not 
see this. 

High tariffs on other things than farm prod¬ 
ucts of course injure most farmers, particularly 
producers of the staple export crops, wheat and 
cotton, in two ways. In the first place they 
raise the prices of many things that farmers 
have to buy—^lumber, steel, leather, woolens, 
and hundreds of others—and in the second 
place they reduce the foreign market for farm 
products. Trade must balance in the long run, 
imports must equal exports, and tariff duties 
which reduce imports must also reduce exports. 
Therefore the import duties on manufacjured 
products reduce tibe foreign market for wheat 
and cotton, as for all export goods, and the 
wheat and cotton farmers find their foreign 
markets dwindling because of the tariff on 
commodities that tlie rest of the world would 
like to exchange for their wheat and cotton. 
It is often argued that these tariff duties bring 
new industries into the country and enlarge 
the home market so that the farmer has as good 
a market as the foreign market would be; but 
the home market is not enlarged. The tariff has 
the effect only of diverting capital and labor 
frcwai more productive to less productive in¬ 
dustries, reducing productivity and wealth, and 
so deducing the market for wheat and cotton. 
The tariff on woolen cloth has not increased the 
total amoimt of industrial wealth in the United 
States; it has only diverted labor and capital 
from more productive industries to woolen 
manufacturing. A general policy of protection 
has the effect of reducing imports, and there* 
fore necessarily reducing exports in equal 


measure, and so it tends to slow down the 
growth of the industries that offer the greatest 
international advantages—^tlie export indus¬ 
tries, such as wheat and cotton production and 
automobile and farm implement manufactur¬ 
ing. 

The case is somewhat different for farmers 
who produce mainly for the domestic market 
and sell little abroad, and for those who pro¬ 
duce less than enough for the home market. If 
there are any net exports, the tariff will be 
generally ineffective; and if there are net im¬ 
ports, it will presumably raise the price of the 
farmers* produce, at the expense of urban con¬ 
sumers. The farmers may gain something from 
the higher price for their products in the short 
run; but against this must be balanced the loss 
from higher prices on what they buy, for they 
are not the only ones protected—^the tariff 
gravy is passed around. The reciprocal trade 
agreement with Canada adopted by Secretary 
Hull permitted increased imports of Canadian 
dairy products, doubtless to the injury of the 
Wisconsin dairymen in the short run; but in 
the long run even the Wisconsin dairymen will 
probably gain from the general reduction in 
tariffs. 

But what of the “home market” for farm 
products? Protectionists argue that it is fine 
statecraft to put a heavy duty on foreign man¬ 
ufactured products and build up home indus¬ 
tries. The trouble with the home market is 
that it is not as good as the foreign market; 
that is, the farmer gets less from it than he 
would from the foreign market. The tariff must 
raise the prices of manufactured goods or it 
will not be effective in promoting home indus¬ 
tries, and the farmer must pay these higher 
prices without getting any more for his own 
produce. To put it in another way, he must 
exchange his products for less than he could 
have got in the foreign market. The home mar¬ 
ket is maintained by tariff alms paid by the 
farmer and by consumers in general. 

Tariffs and the development of industries 

It would be erroneous to think of a tariff as 
merely determining whether there shall ot shall 
not be a given industry in a country. It is usu¬ 
ally a question not of whether or not but, as so 
often in economics, of more or less. Without 
any protectian at all, the United States would 
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have a woolen industry and a silk industry, 
almost all the industries she now has, and Ger¬ 
many and Japan would produce farm crops. 
The effect of protection is merely to increase 
the amount of capital and labor used in the 
protected industries, relative to the amount 
used in the more efficient export industries. In 
such countries as Germany and Japan, a pro¬ 
tective tariff raises prices of farm products 
and brings more intensive cultivation of the 
land and higher rents; if there were no such 
tariff the land would of course be used, but 
less intensively. 

Tariffs and the amount of employment 

Probably no other argument for protection 
is used as much as the claim that it increases 
the amount of employment. People see im¬ 
ported goods sold in the stores, perhaps at a 
time when there is widespread unemployment, 
and jump to the conclusion that our unem¬ 
ployed could have jobs if these goods were 
made by American labor. They assume that the 
trinkets imported from China and Czechoslo¬ 
vakia which they see in the Woolworth stores 
have taken jobs that should have been given to 
home labor. This argument is entirely without 
validity. Exports must equal imports in the 
long run, and therefore American labor has to 
produce the goods that are exchanged for the 
imported trinkets. If we shut out these goods 
in order to give our workmen jobs making these 
articles, we thereby take jobs away from the 
producers of the cotton, pork, automobiles, and 
farm implements that would have been ex¬ 
changed for the imported goods. There would 
be no increase in employment, but only a shift 
from products in which we have a comparative 
advantage to others in which we have no such 
advantage, with a reduction in our supply of 
goods and a decline in our standard of living. 
A protective tariff can no more increase em¬ 
ployment than can a decline in the efficiency 
of labor from any other cause—malaria, hook¬ 
worm, pernicious anemia, or widespread 
drunkenness. 

Protection against low wages abroad 

On a par with the employment argument is 
the argument that the highly paid labor of the 
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United States must be protected against lower- 
paid foreign labor, rather generally referred to 
as the “pauper labor of Europe.'* Many people 
believe that the tariff is responsible for our high 
level of wages, but this is quite as absurd as 
believing tliat wages can l>e raised by the 
spread of malaria or hookworm. The tariff— 
we may well reiterate this fundamental truth 
—diverts productive resources from those in¬ 
dustries in which we have a greater compara¬ 
tive advantage to those in which we have less 
or no such advantage, from those industries in 
which our labor is comparatively effective to 
those in vvhich it is comparatively ineffective; 
and therefore it reduces the total economic out¬ 
put which constitutes the real wages of any 
country. As Keynes once said: “A tariff can do 
nothing that an earthquake could not do quite 
as weir*; it can only reduce wealth and income, 
just as an earthquake does. The high wages 
paid in the United States are due to the high 
productivity of labor here, which the tariff 
reduces.* 

There is no basis for the common belief that 
a country with high wages cannot trade ad¬ 
vantageously with one in which wages are low, 
any more than there would be for the notion 
that a rich man cannot deal safely vrith a poor 
man. A rich man can safely buy melons and 
carrots from a poor truck gardener or hire the 
services of a maid or stenographer. He not only 
runs no risk of lowering his standard of living, 
he raises it; for if he had to grow his own 
melons and cook his own meals he would have 
to live a rather simple life. He may even re¬ 
joice, as perhaps he does, that there are some 
poor people with whom he can deal so advan¬ 
tageously, for he can trade the income from an 
hour of his own labor for a day's work by the 
truck gardener or maid. So likewise can Amer¬ 
icans trade the product of an hour's work, in 
the form of wheat or cotton or steel, for the 
product of several hours of work by a Chinese 
workman, in the form of toys or embroidered 
silks. 

But is there no danger that China with her 
cheap yet efficient labor may underbid our 
workmen in many fields of industry and flood 
this country with cheap goods? Certainly note 
In the first place, low wages in China do not 


* Keynes, almost alone among well-known economists, has recently come around to something of a 
protecUonist attitude, but he views the problem only from the short-run point of view. 
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necessadly mean low costs of goods there, and 
high wages in the United States do not mean 
high costs here. Prices are not generally lower 
in countries with low wages than they are in 
the United States. Such things as handmade 
goods, novelties, and some manufactured goods 
are cheaper; but others, such as lumber, auto¬ 
mobiles, heavy steel manufactures, and many 
food products, may be very expensive. It is 
the efficiency of the American economy that 
makes wages high. Iowa farmers produce so 
much pork per man that even with pork prices 
low they make high incomes; American steel 
v^rkers, at the highest wages paid in steel 
plants anywhere in the world, make steel about 
as cheaply as the workers of any other country. 
Our automobile workers are paid high wages, 
high even in the American scale; but auto¬ 
mobiles are cheaper here than anywhere else. 
There is no reason to assume that the low 
wages of foreign labor will enable those coun¬ 
tries to swamp us with all sorts of goods, al¬ 
though foreign producers will of course have 
to produce some things more cheaply if there 
is to be any trade. 

In the second place, as we have seen, trade 
must balance in the long run, and hence heavy 
imports will have to be balanced by heavy ex¬ 
ports. Free trade would therefore increase for¬ 
eign trade, both imports and exports. There 
w^d be no decrease in employment in any 
country, but only more goods. 

The “scientific principle*' of tariff making 

As a defense against possible floods of cheap 
goods made by low-paid foreign labor, pro¬ 
tectionists some years ago stumbled upon the 
**scientific principle’’ of tariff protection, ac- 
oording to which the tariff duty imposed should 
just equal the difference between the domestic 
asul the foreign costs of production. The theory 
wlis that su€& a tariff would make it possible 
for Ameriean manufacturers to compete on 
even terms with foreign producers who paid 
lower wages. Unfortunately, however, tlie sci- 
principle was based on ignorance of the 
principles goyemiDg foreign trade. 

In the bst i^ace, there was an implied as¬ 
sumption diat costs are generally lower alnroad, 
wind is not true. In the second place, the ad¬ 
vocates of the scientific principle apparently 
failed to see that a tariff whid equelhi^ costs 


here and abroad would shut out all imports-— 
obviously importers can make no profits im- 
porting goods which they can buy as cheaply 
at home. The equalization of manufacturing 
costs would leave American producers the pro¬ 
tection represented by the cost of shipping. 
Applied consistently, the scientific principle 
would of course bar all goods, even those which 
we produce only at very great expense. Adam 
Smith pointed out that *"by means of glasses, 
hotbeds and hot walls, very good grapes can 
be raised in Scotland, and very good wine too 
can be made of them at about thirty times the 
expense for which at least equally good can be 
brought from foreign countries.” Silk and hand- 
embroidered silk goods now produced in China 
could be made in the United States at perhaps 
ten times the cost in China; a 1000 per cent 
tariff would equalize costs and shut out the 
Chinese goods, but the American-made goods 
would be so expensive that there would be 
little demand for them. How far should we go 
in applying the scientific principle? Where 
should we draw the line? Certainly if we ap¬ 
plied it in thoroughgoing fashion, we should 
stop all imports, and therefore all exports as 
well. 

In the third place, the scientific principle 
rests on the far too simple assumption that 
there is one level of costs for all foreign manu¬ 
facturers, and another level for all American 
producers. Abroad as well as in the United 
States, there is a considerable range of costs 
among the producers of almost every commod¬ 
ity, and practically any tariff duty which is 
not prohibitive will equalize some costs here 
and abroad. The cost of producuig wheat in 
Wisconsin, for instance, was found to vary 
from 25 cents to $2.50 a bushel at one time, 
and its cost in Argentina or Canada doubtless 
varies similarly, if not quite so much. Manu¬ 
facturing costs do not vary so widely, but there 
is considerable range. At any given price, 
within a certain range, there vrill be uiarginal 
producers who are making just enough to cover 
costs; and within this range, any if not 
entirely prohibitive, will equalize marginal 
costs. 

This becomes even clearer if we consider 
the general level of costs for all industries and 
the over-all effect of a schedule of tariff duties 
covering all or a large proportion of them. Any 
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lavd of duties will equalize marginal costs, 
shipping costs included, provided it does not 
shut out all imports. Indeed, between countries 
on a gold standard, and in the long run be¬ 
tween countries on different standards, the 
average levels of costs will tend toward equal¬ 
ity even with free trade, as they will with any 
level of duties short of prohibition. 

Costs vary among different producers, and 
they may also vary according to tho amount of 
goods produced. As we have seen, goods may 
be produced at constant, increasing, or decreas¬ 
ing cost; and, under competition, if they are 
produced under either of the last two condi¬ 
tions, marginal costs will vary with the output 
and will be equal to whatever price is estab¬ 
lished. If the price of wheat is $2 a bushel, 
the marginal costs will be $2; if the price is $1, 
less will be produced and the marginal costs 
will be $1. The scientific principle of equalizing 
costs is meaningless. 

Finally, the scientific principle runs into the 
difficulty that costs cannot be definitely ascer¬ 
tained, even in the United States, and even 
more obviously not in foreign countries. It is 
not diflBcult to imagine what friendly help 
foreign producers would give tariff investiga¬ 
tors who were trying to determine their costs, 
and how much tariff protection would be nec¬ 
essary to shut out their goods. 

The tariff as a tax 

The tariff is not only a means of protecting 
home producers but a means of raising reve¬ 
nues, a tax. Many protectionists argue that the 
foreign producers pay the tariff; but while this 
may conceivably be true in very exceptional 
circumstances, in general it is the American 
consumers who pay it and a great deal more. 
The burden on them varies with conditions and 
circumstances, shading from one extreme, with 
the foreign producers paying the tariff and 
something in addition, to the other extreme, 
with American consumers paying an amount 
equal to the tariff and a great deal more, and 
the government receiving no revenue. The first 
extreme we cannot consider here because of the 
difficult theoretical problems involved. It is 
certainly uncommon or perhaps possible only 
theoretically.* A tight foreign monopoly selling 
almost all its output in the United States might 

*See John Stuart Mill^s classic expositibn in his 


perhaps be obliged to assume much of the 
burden of a tariff imposed by the United 
States, by lowering its prices to get over the 
tariff wall. The extent to which it would do 
this would depend not only on the availability 
of other markets for its product, but on pos¬ 
sible sources of supply in other countries or in 
the United States; on cost conditions of the 
monopoly—^whether increasing constant, or de¬ 
creasing cost—and on the elasticity of demand 
in the United States. It is conceivable but 
hardly possible that the foreign monopoly 
would lower its prices enough to assume the 
entire burden of the tariff. The short-run and 
long-run situations would not be exactly the 
same. 

At the otlier extreme is the situation in 
which American consumers pay all the tariff, 
or more. A tariff on coffee, tea, rubber, silk, or 
any commodity that is not produced here at 
all is ordinarily paid by American consumers, 
but with nothing added. The government re¬ 
ceives as revenue all that the consumers pay, 
and there is no additional cost in capital and 
labor misdirected into inefficient channels. 
Great Britain long followed the policy of im¬ 
posing tariffs only on such goods. When she 
imposed tariffs on imported goods which were 
also produced at home, she levied excise duties 
on the home industries to get the maximum 
revenues and avoid protection, a logical and 
consistent policy. When a country seeks cus¬ 
toms revenues it should impose “revenue tar¬ 
iffs,” witlr rates so low that goods would con¬ 
tinue to be imported, because it is the imports 
that pay the customs duties. To the extent that 
a tariff is protective, it must shut out imports, 
and therefore it can yield no revenues. There is 
thus a fundamental antithesis between protec¬ 
tion and revenues. 

A tariff on foreign goods which results in the 
establishment of a high-cost industry in the 
United States may impose on consumers a 
burden far greater, perhaps many times 
greater, than ^e amount of the customs duties 
collected by the government. The tariff on 
woolen goods is probably of this t)q>e. It brings 
in customs duties of altout 6 million dollars, 
but costs consumers perhaps fifty or a hundi^ 
times that amount. Our sugar tariff was 
mated to cost consumers 268 millions in 1980, 

Principles cf Pofiriool Economy, Boede HI, dbap. 18. 
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for government revenues of only 115 millions. 
A tarlflF greater than the difference between 
domestic and foreign costs may lead to mo- 
nopoly^ as was the case in the steel and alumi¬ 
num industries. Finally, a prohibitive tariff 
yields no customs revenue ot all, yet may im¬ 
pose a very higk cost on consumers. As a tax, 
such a tariff is the worst one imaginable, for it 
yields nothing, but raises prices, in some cases 
very considerably. 

Tariffs as taxes are bad in other respects. 
Since they are not recognized as taxes by most 
consumers, who are blissfully unconscious of 
the fact that the high cost of many goods is due 
to tariffs, they have been used far too much. If 
in selling protected goods merchants were re¬ 
quired to state separately the price, if imported 
free of duty, and the amount added to the price 
by the tariff, consumers would at least know 
how much they are paying to ‘Iceep their 
money at home." Suppose for instance, that a 
certain grade of clothing had to have a tag 
with the following information: "Price in 
England, $20; tariff tax, $15; total, $35." 
Would not consumers scrutinize tariff sched¬ 
ules more carefully and perhaps keep them 
within more reasonable bounds? 

Tariffs as taxes are also bad because they 
are ^regressive," that is, they bear most heavily 
on the poor and lower middle classes. A day 
laborer may buy as much sugar as Henry Ford 
(he really needs more), but under a sugar 
tariff he pays as much to the expenses of gov¬ 
ernment as Henry Ford does; this means that, 
on the basis of his income, the rate he pays is 
more than a thousand times as high. It is 
scarcely surprising that some of the "robber 
barons" of foe post-Civil War period piled up 
great fortunes, when there was no income tax 
and foe federal revenues could be collected 
from foe masses of foe people through tariffs. 

The tariff on sugar 

An illustration of foe tariff system at its 
worst may be seen in foe sugar tariff. Here is 
a tahff which costs sugar consumers two or 
three times as mudi as it yields in revenue, 
for foe protection of an industry which yields 
foe farmer producers of cane and beets, as 
farm income, only about one-third as much as 
it costs consumers! In 1930, the cost of foe 


sugar duties to consumers was more than the 
customs revenues plus foe total farm income of 
foe farmers who grew foe beets and cane. In 
ofoer words, if we had abolished the sugar 
tariff, we could have paid in taxes the amount 
of foe customs revenues, could have paid the 
farmers as a pure bounty all that their crop 
would have been worth, without requiring 
them to do any work whatever, and still saved 
some 50 million dollars—^we could have kept 
all these farmers on relief for much less than 
the tariff cost. The sugar monopoly is foe only 
group that gains anything from foe high 
duties.* 

But this is not all. Under foe stimulus of the 
tariff, many farm communities in the West 
have turned from lines of production in which 
they were self-supporting to the production of 
sugar beets, using wretchedly paid Mexican or 
other foreign labor, children and women as 
well as men. The work is seasonal, and the total 
annual earnings are so small that the laborers 
live in deep poverty, many going on relief in 
the winter. In such communities, thanks to foe 
sugar tariff, the fine democracy of the one- 
family farm is changing to an increasingly com¬ 
mon form of American feudalism. 

The tariff and politics 

One of the worst features of the tariff system 
is the political debauchery that inevitably ac¬ 
companies the squabble for tariff alms. Many 
people speak deprecatingly of the "pork bar¬ 
rel" which is usually opened in Congress for 
deserving meml>ers—^the funds appropriated 
for post offices, roads, useless river dredging, 
free seeds, jobs for foe home folk, and the like 
—^but the tariff is foe biggest pork barrel of 
all. Around it, whenever the tariff is under 
consideration, stand representatives of most of 
the country’s industries, particularly foe "pau¬ 
per" industries, seeking foe power to exact 
tariff alms of consumers, in foe form of high 
prices, in order to maintain themselves in busi¬ 
nesses that they cannot carry on efficiently. 
Here foe only interest that should generally be 
considered, that of foe consumers, is not con¬ 
sidered at all. The amount of tariff "pork” 
handed out to the various interests usually de¬ 
pends not on any considerations of foe public 
good, but on the power and shrewdness of rep- 


• ^See Lippert S. Ellis, The Tariff on Sugar, 
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resentatives of the various interests, on the 
respective contributions to campaign expenses, 
and in some cases on personal political con-, 
nections. Taussig mentions the high tariflE on 
pincers put through for a friend of a former 
Vice-President, among other similar friendly 
gestures to good friends. In 1929 someone dis¬ 
covered that a Connecticut Senator had man¬ 
aged to put the assistant to the president of 
the Manufacturers' Association of Connecticut 
on the government pay roll; he was to help the 
Senator draw up a tariff schedule for textiles. 
Here was lobbying canied on at government 
expense I If all the imdercover manipulation, 
logrolling, and horse-trading in behalf of pro¬ 
tected interests could be known and published, 
we should have an interesting though depress¬ 
ing story. But wherever there is sugar there 
will be insects.^ 

A fair picture of the legislative process by 
which tariff schedules are drawn may be gath¬ 
ered from a letter written by the lobbyist for 
the National Lumber Manufacturers’ Associa¬ 
tion on April 19, 1909, at the time when the 
Payne-Aldrich Tariff Bill was under considera¬ 
tion: 

Without going into all tlie details of the fight at 
this time, will say tliat when Mr. Tawney suc¬ 
ceeded in getting the rule adopted by the House 
calling for a separate vote on Imnljer, we felt rea¬ 
sonably sure of losing tlie $1. which had been re¬ 
ported by the committee. [The lumbermen had 
been trying to prevent a separate vote on lumber, 
so that it would be impossible to hold Congress¬ 
men responsible for tlieir vote on this particular 
item. There was a strong demand for the abolition 
of the tariff on lumber.] Indeed Mr. Fordney and 
our other friends in tlie House, mostly Democrats 
by the way, gave up hope, and it looked as though 
an amendment for free rough lumber would carry 
by three to one. At the suggestions of Representa¬ 
tives Hughes, of West Virginia, Humphreys, of 
Washington, and Gaines, of [West] Virginia [all 
lumber-producing states, it should be noted], a 
caucus was called late Saturday afternoon, the 2nd, 
and we spent nearly all night rounding up Demo¬ 
crats with whom we could make trades. These cov¬ 
ered everything from short-staple cotton and fer¬ 
tilizers to celluloid poker chips and leather-bound 
bibles, and delivered us 23 votes. We got 18 of 


the Ohio delegation of 20 on a trade on wool, and 
this was the stroke that broke Mr. Tawney's faith 
in humanity, as he counted Ohio as safely within 
his hands, and has been trying ever since to find 
out how he lost out. It was a square and open 
fight, and no tactics were used other than those 
generally recognized as proper in such cases.^ 

Partly valid arguments for protection 

The argument against sudden severe reduc¬ 
tion. Whatever may be the advantages of free 
trade, it must be conceded that sudden severe 
reductions in tariff rates will cause distress and 
therefore should not be made unless necessary. 
Parasitic industiies should not be allowed to 
maintain their hold indefinitely; they should 
be made to stand on their own feet or drop out, 
but reasonable time should be given, if pos¬ 
sible, to adjust to the lower rates. A distinction 
might well be made, however, between the 
inefficient industries which are barely able to 
operate, even with tariff protection, and those 
which are highly profitable. Tariff reductions 
affecting the inefficient industries should be 
gradual; but some of the highly profitable in¬ 
dustries are powerful monopolies, quite able to 
stand drastic reductions at any time. Most of 
them should never have been given protection, 
were never in a position where they could 
properly ask for it. What would we think if 
we saw the wealthiest nabobs in town at the 
relief office, seeking their share of the relief 
money handed out there? It would scarce!) 
seem the best conduct for aristocrats; but the 
country's financial aristocrats gather at the 
tariff relief ofiBce whenever a tariff bill is under 
consideration and demand their share of the 
relief. It would seem only reasonable that in¬ 
dustries seeking protection should make at least 
a show of poverty. 

The tariff and exhaustible raw materials* A 
partly valid argument for a general policy of 
protection, yet one which is never used by 
protectionists, is that it reduces the exports of 
exhaustible natuial resources and so conserves 
them for our own use. Oil, steel, lumber, cop¬ 
per—^these have been important export items; 
and a general protection policy, by reducing 
trade of all kinds, may reduce the caqports pf 

and the Tariff; and The Nation, March 10,* 1080, 


•See E. E. Schattschneider, Politics, Pressures, 
p. 318, and March 26, 1930, p. 358. 

^ Report of the Commissioner of Corporations on the Lumber Industry, 1914, Part IV, p: 05, 
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lliMi $dtxM> ftgnedftuitil exports may 

wett he Iticfadcfd beta, iOr in exporting cotton 
azui some other sofl-destroyihg farm crops We 
are really exporting the fertility of our soil On 
the other ha^, we also import many exhausti¬ 
ble resources, such as tin and copper and oil, 
and any reduction in international trade tends 
to reduce our imports of them and obliges us 
to produce some of them from Our own limited 
reserves. Particularly destructive in their effects 
are tariff duties on such exhaustible resources 
as lumber and oil, for the duties can only 
hasten the exhaustion of our own supplies. Pro¬ 
tection for producers of lumber, oil, coal, cop¬ 
per, steel, and aluminum puts a premium on 
the destruction of our domestic supplies of 
these resources and is unwise from every point 
of view. 

The infant industry argument. iThe infant 
industry argument runs to the effect that a 
country, particularly if young, may lack in¬ 
dustries, not because it is ill adapted to their 
establishment but because they cannot be built 
up in the face of the competition of the well- 
established industries of other cOtintries, and 
that a tariff is a protective wall behind which 
new industries can have an opportunity to get 
well started and finally become self-supporting. 
It is assumed that these industries will not need 
protection indefinitely, and that it will be with¬ 
drawn when they are firmly on their feet. This 
argument was first advanced in the United 
States in the early part of the nineteenth cen¬ 
tury rmd was later used in Germany by Fred¬ 
erick List, who while in America had been 
influenced by the protectionist doctrines of 
Alexander Hamilton and by the industrial 
process he had seen here. Partly as the result 
of his infltience, Germany embarked on a 
career of protection and nationalism which she 
has followed generally ever since. 

there is a measure of theoretical validity in 
the infmit industry argument, and there have 
been examples of success in its application. 
It is probable that Hamilton’s tariff system 
speed^ the development of some of our early 
fi^ustdes^at an iininediate cost to consumers, 
of ^lirse. The silk industry, wWch grew up in 
this oountiy under heavy taritf protection, is 
now efficient and is probably able to meet 
most foreign competition on equal terms, al¬ 
though it Still demands and rOOeiVO# protoctioil. 


Prior to IS90, no tin plate was product in the 
United States (tin plate is sheets of steel coated 
• with tin, used ill making cans); but the Me* 
Kinley Tariff Act of lfi90 extended protection 
to this industry, and within ten years it had 
grown large enough to supply practically the 
entire domestic market and was probably ef¬ 
ficient enough to meet the Competition of Brit¬ 
ish producers without a tariff. In 1898, how¬ 
ever, a monopoly was formed and the price 
was maintained for some years at the foreign 
price plus almost the full amount of the duty. 
Thus protection brought this industry to ma¬ 
turity in less than a decade. The industry then 
proceeded to exploit consumers for another 
decade, but later the price declined to near the 
foreign level. 

In its practical application today, the infant 
industry argument offers little that is con¬ 
structive. For one thing, our Congressmen do 
not constitute a body of men so qualified and 
so situated as to be either interested in choosing 
infant industries that are likely to become 
Self-supporting, or able to do so. Most of these 
men afe interested chiefly in remaining in 
Congress, which they believe they can do best 
by getting something for the folks at home, 
their constituents. Members do not represent 
the country as a whole, but each represents 
only a certain section, perhaps with special 
economic interests which may or may not coin¬ 
cide with the interests of the country as a 
whole; and Congress is largely an economic 
"exohaUge’’ where representatives of various 
sections and interests engage in vote-swapping 
and logrolling and trying to get spoons into the 
national pap dish, the total effect of which may 
be mutually self-defeating or generally pemi- 
dous, but appears to have an appeal to voting 
constituents. In considering a tariff. Congress¬ 
men are not free to choose the industries that 
show promise of development; they must de¬ 
mand a tariff on everything their constituents 
produce. Since every memW is doing this and 
is swapping Votes with others to get his share 
of the tariff pap, protection is ladled out gener¬ 
ously, Promising infants are Somethnes given 
protection, for they Could hardly escape a tariff 
that covers nearly everything; but there are 
also a lot of pyling papooses that will have to 
be wetnursed for the indefinite future, and a 
great many overgrown infants that should be 
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and perhaps are able to stand on their own 
feet but who still like pap. 

Here is one of the most serious faults in the 
infant industry argument—protection is usually 
provided not in proportion to the need for it 
or the promise of growing under its benefits, 
but in proportion to the economic and political 
power of die interests represented in Congress. 
Powerful interests like the steel and chemical 
industries, by virtue of the very fact that they 
are strong and wealthy and therefore presum¬ 
ably not in need of protection, are likely to do 
well in the tarjfiF ^oramble because they con¬ 
tribute heavily to the campaign funds of both 
major politicd parties. Presidents and Con¬ 
gressmen who have been elected through the 
generous contributions of such interests do not 
usually treat their backers with ingratitude. 
They could not properly do so. 

Tlie infant industry argument should not be 
weighted heavily, finally, because the indus¬ 
tries for which a coimtry is economically well 
adapted are likely to develop without protec¬ 
tion, although more slowly. Hamilton's Report 
on Manufactures indicates that there was a 
wide diversity of manufacturing industries in 
the United States as early as 179L With or 
without protection, the United States would 
inevitably have had great steel, copper, oil, 
aluminum, automobile, tobacco, and cotton 
industries, almost all the self-sustaining indus¬ 
tries we now have; and of course the most 
efficient industries, the export industries, would 
presumably be larger. If we lacked the inef¬ 
ficient parasitic industries, those which can 
operate only with the aid of a tariff, we should 
be just that much better off. 

Protection and national self-sufficiency. One 
of the most appealing arguments for protection 
is that it may enable a country to avoid the 
msecurily inherent in too great dependence on 
foreign goods and foreign markets. If the entire 
world were on a secure basis of commercial 
amity, peace, and good will, international de¬ 
pendence would involve no serious dangers; 
but in a world of international tension, of wars 
and rumors of wars, of swift and unpredictable 
dmnges in the trade policies of foreign coun¬ 
tries, dependence on foreign sources for some 
essential goods and tm foreign markets for 
surpluses of other goods involves grave dan¬ 
gers. The farmers of Denmark, for instance. 
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worked for many years to build up a fine dafiry 
industry that was heavily dependent on the 
markets of neighboring countries, particularly 
England and ^rmany; and when the world 
embarked on its crazy course of trade rjostric- 
tion after the First World War, Daiiish farmers 
saw their markets partly closed to them» and 
their dairy business in desperate straits. Japan, 
through the rapid development of her export 
industries in recent years, became so heav% 
dependent on foreign markets for her excess 
production of silk and manufactured goods that 
a sharp increase in the tariff schedules of two 
or three of her best customers—^England and 
the United States, for example—would have 
been disastrous to her economy. In fact, her 
precarious trade position, her dependence on 
imports of raw materials and exports of silk and 
finished goods, is one reason for her aggressive 
efforts to gain control of Manchuria, China, and 
other Asiatic lands. 

The quest for self-sufficiency is often partly 
military in its inspiration. Germany, as part of 
her war plans, tried in various ways to make 
herself self-sufficient. Over a long period she 
tried to build up her food-producing capacity 
through tariffs on food imports, but the wide¬ 
spread malnutrition and in some cases starva¬ 
tion among her people toward the end of 
World War I proved that her efforts had not 
been successful. After that war, however, she 
adopted an even more rigorous policy of pro¬ 
tection and encouraged even more vigorously 
the development of substitutes for various im¬ 
ported products. France’s high duties on food 
products have not been so definitely military 
in purpose, but her high tariff on gasoline was 
calculated to stimulate the production of alco¬ 
hol as a substitute for gasoline and so make her 
self-sufficient in this essential war material. 
Australia’s protection of her steel industry is 
an example of a fortimate and wise policy. 
Some years ago her government imposed high 
duties on steel and built up a small steel in¬ 
dustry that proved of great military value in 
World War II. 

Diversification of industries has a value other 
than military, for a nation with many industrial 
may be subject to less violent ups and downs 
of business than one whose economic act^iUei 
are restricted to a few lines* This may jleon 
in dm domestic economy of sudbi as NeV? 
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Ycnrk^ Mdth her diversified industries, as con* 
trasted with a specialized industrial center like 
Detroit or Pittsburgh When the automobile 
industry is slack, Detroit is a sorry-looldng dty; 
and when the steel industry is in the doldrums, 
Pittsburgh has somewhat the appearance of a 
morgue. Our own South would probably be in 
a sounder economic condition if it had not de* 
voted its energies so largely to the production 
of cotton. Chile used to be largely a single- 
industry country, concentrating on the mining 
of guano, and when the manufacture of syn¬ 
thetic nitrates was developed in other coun¬ 
tries it left her in a serious financial condition. 
Similarly, Brazil’s economic condition would 
doubtless be sounder if her economy were less 
concentrated on the production of coffee. How¬ 
ever, it is possible that nothing constructive can 
be done about it, since tariffs designed to bring 
other industries to Chile and Brazil would only 
reduce the wealth and prosperity of the people. 

Against the dangers of reliance on foreign 
supplies and markets must be balanced the 
cost of trying to maintain self-sufficiency, a cost 
which may be very great It has been estimated 
that food tariffs in some European countries 
cost consumers about 20 per cent of their total 
income; and of course the French tariff on 
gasoline has been a heavy burden on motorists. 
For decades the German people have skimped 
on meats in order that their country might be 
less dependent on foreign supplies. If Den¬ 
mark, with no important minerd resources for 
use in manufacturing, had nevertheless tried 
to maintain a self-sufficient economy, she would 
have been obliged to lower her standard of 
living greatly; similarly, Japan could scarcely 
have supported her dense population without 
developing manufacturing on a large scale and 
importing food and raw materials. As far as 
war needs for metals and other durable es¬ 
sentials are concerned, it would be much 
cheaper for most countries to buy and store a 
supply to last several years than to try to de¬ 
velop their own supply by means of heavy 
protection* Fortunately the United States is 
more nearly self-suffldent than any other coun¬ 
try, with the possible exception of Russia, and 
tte argumecit for diversification of industries 
has littie pertinence here. 

^ Tariffs and the concentration of wealth. 
For those with aristocratic views of human 


society, an appealing argument for protection 
might be that a tariff has the effect of increas¬ 
ing the concentration of wealth. Although tar¬ 
iffs tend to reduce the real wages of labor and 
to reduce the amount of goods available for 
consumers, they help build up great wealth for 
protected industrialists. The fortunes of Car¬ 
negie and the other steel masters and to a lesser 
extent those of the oil, lumber, sugar, copper, 
aluminum, chemical, and electrical magnates-— 
indeed, many other great fortunes amassed 
since the Civil War—^have in them an element 
of tariff alms. Whether these huge fortunes are 
larger in number and amount than they would 
have been without a protective tariff is de¬ 
batable. As we have seen, such a tariff puts a 
burden on our more efficient export industries, 
as witness the automobile industry in recent 
years; but since it fosters the growth of mo¬ 
nopolies it probably has increased the number 
of great fortunes. The possibility that this 
wealth might have been more productive in 
the hands of the masses of the people than in 
the savings of the rich need not be considered 
here. The point here is that a tariff probably 
increases the concentration of wealth and may 
therefore appeal to people with aristocratic 
sentiments. For some reason this argument has 
never been stressed in political campaigns. 

Retaliation tariffs. Tariffs are sometimes 
urged as a proper means of retaliation for tariffs 
imposed by other countries. Adam Smith ap¬ 
praised this argument fairly: “There may be 
good policy in retaliations of this kind, when 
there is a probability that they will procure 
the repeal of the high duties or prohibitions 
complained of. The recovery of a great foreign 
market will generally more than compensate 
the transitory inconveniency of paying dearer 
during a short time for some sorts of goodsv 
. . . When there is no probability that any 
such repeal can be procured, it seems a bad 
method of compensating the injury done to 
certain classes of our people to do another in¬ 
jury ourselves, not only to those classes, but to 
almost all the other dasses of them.” A Ger¬ 
man tariff against American wheat does the 
American wheat farmer an injury just as truly 
as it imposes a hardship on Ge^an consumers; 
but it is unwise for the United States, in retalia¬ 
tion, to impose other tariffs, thus curtailing 
both imports and exports still more and im- 
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posing further hardship on both ourselves and 
the Germans. A man who has been kicked 
in the stomach does not find the best remedy 
for his pain in hitting himself in the nose. Fur* 
thermore, the United States has usually been in 
no position to use retaliatory tariffs with a 
straight face, because she has been the leader 
in trade restriction. Europe might well say, in 
the words of the sad old song, "You made me 
what I am today.** A League of Nations survey 
in 1930 showed the United States up as having 
the highest level of tariffs of all the countries 
included, with the single exception of Spain. 

All too generally, tariff arguments assume 
that only the home country works the racket, 
that foreign countries will generously suffer 
curtailment of their export markets without 
retaliation. Even if this were true, tariff pro¬ 
tection would usually be injurious to the coun¬ 
try invoking it; but with other countries 
engaging in the same unintelligent, selfish con¬ 
test, trying to get rich by impoverishing each 
other, trying to pull themselves up by kicking 
the others down, the resiilts are—^vvell, just 
what we see al^out us today. Hitler and his 
gangsters were the logical product of the welter 
of poverty and hopelessness that resulted to 
some extent from the spread of tariff restric¬ 
tions after the First World War. International 
tariff wars played no small part in bringing the 
world to the anarchic condition of 1939-1946. 

The role that the United States has taken 
in this disastrous march to "autarchy** may be 
judged by the foreign reactions to the Smoot- 
Hawley tariff of 1930. In weighing these reac¬ 
tions we must consider the fact that foreign 
trade is far more important to other countries 
than to the United States, and that they are 
more seriously affected by the rising level of 
duties. It is necessary for many nations to im¬ 
port, and the means of purchasing must be 
provided by exports; and the United States, 
with her large population and high standard 
of living, is the most important market for 
many commodities. In 1930 we took two-thirds 
of the exports of Mexico, Cuba, Colombia, and 
certain Central American countries, and from 
one-quarter to one-half of the exports of Brazil, 
British Malaya, Japan, Canada, Chile, Peru, 
and Venezuela. Inevitably the revision of our 
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tariff schedules was a matter of grave oonoem 
to these nations.* 

Even while the Smoot-Hawley bill was un¬ 
der consideration in Congress, some thirty 
foreign governments protested against the pro¬ 
posed duties, newspapers in various countries 
of the world carried sharp criticisms of the 
American attack on world trade, and for¬ 
eign commercial and agricultural associations 
threatened retaliatory tariffs and boycotts of 
American goods. The French government pro¬ 
tested against the proposed advance in duties 
on lace, and 20,000 lace workers in Calais 
organized a protest parade and presented an 
appeal to the American ambassador. The 
French Minister of Commerce denounced the 
new American tariff bill as “a dangerous pro¬ 
cedure,** adding that "it is unfortunate that 
on this economic ground the warlike instincts 
of men are now let loose.** The 400 to 500 per 
cent increase in the duties on watches resulted 
in a mass meeting of 15,000 clock and watch 
makers being called at Bern, Switzerland, at 
wliich a resolution of protest was adopted. 

Foreign countries did not content themselves 
with mere protests. Within a few months after 
the passage of the Smoot-Hawley tariff, or the 
Hoover-Grundy tariff as it is sometimes called, 
Spain passed a new tariff law imposing prac¬ 
tically prohibitive duties on automobiles, tires 
and tubes, and motion picture films. This new 
tariff reduced Spanish imports of American 
automobiles from 7415 in 1929 to 841 in 1931. 
Soon afterward, Italy raised duties on many 
American products, and Switzerland initiated 
a boycott of American products. France 
adopted a system of import quotas on Ameri¬ 
can goods, prohibited all imports of American 
apples, pears, and grapefruit, and raised the 
duties on automobiles, trudes, and parts. Can¬ 
ada retaliated by erecting a "skyscraper** tariff 
against our most important exports. Austria 
adopted a complicated system of discrimina¬ 
tion against American automobiles, films, and 
other products. Worst of all, in 1931 and 1932 
Great Britain dropped her old free-trade policy 
and drew up a system of tariffs. Without much 
doubt this world-wide obstruction of interna¬ 
tional trade had something to do with the de¬ 
pressed economic situation in Germany, and 


* Lawrence B. Mann, Foreign Reactions to the American Tariff Act, Foreign Policy Association, In¬ 
formation Service. 
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so vdth the rise of Adolf Hitler, The United 
States, pious outfitter of peace shi^, moving 
spirit in so many peace conferences, has thus 
l^ii the leader in the tariff wars which, along 
with other things, were to make peace im¬ 
possible. 

Tariff Ond world peace 

The problem of future tariffs and trade in¬ 
terference hangs like a cloud over all delibera¬ 
tions on international adjustments. The world 
faces problems so difficult as to seem almost 
impossible of solution, the tariff question loom¬ 
ing large. As after the First World War, free 
trade is needed for the impoverished nations 
of Europe, but it is difficult to imagine those 
countries providing it. The national hatreds of 
centuries have been deepened by the brutality 
and sufferings of war; the destruction and dis¬ 
location incident to the war have made peace¬ 
ful business seem less secure than ever before; 
and the chauvinistic militarism characteristic 
of wartime never dies out immediately. Fur¬ 
thermore, people in distress, ignorant of the 
cause of their distress, are likely to be moti¬ 
vated by a fatal and perverse logic to call for 
mmre of the very thing that is the cause of 
their distress—^protection. This has been ap¬ 
parent in the United States to some extent since 
World War I. Altogether, there does not seem 
to be a very strong probability of establishing 
a new order of international amity, of restor¬ 
ing European and world trade, so that the 
densely populated nations may eat and the 
food-producing peoples exchange their surplus 
food for the manufactured goods that diey 
need.* 

Looking thus pessimistically at the problem 
of restoring international trade, some com¬ 
petent students, notably Charles A. Beard and 
J, M, Keynes, have argued that the United 


States may as well forget about foreigp markets 
and establish her economy largely on a basis 
of self-sufficiency.^* Beard does not start from 
the ordinary protectionist assumptions, he is 
not confused by any of the common protec¬ 
tionist arguments about 'Iceeping the money 
at home,*’ and he recognizes that selfrsuf- 
ficiency would mean a reduction in our stand¬ 
ard of living. Yet he realizes the difficulty of 
maintaining foreign trade; he sees that much 
of our philosophy of foreign trade is concerned 
not with exporting goods in order to secure the 
foreign products that we need, but with finding 
foreign markets for the products that American 
monopolists could sell at home if they would 
reduce prices to a competitive level and if our 
purchasing power were so distributed that the 
masses of the people could buy the things that 
could be easily produced here. Beard is not a 
protectionist; but he is concerned less with 
efforts to revive foreign trade than with revis¬ 
ing our economy so that our people can buy 
the goods that our own productive resources 
could provide, so that we need not see shirtless 
sharecroppers plowing under cotton, under¬ 
nourished children and AAA restrictions on 
food production, unsalable surpluses, idle men, 
idle machines, and needy people. Beard be¬ 
lieves that if we could get our economy to work 
efficiently, we could provide a fair living for 
our people without heavy reliance on foreign 
trade. 

Keynes also turned to the idea of self-suf¬ 
ficiency some years ago, and follows somewhat 
the same line of reasoning; "The decadent in¬ 
ternational but individualistic capitalism in the 
hands of which we found ourselves after the 
War, is not a success. It is not intelligesnt, it is 
not beautiful, it is not just, is is not virtuous,— 
and it doesn’t deliver the goods.”^^ Keynes be¬ 
lieves that much industrisd production can be 


* Adam Smith was likewise pessimistic about the possibility of restoring free trade in England: **To 
expect indeed, that the freedom of trade should ever be entirely restored in Great Britain is as absurd 
as to expect that an Oceana or Utopia should ever be established in it. Not onty the prejudices of the 
public, but what is muc^ more unconquerable, the private interests of many individuals, irresistibly 
pose it.** Although his pessimism was justified for three-quarter's of a century, England did fiaaily 
adopt a policy of free trade. This was possible only because of the growffi of powerful industrial enter¬ 
prises which needed cheap food for their labor and foreign markets for, their goods, and which realized 
that they needed these things and that free trade was the means of seeming them. The old landed arisr 
tocrats, interested as they were in high prices for food and high rents, were the real protectionists, but 
their TOwer was declining. 

Charles A. Beard, Open Uoof Hi Home. 

Yale Bevlew, Summer, 1933, p. 761, 
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oarried on in most countries with about equal 
e£Boiency, that we should no longer subject 
ourselves to world forces, that we must plan 
our own economies and that we can do this 
best in some degree of economic isolation. Like 
Beard, he sees that foreign trade is closely 
linked with imperialist expansion, and he be¬ 
lieves that the cause of peace would be ad¬ 
vanced by adopting a policy of 'reasonable’" 
isolation. 

There is some sense in all this, but not 
enough. International trade has failed to some 
extent to bring ti*e benefits that are theoreti¬ 
cally possible; yet there was an impressive rise 
in the standard of living in almost every coun¬ 
try during the nineteenth century. Interna¬ 
tional trade, as carried on by some of the great 
corporations, many of them monopolies, has 
sometimes been the cloak for imperialist ex¬ 
pansion which brought international friction 
and war; but if there were free trade the world 
over, there would doubtless be less imperialist 
aggression than there is now. It is the im¬ 
perialist interests that call for tariffs to insure 
them monopoly of coveted markets. As to war, 
economic isolation would certainly not reduce 
this danger but on the contrary would probably 
increase it; we have already seen how much 
international friction was generated by the 
Smoot-Hawley tariff. The United States, Rus¬ 
sia, and the British Empire are large enough 
and their industries are suflBciently diversified 
to stand a regime of "reasonable” self-suflB- 
ciency without great hardship; but the loss 
would be considerable, and in a regime that 
even approached self-suflSciency the American 
economy would have to be changed so dras¬ 
tically that it is diflicult to see how it could be 
democratically controlled. A considerable pro¬ 
portion of some of our important products is 
exported, as the accompanying table, for 1939, 
shows. To reduce production of these com¬ 
modities to the level of our domestic needs 
would cause a severe economic wrench and 
could scarcely be done under a democratic 
regime. But that is not all. Many of our in¬ 
dustries use materials that come from a con¬ 
siderable number of foreign countries. For 
example, the materials used in making auto¬ 
mobiles come from eighteen different countries. 


those used in making fumit\ire from twenty- 
five countries. Substitutes could be used for 
many purposes, but they would be expensive 
or inferior, or both. 


Percentage of Total Production of Various 
Commodities Exported 


Commodity 

Per¬ 

centage 

Basis of 
Ratio 

Copper 

42.3 

Quantity 

Dried fruits 

36.2 

«< 

Tobacco leaf 

34.4 

« 

Lubricating oil 

33.6 

4< 

Turpentine 

33.2 

M 

Aircraft 

83.0 

Value 

Sewing machines 

31.6 


Cotton 

28.4 

Quantity 

Mining machinery 

28.0 

Value 

Office appliances 

22.2 

<« 

Metal-working machinery 

20.2 


Tractors 

19.4 

«« 

Printing machinery 

18.2 

<C 

Agricultural machinery 

14.5 

«• 


Most countries would suffer even more from 
the strangling of foreign trade. If the United 
States and the British Empire were to adopt a 
generally prohibitive tariff policy, it would 
bring great hardship to many other nations by 
depriving them of markets and of sources of 
much-needed goods. This would hardly con¬ 
tribute to peace and international amity. Almost 
certainly it would drive some countries to war¬ 
like means of enlarging their domain in order 
to secure the markets and goods they need. The 
aggression of Italy, Germany, and Japan was 
to some extent an effort on their part to make 
themselves secure and self-sufficient in their 
trade relations. To some extent at least, their 
militarism was tlie answer to tariffs that threat¬ 
ened their markets and their sources of raw 
materials.^ 

Henry A. Wallace points up the conclusion 
to the self-sufiBciency argument in statesman¬ 
like terms; 

But the pain of a pinched-in national economy 
will, with our expansive capacities to produce, and 
our expansive desires to do so, prove so intense 
that we certainly ought not to abandon thought of 
a. planned international drive for trade at this time 
[1934], when we have really given the question Ob 


national s^-sufficiency, see Charles S. Tippetts, Autarchyi NaUond SelfSugiclencff^ Public 
Policy Pamphlet No. 5. > 
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thouglit at all. Given a propelling common im¬ 
pulse to go the Intematloiial way; given a stead- 
fast national resolution to rebuild our agriculture 
and commerce on spacious rather than cramped, 
denying lines, America could exert a vast world 
influence toward larger, more rational and more de¬ 
cent trade designs.^* 

Reciprocal trade agreements 

Some years ago the United States govern¬ 
ment, under the leadership of Secretary of 
State Hull, tried to secure some revision of 
tariff duties through the power granted the 
President to negotiate “reciprocal trade agree¬ 
ments/' agreements to lower certain of our tar¬ 
iffs in return for similar concessions by foreign 
countries. Several of these agreements were 
negotiated by Secretary Hull, no doubt to the 
general benefit of the United States and the 
other countries involved. Although it is a states¬ 
manlike policy, too much should not be ex¬ 
pected of it. In the first place, like the tariff 
policy generally, it implies that it is fine and 
generous of us to buy from foreign countries, 
even when we can do so to our own advantage. 
It is a little like saying to these countries: “If 
you will stop kicking me in the stomach, I will 
stop hitting myself in the nose.” The United 
States will gain by reducing tariffs, regardless 
of foreign reaction to such a step. In the second 
place, reciprocal trade agreements can avail 
little as long as the people are wedded to pro¬ 
tection. When the agreement with Canada was 
published, there was a storm of protest from 
Wisconsin dairymen because duties were low¬ 
ered on some Canadian dairy products. Any 
reduction in duties is certain to stir up pro¬ 
tected interests, which are far more vocal than 
the consumer interests that gain from the re¬ 
duction; and, judging by the present temper 
of the American people, any Administration 
that went very far with lowering our tariff 
through trade agreements would be repudiated 
at the next election. 

Increasing government control of foreign 
trade 

Foreign trade almost everywhere is coming 
more and more under government control, and 
there is a grave possibility that the end toward 


which we are drifting is absolute control, some¬ 
what as it operated in the Fascist countries. 
The complete regimentation of Germany’s do¬ 
mestic economy under the Nazis called for the 
equally complete control of foreign trade* One 
of the postwar problems facing the United 
States and the rest of the world is the choice 
between a liberalization of tariff restrictions, 
perhaps with some form of international coop¬ 
eration under a new League of Nations, or the 
return to the old trade restrictions, economic 
distress, and international friction and ill will, 
and the clear possibility of another slide into 
the sort of international anarchy out of which 
Hitler arose, and out of which another Hitler 
might arise. As Wallace says, “America must 
choose,” and the other nations of the world 
must choose. Looking at the present world 
with coolly appraising eyes, we can feel only 
moderate confidence that the choice will be a 
wise one. 

Interstate tariffs 

The Constitution of the United States wisely 
prohibits interstate tariffs, yet there has been 
in recent years an alarming growth of what 
amounts to such tariffs. They have been im¬ 
posed by means of devious subterfuges which 
the Supreme Court has unfortunately ap¬ 
proved. When a sales tax was imposed in the 
state of Washington and the merchants in cities 
near the state line lost business to outside 
merchants, the state levied a “use tax” on “for¬ 
eign” products to compensate for the sales tax. 
This legislation has been copied by several 
other states. In some states, motor vehicle regu¬ 
lations and tax laws and the establishment of 
“ports of entry” have raised serious obstacles to 
interstate trucking; in some cases these restric¬ 
tions are so onerous as to make interstate truck¬ 
ing almost impossible. Other states have passed 
laws requiring that finished products produced 
locally shall contain a certain percentage of 
local materials. Restrictions have also been im¬ 
posed by means of state health, sanitary, and 
quarantine regulations. Tlius milk and other 
dairy products have been shut out under the 
pretense of regulating the sanitary conditions 
in dairies; fruits and vegetables have been 


Henry A. Wallace, America Must Choose, World Affairs Pamphlet No. 3. This is one of the ablest 
brief presentations of the tariff problem faced by the United States. 
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barred under quarantine regulations guarding This ^'Balkanization” of the United States 
against insect pests. Florida, for instance, still has gone so far as to offer a serious threat to our 

excludes California citrus fruit to prevent the standard of living. Like national tariffs, these 

introduction of brown rot, although California state tariffs are secured through the efforts and 

has long been free of this disease. Texas shuts for the benefit of small business groups, which 

out Florida citrus fruits from the northern part thus gain at the expense of the people as a 

of the state during certain seasons to give her whole. They are spreading with alarming ra- 

own growers a virtual monopoly of that mar- pidity, for every such measure invites retalia- 

ket. A number of states have passed laws taxing tion by neighboring states. Like national tariffs, 

liquor distilled outside the state. Among the these slate restrictions fit in with the general 

much-debated measures are the excise taxes, protectionist philosophy of the American peo- 

ranging from five to fifteen cents a pound, that pie, and they are backed by powerful business 

several states have imposed on margarine. A interests, in some cases by businessmen gener- 

variation in state protection is seen in Cali- ally. For these reasons there is little hope of 
fomia's restrictions on the entrance of people eliminating them, unless the Supreme Court 
into the state, which were fortunately declared can be educated to see the economic conse- 
unconstitutional by the Supreme Court. quences involved. 

QUESTIONS 

1. Explain why a country may import goods that it can produce more efficiently than the coun¬ 
try from which it imports them. 

2. “Exports tend to stimulate imports, and imports tend to stimulate exports.'' Do you agree? 

3. Distinguish a protective tariff from a revenue tariff. How does a tariff protect? Whom does it 
protect, and from what? 

4. "A favorable trade balance is an excellent sign of vigorous national life and of a sound eco¬ 
nomic stnicture. It means that the nation is taking in more than it is paying out.” Comment 
on the logic of this. 

5. "If we buy clothes from England, we get the clothes and England has the money. If we buy 
them from our own manufacturers, we hjive the clothes and the money too.” What is the er¬ 
ror in this reasoning? 

6. "A tariff can do nothing that an earthquake could not do quite as well." Explain, Should pro¬ 
tectionists favor earthquakes? 

7. Would it be fair to require everyone who seeks tariff protection to take a pauper's oath? Is it 
fair to say that the tariff was the first form of poor relief? 

8. A reduction of $60,000,000 in tariff duties, according to Senator Newlands, means a reduc¬ 
tion of $600,000,000 in the burden the people must bear. Can this be possible? Explain. 

9. Presidents Coolidge and Hoover believed that a tariff really increases imports by increasing 
the wealth of the people and thus increasing their ability to pay for imports. Could this be 
true? 

10. If the Israelites had been protectionists, what v^ould have been their policy with respect 
to the manna sent from Heaven? "Imports of goods from Europe in payment of war debts 
after the First World War would have been like manna from Heaven.” Do you agree? 
Explain clearly. 

11. "American wages will be slaughtered by Oriental competition unless protectionists in and out 
of Congress unite to put up the protection bars.” Criticize. 

12. Explain how the prosperity of our cotton and wheat producers depends on a reduction of 
tariffs. 

13. "A tariff on imports of goods from Europe reduces real wages in the United States; a tariff 
on imports of laborers from Europe raises wages in the United States.” Explain. 

14. If a country maintains a favorable balance of trade, in both visible and invisible it^ns, and 
invests the balance abroad, is its wealth not growing? Is it gaining more than it would if it 
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imported more? If it is to gain from this increase in wealth, what must its foreign trade policy 
finally be? In this situation, what was the British trade policy? What has been our own? 

15. "'Internal commerce does not increase the wealth of a nation^ since it only transfers goods 
from one person to another.** Criticize. 

Id. "ICeep American money in America, Kansas money in Kansas, Douglas County money in 
Douglas County, Lawrence money in Lawrence.** What would be the result of this? 

17. In 1880, a famous Georgia orator described a funeral in his state as follows: "The grave was 
dug through solid marble, but the marble headstone came from Vermont. It was in a pine 
wildemess, but the pine co£Bn came from Cincinnati. An iron mountain overshadowed it, but 
the coffin nails and screws and shovels came from Pittsburgh. With hardwoods and metals 
abounding, the corpse was hauled on a wagon that came from South Bend, Indiana. A hick¬ 
ory grove grew near-by, but the pick and shovel handles came from New York. The cotton 
shirt on the dead man came from Cincinnati; the coat and breeches from Chicago; the shoes 
from Boston; the folded hands were encased in white gloves from New York, and round the 
poor nedc, that had borne all its living days the bondage of lost opportunity, was twisted a 
dieap cravat from Philadelphia. All that the South contributed to the funeral of one of its 
sons was the corpse and the hole in the ground." If some of the things mentioned could have 
been produced cheaply in Georgia, why had no industries been established there? Does the 
situation suggest that interstate tariffs would increase the wealth of the various states? If by 
means of such tariffs Georgia could have built up industries and increased her population by 
1,000,000, would her people have lived better? Do the people of Massachusetts live better 
than those of Idaho or Nevada? 



Part V 
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OF WEALTH 




Chapter 26 

Wages 


We have now completed our study of the 
problems of production and exchange, and 
must take up the problem of distribution—^the 
distribution of the wealth and income of soci¬ 
ety. 

Distribution of wealth defined 

Distribution, in the study of economics, may 
refer to three different processes. First, as used 
in the study of marketing, it refers to the phys¬ 
ical distfibution of commodities among con¬ 
sumers. We are not concerned here with dis¬ 
tribution in this sense. Second, it may refer to 
the personal distribution of wealth or income 
among the various individuals or classes in so¬ 
ciety, emphasizing the problem of economic 
inequality. Third, it may refer to the func¬ 
tional distribution of the income of society 
among the four factors of production—^labor, 
capital, land, and the entrepreneur. This is the 
sense in which the word is generally used in 
economics, and the sense in which it will be 
used in this chapter. 

Distribution a problem of growing importance 

The problem of functional distribution is far 
more important than it once was. In George 
Washington’s time, for instance, nearly nine- 
tentfas of the people of the United States lived 
on farms, where the economic life was simple, 
where there was generally no labor problem, 
and no serious rent problem since most farm¬ 
ers owned their own farms, and where, al¬ 
though quite a few men were in debt and 
there was considerable complaint Of high in¬ 
terest rates, there was far less indebt^ness 


than there is today. Farmers generally owned 
their own land, furnished their own capital and 
labor, managed their farms, and received an 
income which combined rent, interest, wages, 
and profits in proportions that individual farm¬ 
ers were not much concerned about. In recent 
years, on the other hand, the situation of the 
farmers has become such as to make distribu¬ 
tion a more important problem. With a stead¬ 
ily rising percentage of tenant farmers, the 
problem of rent is more serious; with heavier 
debts, the problem of interest has assumed 
greater importance; and in some parts of the 
country the development of corporation farm¬ 
ing has created a rather serious labor problem. 
Even more important, a larger and larger pro¬ 
portion of our people live in cities, where the 
problems of wages, rent, interest, and profits 
tire of greater significance than in farm com¬ 
munities. Here in the cities are great factories 
representing vast aggregations of capital, with 
armies of workers, few of whom have any 
property interest in the plants in which they 
work; here are business sites whose rents would 
be sufficient to pave them in gold; here is a 
complex and interdependent economy, with 
wealthy landowners, capitalists, and entrepre¬ 
neurs, and with many laborers; and the pro¬ 
portion in which these classes share in the to¬ 
tal income becomes a problem of very great 
importance. 

Different epproaches to the problem of 

distribution 

The problem of functional distribution, like 
that of value w price, may be apisroached in 
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different ways. In general, Marshall follows a 
demand and supply analysis, but more re¬ 
cently economists have turned more and more 
to the marginal productivity analysis. Although 
Marshall uses die latter to some extent, he 
stresses the broad forces of demand and sup¬ 
ply as determining prices of goods and of la¬ 
bor, capital, and land—^wages, interest, and 
rent. The reward of the entrepreneur is as¬ 
sumed to be governed by somewhat different 
principles. According to the marginal produc¬ 
tivity theory, in a purely competitive economy 
wages, interest, and rent are best explained in 
terms of the marginal productivity of labor, 
capital, and land, if not actually determined 
by the marginal productivity of these factors. 
The two theories, correctly interpreted, are 
not contradictory but represent different ap¬ 
proaches, with a different emphasis. We shall 
follow the demand and supply analysis as a 
rule, but at the same time t^ to show the sig¬ 
nificance of marginal productivity as a neces¬ 
sary part of a complete theory. 

Wages defined 

Labor may render a service directly, as in 
the case of servants, actors, entertainers, and 
musicians, or it may engage in the production 
of a commodity which consumers want. Wages 
may be time wages, paid by the day, week, or 
some longer period, or they may be piece 
wages, paid by the piece. The higher grades of 
labor are usually thought of as receiving sal¬ 
aries rather than wages, and their contracts of 
employment usually run for a longer term. 
Su<^ princely academic potentates as football 
coaches are often hired for as long as five 
years. Finally, wages may be money wages or 
real wages, the former referring to the amount 
of money paid, and the latter referring to the 
amount of goods and services that the money 
wages will buy. It is real wages that are im¬ 
portant and that will always be meant in this 
book, unless otherwise specifically stated. 

Constancy or inconstancy of employment 

In comparing the wages for different kinds 
of work, careftd consideration must be given 
to thevflcbial time dtiring which wage^ are 
received, that is, to the constancg^ or inopn- 
stttiiGy of employment, and to the average 
len^i^ of worker^s productive life. Occu-* 


pations differ greatly with respect to the stead¬ 
iness of work, those in which there are many 
days of idleness paying a higher daily wage 
but not a higher annual income. One of the 
reasons why carpenters do not always receive 
as high an hourly wage as brick masons and 
plasterers is that carpenters usually have more 
work days in the year, partly because they can 
work indoors in the winter. To many people 
the wages paid plumbers seem unreasonably 
high, as indeed they often are; but a plumbing 
shop is expected to keep enough workers 
around for almost any emergency, and this 
may mean idle men part of the time. Coal 
miners receive a rather high daily wage, but 
because of the seasonal character of their work 
they are idle so much of the time that the 
yearly wage is not very high. Men and women 
who are paid salaries and thus have a steady 
income each year often do not realize how 
small are the total wages of many laborers who 
hire out, even at high wage rates, by the day, 
week, or month. 

Length of the worker's productive life 

The total amount of wages received for dif¬ 
ferent kinds of work, and therefore the aver¬ 
age wage figured for the lifetime of the worker, 
varies according to the average length of pro¬ 
ductive life in the various kinds of work. 
There are some jobs in the automobile fac¬ 
tories, *‘young men s jobs,” at which only a 
strong man can work more than ten or fifteen 
years because of the muscular strain involved. 
The life of painters is generally short, because 
of exposure to lead poisoning, particularly 
where spray painting is done. The accident 
and death rate in mining is high, and the av¬ 
erage life is short. When the tWelve-hour day 
prevailed in the steel industry, many workers 
were worn out at the age of fifty. The work of 
actors and actresses sometimes involves severe 
nervous and physical strain which shortens 
their average life; and in many cases their pro¬ 
ductive life lasts only a few years, because 
public tastes change so quiddy, or technolo^- 
cal changes may put them out of work. When 
the talkies displa^ the silent pictures, for ex¬ 
ample, players with poor voices were no longer 
wanted. Many farmers, on the other hand^ cap 
continue to do some kinds of farm work, not 
the hardest tasks, until a fairly advanced age. 
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Professional men can seldom begin their life 
work until rather late, but their productive 
abilities may last well into old age. A lawyer 
usually does not have a large practice until he 
is at least thirty years of age, but his abilities 
and income may increase steadily until he is 
seventy or more. 


History of wage theories 

Modern wage theories begin with the phys¬ 
iocrats, a school of economic writers of about 
the middle of tL> eighteenth century. The 
physiocrats assumed generally that the growth 
of population kept wages at a subsistence 
level, although they admitted some exceptions 
to this. The assumption was valid in France at 
the time, for taxes were so high that the peas¬ 
ants and laboring classes lived only a little 
above the starvation level, and when harvests 
were short some of them actually starved to 
death. Like the physiocrats, Adam Smith as¬ 
sumed a subsistence theory of wages, but, on 
the basis of conditions in England at the time 
(1776), he conceded that labor oftei^ received 
considerably more than a bare subsistence. In 
some passages of his epoch-making The 
Wealth of Nations, he approached the demand 
and supply theory of wages, although he did 
not formulate it clearly. Thomas Malthus, who 
published his famous book on population in 
1798, assumed generally that the tendency to¬ 
ward overpopulation would hold wages down 
to the subsistence level, although he realized 
that this thesis might be invalidated by post¬ 
ponement of marriage—^"moral restraint,'^ as 
he called it. David Ricardo (1817) is often 
thought of as the exponent of the "iron law” or 
subsistence theory of wages; but although at 
times he did assume that wages tended to be 
fixed at this level, he recognized that the sub¬ 
sistence level was not fixed by the physiologi¬ 
cal necessities of life but varied with the 
standard of living. 

Witii the publication of Senior s Outline of 
PolUiod Economy in 1836, the wages-fund 
theory was first formulated, to be elaborated 
By John Stuart Mill in 1848. According to this 
theory, wages depend on the number of la¬ 
borers on the one hand, and on the size of the 
wages-fund, that is, the capital "expended in 
the direct purchase of labor,” on the other* Re¬ 
garding this theory, which really is one form 


of the demand and supply theory, several 
things may be noted. In the first place, stated 
simply, it is a truism, for of course the amount 
paid to labor, divided by the number of la¬ 
borers, is the average wage. In the second 
place, it stresses the size of the population, the 
number of laborers, as an important element 
in wage determination MiU was greatly influ¬ 
enced by the Malthusian doctrine and be¬ 
lieved that overpopulation was the main cause 
of low wages and that only through birth con¬ 
trol could the condition of the working classes 
be improved. 

Even before Mill popularized the famous 
wages-fund doctrine, there had been clear sug¬ 
gestions of a productivity theory of wages; and 
after his time a number of economists insisted 
that wages were determined by the produc¬ 
tivity of labor rather than by the relation of 
the wages-fund to the number of laborers. The 
wages-fund doctrine seemed ill fitted to Ameri¬ 
can conditions, where the high productivity 
and high wages naturally led several econo¬ 
mists to a productivity theory, Francis A. 
Walker, Henry George, the great single-taxer, 
and Frank W. Taussig assuming leadership. 
Walker insisted that labor produces its own 
wages, and that therefore an increase in popu¬ 
lation might not reduce wages at all; that 
wages are ultimately paid out of the product 
of industry, and that the employer needs only 
to advance the wages until he can market the 
product, since he usually has to pay his labor¬ 
ers before he sells the product. J. B. Clark 
amended Walker's productivity theory to for¬ 
mulate a “final” (marginal) productivity the¬ 
ory, which has been widely accepted by econ¬ 
omists ever since. According to Clark, if we 
add units of labor—1000 laborers constituted 
a "unit" in his analysis—-maintaining the capi¬ 
tal supply unchanged, whatever the last unit 
of labor adds to the product is the “final pro¬ 
ductivity” of labor and the regulator of wages. 
With competition among entrepreneurs, no en¬ 
trepreneur can secure labor s services for less, 
and of course none can pay more. Taussig, fol¬ 
lowing Walker, added a further refinement to 
this wage theory in his discounted marginal 
productivity theory, according to which the 
marginal productivity has to discounted at 
the prevailing rate of interest for the period, 
perhaps from six months to a year* fdr< whiob 
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the entrepreneur must advance the wages be* 
fore he can sell the product. That is, if the 
marginal laborer adds $3 to the daily output, 
if the wages are paid a year before the product 
is marketed, and if the rate of interest is 6 per 
cent, the wage will be $3 minus 18 cents, or 
$2.82. All the theories mentioned here assiune 
pure o(mipetition among employers, for the 
significance of monopoly and monopolistic 
competition was not yet clearly appreciated. 

Marshairs theory of wages 

In the meantime, Alfred Marshall came for¬ 
ward with a wage theory which combined 
both the demand and supply and the marginal 
productivity theories, giving demand and sup¬ 
ply the more significant place but including 
the marginal productivity analysis as an im¬ 
portant element.^ Marshall’s theory, which is 
the one we shall discuss in this book, may be 
stated as follows: Under competitive condi¬ 
tions, wages are determined by the general 
conditions of demand and supply, at a point 
equal to the marginal productivity of the par¬ 
ticular grade of labor; and the shorter the time 
under consideration, the more attention must 
be given to conditions of demand, and the 
longer the time under consideration, the more 
attention must be given to conditions of sup¬ 
ply, that is, to the birth rate, or standard of 
living. This theory, it may be noted, is con¬ 
sistent with our general theory of price, which 
also followed Marshall’s analysis. 

Peculiarities of wages in price analysis 

For the long run, the principle of demand 
and supply operates differently, in two re¬ 
spects, in the determination of commodity 
prices and in the determination of the general 
level of wages in any nation or geographic 
area. In the production of commodities, a 
higher price will bring forth a greater supply, 
at any rate in the long run, whereas a higher 
wage may in the long nm result in a reduction 
rather than an increase in the supply of labor. 
A higher wage enables laborers to secure more 
comforts, a ^tter education, and a taste for 
die refinements of life; and all this will lead to 
a reduction of the birth rate and in the long 
itm to a reduced supply of labor, which in 


turn may cause a further increase in wages. 
A fall in wages, on the other hand, may in the 
long run bring labor to a condition of stolid 
hopelessness in which the birdi rate, and fi¬ 
nally the labor supply, may increase and per¬ 
haps cause a further reduction in wages. The 
effects of a rise or fall in wages may be ciunu- 
lative in this way and also in another way. A 
higher wage not only may reduce the birth 
rate but will almost certainly result in in¬ 
creased efficiency, which will be a second fac¬ 
tor favoring still higher wages; whereas a fall 
in wages is likely to reduce efficiency as well 
as raise the birth rate, and for both reasons it 
brings a further decline in wages, in some 
cases to a point little above the subsistence 
level. 

This doubly cumulative operation of the 
law of demand and supply partly accounts for 
the vast differences in income in a capitalist 
society. In the United States prior to 1939, 
there were more than 2,000,000 “families and 
individuals” with incomes of less than $250 a 
year, and more than 5000 with incomes of 
over $100,000 a year. Not all these incomes 
can be classed strictly as wages, and the dif¬ 
ferences were not due entirely to the opera¬ 
tion of competitive demand and supply, for 
some of the low incomes were the result of ex¬ 
ploitation, and some of the high incomes rep¬ 
resented largely unearned profits of monopoly 
or were otherwise unearned; but however clas¬ 
sified and however gained, they represent dif¬ 
ferences which are in part the result of the cu¬ 
mulative interaction of wages, efficiency, the 
birth rate, and the standard of living. The 
higher incomes go generally to tlie classes that 
have had fairly high incomes and good edu¬ 
cational advantages, perhaps for several gen¬ 
erations, and who as a result have small fam¬ 
ilies and are therefore able to maintain their 
high incomes, or even raise them. The low in¬ 
comes usually go to the classes that have long 
had low incomes and little education, and who 
as a result have large families which tend to 
perpetuate their poverty, their lack of educa¬ 
tion, their inefficiency, and in turn their high 
birth rate. ^ . 

High wages for any particular kind of labor 
will, however, cause an increase in the amount 


^ Marshall it not at all dear as to his attitude toward the marginal productivity theory, but yre can¬ 
not elaborate his inconsistendea 
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of it by attracting workmen from other kinds 
of labor, if there are no insuperable barriers to 
such a shift, barriers set by requirements as to 
ability or training or by union regulation. The 
high wages of automobile mechanics resulted 
in an increasing supply within a very few 
years; the high salaries that were paid to 
accountants two or three decades ago soon 
brought an army of well-trained men into the 
labor market. To some extent, however, such 
an increase in the supply of available labor is 
the result of yo; ng men entering the highly 
paid fields who have not previously been 
working. 

A second difference between the operation 
of demand and supply in the determination of 
commodity prices and of wages lies in the fact 
that the prices of commodities are the amounts 
paid for the commodities, whereas wages are 
the prices paid not for the laborers but for 
their services. But the laborer is inseparable 
from his services and must deliver his labor in 
person, perhaps in uiihealthful surroundings. 
As Marshall says; ‘It matters nothing to the 
seller of bricks whether they arc to be used in 
building a palace or a sewer; but it matters a 
great deal to the seller of labour, who under¬ 
takes to perform a task of given diflBculty, 
whether or not the place in wfiich it is to be 
done is a wholesome and a pleasant one, and 
whether or not his associates will be such as 
he cares to have.”^ 

Laborers who do disagreeable work are paid 
higher wages than those doing more agreeable 
work that demands the same grade of ability; 
but unfortunately most dirty, unhcalthful, mo- 
tonous, or disagreeable work does not require 
a very high grade of ability and therefore earns 
a low wage. In spite of the unpleasantness of 
the work of street sweepers, garbage collec¬ 
tors, and washwomen, the supply of labor fit 
only for such employment is always so great 
that the wages are low. Few social changes 
are more needed than a reduction in the sup¬ 
ply of such labor and a rise in its wages. Many 
otherwise intelligent people insist Aat there 
should be a great many such people to do the 
dirty work for the more fortunate classes; but 
if these laborers were scarce and wages were 
high, machinery would soon be invented to 


take over much of the hardest and most dis¬ 
agreeable work. 

Still another peculiarity of labor as a com¬ 
modity is the fact that it is highly perishable, 
and what is not sold is entirely lost to its 
owner. If the laborer were able to store up his 
days of labor as wheat or shoes can be stored, 
and sell it whenever the market seemed favor¬ 
able, he would be in a stronger position, al¬ 
though even under this condition he could not 
meet the employer on equal terms, for the la¬ 
borer is usually poor, has no reserve funds, 
and, like the shareqropper with his cotton, 
must sell his labor at whatever wage he can 
get in order to earn a living from day to day 
or from week to week. As Adam Smith said: 
“In the long run the workman may be as nec¬ 
essary to his master as his master is to him; 
but the necessity is not so immediate.” A few 
days of unemployment may give him a chance 
to rest and to store up his energy for later em¬ 
ployment; but as a rule unemployment, par¬ 
ticularly if it lasts long, is likely to reduce his 
strength, energy, and ambition, and to leave 
him less able to work than before. Unemploy¬ 
ment is the poorest kind of leisure, very likely 
to be demoralizing. This difference between 
labor and other commodities is only relative, 
for some other commodities are also highly 
perishable; many vegetables and fruits, milk, 
clothing which is subject to rapid style 
changes, new novels which must catch the 
public eye quickly or pass into oblivion. 

Only demand significant in the short run 

To the extent that there is competition, 
wages, like all prices, are determined by the 
genera] conditions of demand and supply; and, 
as with all prices, the shorter the time under 
consideration the more attention must be given 
to conditions of demand, and the longer the 
time under consideration the more attention 
must be given to conditions of supply. In the 
short run, only the demand can change very 
much. A good illustration of a sudden change 
in demand is seen in our shift to a war econ¬ 
omy in 1941 and 1942. Within a few months 
after the declaration of war, the demand for 
labor to produce certain war goods increased 
very greatly, and wages rose 100 per cent or 


* Alfred Marshall, Principles of Economics, p. 560. 
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»4itQ(rei while the demhnd for labor to produce 
certain proscribed goods like electric refrig¬ 
erators and radios disappeared entirely. A less 
dramatic change, unrelated to government pol¬ 
icies, was that which followed the onset of the 
depression in 1929; within a year or two the 
demand for workers in the steel mills had de¬ 
clined to a fraction of what it had been. 

The demand for labor: productivity 

The demand for labor is usually a derived 
demand. Most labor is wanted for the sake of 
its product, and so productivity is a very im¬ 
portant factor in wage determination. In a 
simple case the laborer s product may indeed 
be his wages. A farmer, for instance, may cul¬ 
tivate a garden to grow vegetables for his table. 
Subtracting a small amount for the rent of the 
land and the interest on the capital that he 
uses, we have a product which may be thought 
of as his real wages. Since the farmer uses his 
own product, he is not involved in any market 
transactions; he does not have to sell his vege¬ 
tables and buy other things with the money he 
receives. 

A somewhat more complicated situation is 
presented by the work of the old-time cob¬ 
bler who went from house to house making 
shoes to order. Here there was no rent to sub¬ 
tract, and but little interest, for the cobbler 
used only a few simple tools. The product of 
his labor, however, represented not real wages, 
as in the case of the gardener, but productivity 
in value, because he had to convert the price 
he received for his product into the commod¬ 
ities which represented his real wages. In this 
case it is not incorrect to say that productivity 
—Hxdfie productivity —determines wages. In¬ 
cluded in this category are the people who 
render personal services as entertainers, doc¬ 
tors, dentists, lawyers, teachers, and servants. 

Turning to a case that is somewhat more 
complex, we may consider a man who is self- 
employed, who under his own direction pro¬ 
duced a commodity which he sells for the 
money with which to buy the goods he wants. 
About half of our farmers own their own 
farms, provide their own capital, and do all or 
most of their own work, tbtis combining the 
functions of entrepreneur, landowner, capital¬ 
ist, and laborer. After subtracting rent and in¬ 
terest, such a fanner derives from die sale of 


his products a certain labor income which rep¬ 
resents his money wages, including the wages 
of management. Here the productivity is ex¬ 
pressed in terms of money whose purchasing 
power represents the fanner’s real wages. In 
this case, if we ignore for the present dif¬ 
ficulty of finding a principle that governs the 
amoimt which must be subtracted for rent and 
interest, we may say that the farmer’s produc¬ 
tivity is the most important element in deter¬ 
mining his wages, both as a laborer and as a 
manager. The amount he produces is not the 
only factor, for the price he receives for his 
product, and the prices of the commodities he 
buys with this money, also help to determine 
his real wages; and he may find that high 
physical productivity, if general in the farming 
business, brings low and not high wages. Many 
of tlie factors determining value productivity 
are beyond the individual farmer’s control. 

Marginal productivity 

Coming now to the problem of wages in a 
broader labor market, of wages in industries 
employing many laborers of each grade and 
large aggregations of capital, we find it diffi¬ 
cult to separate and identify the productivity 
of labor, for the output of such an industry is 
ihe product of many grades of labor and of 
capital, land, and the entrepreneur, all working 
together. Since the total output is the product 
of all the factors, none of which could produce 
anything without the others, it is impossible to 
single out any part of the output and say that 
it is the product of labor; but we can approach 
this through the concept of marginal produc¬ 
tivity, If we hold the land, capitd, and entre¬ 
preneurial factors unchanged and add a unit 
of a certain kind of labor, the increase in the 
product that results from the addition of that 
unit of labor represents the marginal produc¬ 
tivity of that kind of labor. J. B. Clark used 
1000 as his labor unit, but it would be quite 
as logical to use units of one or 100. To make 
this more concrete, let us assume that the man¬ 
ager of a cotton mill employing 1000 spinners 
keeps his land and capital unchanged, but adds 
one spinner, and as a result increases his out¬ 
put of cotton sheeting by 100 yards a day; 
then 100 yards ol sheeting is the marginal pro¬ 
ductivity of cotton spinners in terms of goods. 
To put this in value terms, we have to figure 
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its price~$10, let us say, at 10 cents a yard— 
and subtract the cost of the raw cotton, let us 
say $5. This gives us $5 as the marginal pro¬ 
ductivity of spinners in terms of money* This 
much of the total value productivity is attrib¬ 
utable to the marginal laborer, since there has 
been no change in the amount of land, capi¬ 
tal, management, or other kinds of labor. 

This concept of marginal productivity may 
be applied to capital and land as well as to la¬ 
bor. In analyzing the forces that determine the 
interest rate we ^hall change the hypothesis 
and assume that the employer keeps his labor 
and land constant and adds a unit of capital. 
The addition to output will he the marginal 
productivity of capital. In the case of rent, we 
assume that labor and capital are fixed, and 
that a unit of land is added. The increase in 
product resulting from this addition is the mar¬ 
ginal productivity of the land, and will ap¬ 
proximate the rent. The concept of marginal 
productivity, in this simple form, is valid only 
under competitive conditions. 

This is a rather fanciful picture of actual 
business operations, for an employer would 
seldom or never be in exactly the position we 
have presented. He would be as likely to add 
both labor and capital as to add either one sep¬ 
arately, and it would usually be difficult for 
him to figure the marginal productivity of ei¬ 
ther labor or capital. Yet he must in some way, 
and as accurately as possible, decide how 
many laborers and how much capital he can 
employ profitably, and in doing so he must 
follow some such analysis as the above. 

Marginal productivity, as thus defined, is an 
important factor in the determination of wages. 
The employer hires labor for the sake of its 
product, and in pure competition he must pay 
any given grade of labor the value of its mar¬ 
gin^ product. He cannot pay more than this, 
for he will lose by doing so; and in pure com¬ 
petition he will have to pay this much, because 
tf he does not, some other employer will. Thus 
it is dear that under competitive conditions 
wages tend to equal marginal productivity; 
but it is not correct to say that wages are efe- 
temUned by marginal productivity. Wages are 
determined by the general conditions of de¬ 
mand and supply* 
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Why marginal productivity may be high or low 

Marginal productivity may be high or low 
for two different reasons, one of which relates 
to the quality of the laborers, and the other to 
the supply of laborers* Labor which is l&zy, 
slow, or unintelligent will have low general 
productivity, and therefore low marginal pro¬ 
ductivity, no matter what the supply of it may 
be. The labor in many tropical coimtries is of 
this type; and no matter how scarce it may be, 
its marginal productivity will be low, and 
therefore its wages will be low. The reverse of 
this is not necessarily true, however. Labor 
may \ye energetic and intelligent and yet not 
have very high marginal productivity if the 
supply of it is very great in relation to the sup¬ 
ply of the other factors of production. Lab^ 
in such countries as China, Japan, Czechoslo¬ 
vakia, and Finland is energetic and intelligent, 
but since it is oversupplied in relation to land 
and capital, particularly land, its marginal pro¬ 
ductivity is not very high. This is of course be¬ 
cause of the principle of diminishing produc¬ 
tivity. 

Elasticity of the demand for labor 

The demand for labor which is employed in 
producing goods is a derived demand, derived 
from the demand lor the product of the labor. 
It is difficult to generalize about the elasticity 
of the demand for labor, but Boulding offers 
three propositions as valid.® In the first place, 
**the more elastic the demand for a product, 
the more elastic is likely to be the demand for 
the types of labor which go to make the prod¬ 
uct" 

In the second place, **the smaller the part 
played by a factor of production in the pro¬ 
duction of a commodity, the more inelastic is 
the demand for it likely to be** Let us assume 
that a tile setter sets the tile around the fire¬ 
place of a house in one day, and that his wages 
are raised from $12 to $24 a day. This 100 per 
cent increase in his wages will raise the price 
of a house only $12, and will have very little 
effect on the number of houses built, and 
therefore on the demand for tile setters. The 
demand for tile setters will be inelastic. If, on 
the other hand, the construction of a house 
calls for 200 days of work by carpenters at a 


® For an able analysis of the demand for labor, see K. E. Boulding, Economic Analysis, pp. 220 ff. 
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cost of $1000, and carpenters* wages are raised 
100 per cent, the cost of the house will be in- 
crea^ $1000, considerably fewer houses will 
be built, and considerably fewer carpenters 
will be demanded. The demand for carpenters 
will be more elastic. 

In the third place, “f/ie better, and the 
cheaper, the substitutes for a factor of produc¬ 
tion, the more likely it is to have an elastic de¬ 
mand.** In some cases machines may be sub¬ 
stituted for labor; and if wages rise consider¬ 
ably there may be some increase in the use of 
machinery, and the demand for labor will be 
elastic. In the mining of coal, for instance, me¬ 
chanical loaders are used more in those dis¬ 
tricts of the West where wages are high than 
in other districts where they are low; more¬ 
over, the rise in wages which began in 1933 
led to increased purchases of mechanical 
equipment in most districts. It is our generally 
high wages that have led to the lavish use of 
machinery in this country. 

The supply of different types of labor in the 

short run 

Ck)nditions of supply in general cannot 
change quickly, yet the supply of any particu¬ 
lar type of worker may change considerably in 
a fairly short time. The supply of common la¬ 
bor for a particular kind of work may be in¬ 
creased almost indefinitely in a short time, 
because it is not difiScult to shift common, un¬ 
skilled labor from one line of production to 
another. The supply of even such skilled work¬ 
men as carpenters is not absolutely fixed, even 
for the very short run. There are ordinarily 
some unemployed carpenters, perhaps fairly 
efficient, who Wl take jobs on a day’s notice; 
and there are a number of what might be 
called “marginal’* carpenters, men who are a 
little too young or too old or too inefficient to 
be regularly employed, but who will be put to 
work if the demand is strong. Outside these 
limits, the number of skilled carpenters can 
only be increased in a few years, the time re¬ 
quired for apprenticeship. The supply of ex¬ 
ceptional, highly trained professional workers 

hi^y competent surgeons, for instance— 
can to increased very little in a short time, and 
only within certain limits even over a period 
of many years, because of the long training re¬ 
quired and because there are few men with 


the natural qualifications required for such 
work. 

The supply of labor in general in the short run 

The supply of labor in general can be in¬ 
creased somewhat in a fairly short time, but a 
very considerable increase can come only in 
the long run, through immigration or from an 
excess of births over deaths. That there can be 
some increase in a rather short time is shown 
by the increase in our labor force after we en¬ 
tered the Second World War. Many unem¬ 
ployed men found jobs; old men, boys, and 
women who were idle or employed only part 
time took such jobs as they could do, partly 
lured by the high wages oflFered and partly 
moved by a patriotic desire to help win the 
war. A considerable number of women can ht: 
drawn into industrial work within a fairly 
short time. Thus the total supply of labor is to 
some extent elastic, even in the short run, al¬ 
though an increase in the number employed 
brings in labor that on the whole is less effi¬ 
cient. 

The supply of different types of labor in the 
long run 

The supply of labor seeking employment in 
a given line of work is determined (1) by the 
attractiveness of the work, and (2) by the 
qualifications demanded for it. The qualifica¬ 
tions may in turn be either inherited or ac¬ 
quired. 

The attractiveness of various kinds of work. 
Not all people find the same conditions at¬ 
tractive. Many love to farm, to work outdoors, 
to work under their own supervision, to take 
care of livestock or machinery, to dig in the 
ground. Abel started this business, and many 
people will never get away from it. Others 
love the crowds and hustle of the city, like 
“people better than hogs,” or they may enjoy 
the physical qoipforts or the cultural advan¬ 
tages of the city. Some men enjoy mental work, 
others shirk it but do not mind hard physical 
work. Everywhere, however, people show an 
extraordinary adaptability to the conditions 
under which they work, and discount unattrac¬ 
tive conditions much less than it might seem 
they should. It is hard for most people to un¬ 
derstand how a man can endure die blood and 
filth in the shambles of a meat-packing plant, 
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or the stench of a garbage truck, or the danger 
in a riveter's job forty stories above the street 
or in a miner s work a thousand feet below the 
surface of the ground, or the terrible heat of 
a stoker’s job in the hold of a ship, or even the 
tedium of a bookkeeper’s task of balancing 
figures. Yet people become so at?ciistomed to 
such conditions that apparently they do not 
mind them very much, and their wages need 
not be much higher than those paid for pleas¬ 
anter work. 

To the extent tl 'it work is generally attrac¬ 
tive, however, it will call Qut a large supply of 
labor and wages will be low, relative to the 
wages paid for less attractive work which calls 
for the same amount of tj^aining and the same 
grade of natural ability. Laundry workers usu¬ 
ally receive higher wages than saleswomen in 
retail stores. Work which can be done in clean 
clothes and clean surroundings is likely to com¬ 
mand low wages. For this reason, some of the 
so-called white-collar workers are paid less 
than skilled artisans. Women are particularly 
sensitive to dirty and unpleasant surroundings 
and will often accept very low wages if they 
can work in good clothes, with pleasant asso¬ 
ciates, and in attractive surroundings. The 
chance of meeting men who may turn out to 
be sweethearts and husbands is in some cases 
an extra attraction for women workers, tending 
to reduce wages. In the building crafts, plumb¬ 
ers and plasterers often earn higher wages than 
carpenters, partly because their work is not as 
pleasant as that of carpenters. Working with 
wood, like fishing, is so attractive that some 
men do it for diversion, but it is difficult to 
imagine anyone joining up iron pipes or spread¬ 
ing gritty plaster on walls for the fun of it. 

Work which carries prestige is ordinarily 
sought eagerly and commands a relatively low 
wage. “Honour,” as Adam Smith said, “makes 
a great part of the reward of all honourable 
professions.” Teaching probably suffers in this 
respect. Musicians generally earn less than the 
natural talent and exacting and expensive 
training required would suggest as reasonable 
compensation, but there are “glory and honor” 
in musical performance. The law profession is 
somewhat overstocked with able men who have 
been attracted by the wide interest of the work, 
the dignity of throwing ponderous words at 
juries, and the chance of graduating to political 
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office. Adam Smith observed, on the other 
hand, that what he called the “brutal and 
odious business” of butcher was more profitable 
than most common trades, and that “the most 
detestable of all employments, that of public 
executioner,” was better paid than any com¬ 
mon trade in proportion to the amount of work 
done, whereas fishermen earned very small in¬ 
comes because so many men followed fishing 
as a pastime. The wages paid servant girls, in¬ 
cluding food and lodging, are generally higher 
than those paid salesgirls with similar character 
and training, because a position of social in¬ 
feriority is distasteful to most people. There is 
some evidence that the junk business is more 
than ordinarily profitable today, partly because 
there is not much honor and glory in it, and 
partly because junk dealers have to work in 
rather dirty surroundings, but partly also be¬ 
cause the business is fairly well monopolized. 

Some kinds of government service carry 
honor and dignity, and sometimes power, and 
as a result are poorly rewarded in money. A 
judge’s work is usually hard and exacting, yet 
lawyers are almost always glad to leave a re¬ 
munerative practice for a relatively modest 
salary on the bench. Men in the diplomatic 
service often find their salaries too small to en¬ 
able them to live in the style they must main¬ 
tain, but few have been known to turn down 
ambassadorships for that reason. The salaries 
of Senators, Congressmen, Cabinet officers, 
governors, and other government officials with 
prestige and power are not high, yet such of¬ 
fices are sought by men who prefer them to 
business positions that pay much more. In some 
countries, many subordinate government em¬ 
ployees are also paid relatively low salaries, for 
part of their compensation is honor and dignity, 
and in some cases the privilege of wearing 
decorative uniforms. 

So important is the element of power and 
honor in some public work that the amount of 
the salary, provided it is high enough for a 
decent living, has little bearing on the level 
of ability of those willing to engage in it. An 
increase in tlie salaries of high government 
officials would be as likely to lower as to raise 
the average character of the men, because men 
who seek such positions for the sake of the^ 
salaries paid would often be unfitted for public 
office. It has sometimes proved wise to pay 
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certAin public offloert no salary at all for work 
which does not take much time. If the work 
takes very much time, such a policy would 
close these positions to all who do not have 
independent means, and this might be an evil 
in a democracy, but it would tend to keep out 
men who lack the generous public spirit needed 
in some kinds of public work. In the profes¬ 
sions, and to a lesser extent in common labor, 
any policy which lends honor and dignity to 
a task will lower the wages necessary to secure 
a given grade of ability and training. Some 
business concerns have found that they can get 
better men for janitors by putting them in uni¬ 
forms and calling them porters. 

Work which calls for long and expensive 
training, such as most of the professions, is 
likely to attract a small supply of labor and to 
/)€ correspondingly well paid. Many young 
men cannot enter such lines because tiiey can¬ 
not afford the expense of training, and some of 
those who can afford it are averse to the hard 
work required. On the other hand, the rela¬ 
tively short time and small expense involved 
in training for stenographic work make it pos¬ 
sible for many girls to prepare for it, and keeps 
the wages low. The distinction between skilled 
and unskilled or common labor lies partly in 
the expense and time required for training. 
The expense of learning to be a carpenter or 
plumber is not very great, but an apprentice¬ 
ship, in some cases lasting for several years, 
may be necessary. Common laborers, at the 
other extreme may learn all they need to know 
in a few days, and this type of labor is there¬ 
fore always abundant and the wages are low. 

Qualifications required for various kinds of 
work. Wages may be high for a given kind of 
work because of the scarcity of the natural 
talents it requires. The most obvious example 
is seen in the field of music—^there was only 
one Caruso, there are only a few who have 
golden voices or other great musical talent. 
The income of musicians as a group is not high, 
but the few individuals who achieve great suc¬ 
cess earn princely incomes. Not many people 
can write successful stories or novels, although 
more may have the necessary natural abilities 
tiian we realize. The work a great surgeon 


or lawyer requirea natural abilities which are 
not very common; and even a good carpenter 
must have intelligence which many common 
laborers lack, intelligence which is probably in 
part inherited and in part the result of industry 
and application. Some unskilled laborers are 
unable to do any but the simplest tasks. The 
liigh wages which go to certain kinds of labor 
because of scarce natural talents may be 
thought of as quasi-rent—^something like rent; 
but it will not be profitable to carry this analy¬ 
sis very far. because all wages above the lowest 
have in them an element of this quasi-rent. 

The kind of work that calls for long and 
expensive training usually requires unusual 
natural abilities, and not all the income earned 
in such work should be regarded strictly as 
wages. As Adam Smith pointed out, some of it 
should be regarded as interest and amortiza¬ 
tion on the amount of the investment. Enough 
of the earnings should be set aside each year 
to return the principal of the investment dur¬ 
ing the period of productive work, with interest 
at the current rate. For instance, the National 
Bureau of Economic Research has estimated 
that the time and money cost of training for 
medicine is so much greater than that of train¬ 
ing for dentistry that the incomes in medicine 
would have to be 17 per cent higher to equal¬ 
ize the labor incomes in the two professions. 
The Bureau estimated that as a matter of fact 
incomes in medicine are about 32 per cent 
higher, 17 per cent due to the time and expense 
of training, and the rest of the difference a 
payment for higher abilities or attributable to 
deliberate restrictions on entering the medical 
profession, restrictions similar in purpose to 
those imposed by labor unions.* 

Wide ranges in incomes and average in¬ 
comes, Just what is the effect on wages of a 
few high prizes in a given occupation is a 
question which cannot be answered with as¬ 
surance. Marshall assumed that such an oc¬ 
cupation would be attractive out of proportion 
to the aggregate value of the prizes, pa^ be¬ 
cause young men of adventurous disporition 
are "more attracted by the prospects of a ^eat 
success than they are deterred by the fear of 
failure," and partiy because the social rank of 


^ National Bureau of Economio Resaardb, Incomes from Independent Professional Practice, Bulletin 
7 »^ 78 . 
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an occupation ^'depends more on the highest 
dignity and the best position which can be 
attained through it than the average good for¬ 
tune of those engaged in it/'* But a recent 
study of the professions of accountancy, con¬ 
sulting engineering, dentistry, law, and medi¬ 
cine, made by the National Bureau of Eco¬ 
nomic Research, failed to yield much evidence 
to prove the truth of Marshall's assumption. 
The Bureau agreed that a wide range of pos¬ 
sible income, with a chance for a very high 
income, was proLMy an attraction, which 
should mean that it would bring the average 
income down; but the statistical comparisons 
of these professions did not support this con¬ 
clusion. In range of income, the professions 
ranked as follows: consulting engineering, law, 
medicine, accountancy, and dentistry; and in 
size of income they ranked the same, except 
that accountancy moved up from fourth to 
second place. Thus consulting engineering, the 
profession with the highest variation in range 
of income, also had the highest average in¬ 
come; and dentistry, with the lowest range, 
had the lowest average. The only conclusion to 
be drawn from this study, and from other 
evidence, is perhaps that wide variation in 
incomes has less to do with the attractiveness 
of a given occupation, and with the average 
income received, than various other conditions 
in that occupation,® 

The supply of labor in general in the long run 

For the long run, an increase in the supply 
of labor must come largely from an increase 
in the population; and the population, as we 
have seen, is determined by tlie birdi rate, the 
death rate, and immigration and emigration. It 
is often said that the population, and to a large 
extent the labor supply, are determined by the 
standard of living, which we may define as the 
standard of con^otis and luxuries which men 
and women insist upon in preference to mar¬ 
riage or the rearing of children. In order to 
maintain this standard of living, marriage may 
be avoided entirely or be deferred until later; 
after marriage, children may be avoided or be 
limited to one or two. Two children is standard 
equipment for upper middle-class American 


homes. Any nation or region in which men de-* 
fer marriage, or at any rate defer the rearing 
of children until they are able to provide good 
home conditions and a good education for 
them, will have high labor productivity and 
high wages. 

The standard of living as thus defined is 
analogous to the cost of production of goods. 
Ill-trained, poorly educated children can be 
reared in large numbers at low cost, like the 
gimcracks sold in the Woolworth stores; but 
the cost of rearing healthy, well-educated chil¬ 
dren is high, like the cost of producing quality 
goods of any sort. ITie man who insists upon 
rearing only such children must content him¬ 
self with a modest number of them unless he 
has a fairly large income. 

Cost of production and wages 

We thus find that 'cost of production”—the 
standard of living, the number of things pre¬ 
ferred to marriage—^is the significant factor in 
determining the general level of wages in the 
long run, tlie long run in this case referring to 
a period of at least a generation. The longer 
the time under consideration, the more atten¬ 
tion we must give to this factor. If a nation or 
a region has a very high birth rate for a long 
time, it will almost surely have low wages, 
whatever the native quality of the labor; and 
for illustrations we need not go to India or 
China, for we can find them in certain parts of 
the United States. On the other hand, if the 
birth rate is persistently low or if emigration 
serves to keep the supply of labor down, wages 
may be high, even in rather barren and un¬ 
productive regions such as Wyoming, Nevada, 
and parts of Califoniia. 

Relation of supply to marginal productivity 

The entrepreneur, it will be remembered, 
wants labor for the sake of what it will pro¬ 
duce, and so marginal productivity is the im¬ 
portant factor behind the demand for lab'br; 
but marginal productivity must also be given 
some consideration in connection with supply. 
Accepting the demand and supply theory in 
general, we need the concept of marginal pro¬ 
ductivity to explain why, or under what eon- 


* Alfred Marshall, Principles of Economics, pp. 554, 555. 

♦Ibid. 
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ditions, an increase in the supply of labor may 
reduce wages. An increase in the labor supply 
does not necessarily or always reduce wages, 
as the history of the United States proves 
clearly enough; but if such an increase does 
reduce the marginal productivity it will reduce 
wages, because, under competitive conditions, 
labor gets its marginal product, or the value of 
that product, as a wage. If we were to adopt 
a marginal productivity theory of wages, we 
should have to explain marginal productivity 
by reference to the supply of labor, an increas¬ 
ing supply reducing the marginal productivity 
in a country subject to diminishing returns, and 
a dedining supply raising it. 

Why is the marginal (and average) produc¬ 
tivity of labor low in China and high in the 
United States? Largely because of the great 
supply of labor in China and the small supply 
in the United States—^in each case, supply in 
relation to the amount of natural resources and 
capital. Marginal productivity may be low for 
other reasons; but in comparing different coun¬ 
tries we find generally a close inverse correla¬ 
tion between the supply of labor and marginal 
productivity. We might state the principle as 
follows:^Supply is one of the most important 
factors affecting marginal productivity, and 
marginal productivity is the important factor 
behind demand. 

Relation of marginal productivity to wages 

Marginal productivity then tends to equal 
the wage paid, under competitive conditions. 
The productivity of the marginal laborer in one 
firm does not, of course, determine wages. The 
individual entrepreneur merely adjusts his 
labor supply to the wage determined in the 
whole broad field of demand for and supply 
of laborers. It is sometimes assumed, however, 
that if the concept of the labor margin is ex¬ 
tended to include the marginal laborer lU all 
firms, we may say, without falling into serious 
errbr, that marginal productivity determines 
the wage; but we should still have to explain 
the margin of employment in terms of the 
supply of labor, for marginal productivity is 
itself determined by various factors, one of 
which is the labor supply. 

Marginal productivity may better be thought 
of as the average productivity of aU the labor¬ 
ers in a marginal plant, for an increase in the 


population and the labor supply is more likely 
to result in the addition of more plants than in 
an increase in the size of existing plants. The 
optimum size of individual plants is governed 
largely by technological factors, and it is not 
certain that a change in the labor supply would 
affect it greatly; but an increase in the popular 
tion and labor supply will call for more produc¬ 
tion, which, if we assume that existing plants 
are of optimum size, will have to come through 
the building of additional plants. 

The productivity of the labor in such mar¬ 
ginal plants would, however, no more deter¬ 
mine the wage than would that of the marginal 
laborers in all the plants. Wages arc deter¬ 
mined by the broad conditions of demand and 
supply, and the employer in the marginal plant 
simply adjusts his operations to the wage which 
is thus determined. 

Summary of the wage theory under 
competition 

We are now in a position to summarize oui 
theory of wages under competitive conditions. 
: For both the short and the long run, wages 
' are determined by the general conditions of 
. demand and supply, with marginal productiv- 
; ity the important factor behind demand, and 
supply an important factor behind marginal 
productivity. For the short run, the labor sup¬ 
ply in a given kind of work refers to the num¬ 
ber of workers who are already engaged in 
that type of work or can shift into it cjuickly, 
whereas the supply of labor in general refers 
to the number of workers already employed or 
quickly available for employment at various 
wage rates. For the long run, the supply of 
labor in a particular line of work is determined 
by the attractiveness of the work and the qual¬ 
ities needed for it, whereas the supply of labor 
in general is determined by the birth rate, 
death rate, standard of living, and by immigra¬ 
tion or emigration. As in the case of general 
price analysis, the demand is much the same in 
the short and the long rim, but the supply 
differs for the two periods. 

To the extent that the economy and the 
labor market are competitive, labor of a given 
grade has the same marginal productivity in 
all firms and in all industries, and earns the 
same wage. In ,a purely competitive situation, 
labor would be so distributed among firms and 
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industries that no laborer could be shifted 
without reducing his productivity and there¬ 
fore reducing that of the economy. Pure com¬ 
petition thus represents the situation in which 
labor produces the maximum possible total out¬ 
put and earns the maximum possible wage. To 
the extent that there is deviation from pure 
competition, output and wages are reduced be¬ 
low this theoretical maximum. 

The student should again be warned that 
our analysis of wage determination assumes 
more exactness a^.d precision in the adjust¬ 
ment of economic facto] s than are found in 
actual life. Wages, in pure competition, tend to 
equal marginal productivity; but we have seen 
that there is no purely competitive industry. 
Even more definitely, there is no purely com¬ 
petitive labor market, for in such a market 
there would have to be a large number of 
buyers and sellers of a standardized quality of 
labor, so that no buyer or seller could affect 
the wage in any way; and there is of course no 
such labor market. In most labor markets there 
are only a few employers bidding for labor, 
and in many small towns and farming regions 
there are only a few laborers offering their serv¬ 
ices; furthermore, labor, even in a given kind 
of work, is more or less heterogeneous, differ¬ 
ing in health, strength, skill, reliability, and 
general sagacity. The requirements of a purely 
competitive market are lacking here. Labor is, 
moreover, a rather immobile commodity; and 
because of sentimental reasons or family ties or 
ignorance of comparative opportunities in dif¬ 
ferent localities or industries, it may work in a 
given place for less than the wage set by de¬ 
mand and supply. This is true of many farmers. 
Nor are employers all alike—^perfectly in¬ 
formed, perfectly selfish, perfectly heartless in 
their bargaining with labor—^as they would 
have to be to fit the conditions of a purely 
competitive market. No doubt a few employers 
pay labor more than the demand and supply 
wage, perhaps even sharing with them a little 
of the profits; but other employers beat their 
labor down below the wage level representing 
marginal productivity. The economic mill, like 
the mills of the gods, grinds rather coarse; but 
it does grind. Wages tend to equal marginal 
productivity in a competitive market. 


381 

Monopoly, monopolistic competition, 
and wages 

There is more or less monopoly in all urban 
industries, monopoly in the goods markets, and 
in the market for labor. Since it is in the urban 
industries that almost all labor is employed, 
it is necessary that we consider the problem 
of wage determination as affected by monopoly 
and by monopolistic competition. 

In industry. Because of the monopoly in 
the urban industries and in the markets for 
goods, employers in these industries do not 
produce as much goods, and therefore do not 
hire as many laborers, as they would if they 
were operating in a purely competitive situa¬ 
tion. Thus the effect of monopoly is to reduce 
the demand for labor because it reduces the 
output of goods. The monopolist or the monop¬ 
olistically competitive producer faces a demand 
curve which slopes downward to the right, 
and therefore he has an incentive for restrict¬ 
ing output. He does not gain the amount repre¬ 
sented by the value of the product added by 
the marginal laborer, the marginal product, as 
a competitive producer would, for he must 
subtract from it the amount he loses by lower¬ 
ing the price of all other units of his product. 
In other words, the amount added to his total 
revenues by adding the last or marginal laborer 
is the marginal productivity minus the loss 
from price reduction; Chamberlin calls this the 
“marginal revenue productivity.” It is of course 
less than marginal productivity; and since the 
monopolist gains less by adding laborers, he 
will hire fewer of them. Chamberlin concludes 
that “even a slight element of ^nonopoly neces¬ 
sarily reduces the remuneration of all factors 
employed in a given firm below the value of 
their marginal products.”’' 

Monopoly may depress wages not only di¬ 
rectly, by reducing the demand for labor in 
monopolized industries, but indirectly, by forc¬ 
ing labor into competitive industries and reduc¬ 
ing the marginal productivity and wages there. 
The monopolist does not have to pay more than 
competitive employers pay; and if the reduc¬ 
tion in his demand for labor forces wages down 
in the competitive industries, he may in turn 
be able to reduce his own wages to that dcH 
pressed level. 


^ Edward Chamberlin, The Theory of Monopolistic Competition, 3rd ecL, p* 181* 
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Monopoly reduces wages in another way. 
Since it restricts production, it reduces the sup- 
ply of goods and so reduces the real wages of 
all labor, in competitive as well as monopolized 
industries. Indeed, since the real income of all 
the people is the total output of goods of all 
the people, tliis restriction of output reduces 
the real income of all the people, except the 
monopolists. 

The monopolistic competitor, like the mo¬ 
nopolist, has a sloping demand curve, and 
therefore he also has an incentive for reducing 
production and for hiring fewer laborers than 
woiJd a purely competitive producer. Like 
the monopohst, he must lower his price as he 
adds units of output, and he can therefore pay 
labor only the marginal revenue productivity. 
There is this difference, however: since the 
monopolistic competitor faces competition and 
has to fight for customers, he must hire sales¬ 
men and advertisers; and it is possible tliat he 
may hire as many laborers as a competitive 
producer, but the energies of his salesmen and 
advertising staff will be to some extent wasted. 

It must not be assumed from the foregoing 
that wages in monopolistic and monopolisti¬ 
cally competitive businesses are determined by 
marginal revenue productivity. The monopo¬ 
lists and monopolistic competitors must adjust 
their production to the wage levels determined 
by the general conditions of demand and sup¬ 
ply. They have no control over the total supply 
of labor, and each of them represents only a 
very small part of the demand. 

In the labor market. If there were in the 
labor market, as in any purely competitive 
market, a large number of competing buyers 
and sellers, wages would be determined in ap¬ 
proximately the manner described early in 
this chapter, and the problem of wages would 
not need to concern us to any extent. Nor 
could there be a serious deviation from com¬ 
petitive conditions if there were but few buyers 
of labor and few laborers. This situation is often 
found in the market for farm labor. Most farm¬ 
ers hire only one laborer* if any. The employer 
and the laborer meet on substantially equal 
terms, because the farmer needs the laborer 
about as much as the laborer needs the job, 
and each has some alternative in making the 


wage agreement. Here the wage represents 
roughly the marginal productivity of labor; in 
fact, studies of farm wages indicate that the 
average wage of farm laborers is about the 
same as the "labor income"" of the farmer em¬ 
ployer. Somewhat like this is the situation in 
the hiring of maids, if we may judge by the 
ladies" complaints of the truculence of their 
maids. 

This simple picture does not fit the modem 
industrial economy, nor does the picture of a 
purely competitive labor market, witli an army 
of employers bidding for labor and an army 
of workers bidding for jobs. In many industrial 
communities the labor market represents mo¬ 
nopsony or oligopsony rather tlian pure com¬ 
petition. Monopsony is rare, but something ap¬ 
proximating it is found in communities where 
there is only one industrial plant employing a 
large number of laborers, as in tlie copper 
smelter at Anaconda, Montana; the mines of 
Butte, Montana, and Bingham Canyon, Utah 
—^indeed, many mines in various parts of the 
country—and some of the cotton textile mills 
in New England and the South. The employer 
does not control the wage rate completely in 
such communities, for no community is entirely 
isolated from the rest of the industrial area, 
and laborers can move to other places, or shift 
to other kinds of work, if wages are thought to 
be higher elsewhere. This means merely that 
the single industrial plant is not an absolute 
monopsonist in the labor market, but it may 
pay wages which are definitely below a com¬ 
petitive level, particularly if tlie laborers are 
rmorganized. 

If the labor employed by a labor monop¬ 
sonist is strongly organized, it may induce the 
employer to produce more and to hire more 
labor, than if it is unorganized. In the latter 
case, the monopsonist employer may be able 
to hire labor more cheaply if he hires less; but 
if the labor is strongly organized it may set 
standard wage rates which the employer must 
pay no matter bow many workers he hires, and 
so eliminate the incentive for restricting output 
and reducing his labor force.^ 

Oligopsony in the labor market is much more 
common than monopsony. In many industrial 
cities there are only a few employers ot certain 


* Maxy J. Bowman and George Bach, Ecammic Analysis and Public Policy, pp. 474, 475. 
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kinds of specialized labor, and they may pay 
somewhat less than a purely competitive wage. 
In some cases they are organized in employers* 
associations which offer a united front in deal¬ 
ing with labor, in this way shifting from oligop¬ 
sony to monopsony, with a resulting increase in 
their bargaining power. 

In some labor markets there are too many 
employers to constitute either monopsony or 
oligopsony, yet they are too few and too strong 
to suggest anything approximating pure com¬ 
petition. In the m'^rket for retail sales labor in 
a city, for instance, there are many employers 
seeking labor; yet the owner of a big store who 
employs several hundred men and women is 
by no means in a purely competitive position, 
and he may keep wages below a competitive 
level. Such a concern as Montgomery, Ward & 
Company, notorious for its bad treatment of 
labor, is able to obtain the labor force it wants. 
But even in such a labor market, a ground 
swell of competitive forces is at work. Supply 
and demand operate, haltingly and fumblingly, 
to set a general level of wages which the em¬ 
ployer must pay if he is to keep a full force of 
workmen. Laborers have some choice among 
employers, particularly in times of prosperity 
and brisk demand for labor. If an employer 
pays lower wages than those prevailing gen¬ 
erally or if he provides poorer working con¬ 
ditions, he is likely to have to use less efficient 
laborers, those who cannot find work else¬ 
where, and he may also have a greater labor 
turnover because his workmen will be trying 
to find jobs elsewhere, and some of them will 
succeed. A high labor turnover, with the re¬ 
curring necessity of training new men for jobs, 
may involve considerable expense; and for this 
reason, if for no other, employers are likely to 
want to keep their working force contented. 
Unusually efficient workmen obviously are al¬ 
ways in a stronger bargaining position than the 
ordinary run of labor, and may be able to bar¬ 
gain a little with their employers. 

Labor unions and wages 

Opposed to employers* associations are pow¬ 
erful labor organizations, or imions, some of 
them definitely labor monopolies. Some of the 
unions are closed; that is, they try to keep 
down the number of members by long ap¬ 
prenticeship requirements, high initiation fees. 
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and in other ways. Other unions are open; that 
is, they do not try to limit membership sub¬ 
stantially. Both types try to maintain the closed 
shop —^that is, keep non-union workers out-- 
but their strategy in regard to wages is some¬ 
what different. 

A closed union often tries to maintain mo¬ 
nopoly wages by restricting the supply of labor 
in its particular line of employment, in this 
respect operating in the same way as the alu¬ 
minum, sulphur, or glass container monopoly 
does in selling its products. If such a union can 
keep its membership down, and can compel 
the employer to maintain a closed shop, it can 
keep wages above a competitive level without 
any wage negotiations or strikes, just as some 
of the lumbermen’s associations, by reducing 
the output of lumber, were able to raise the 
price of luml^er without insisting on the main¬ 
tenance of price lists. A reduction in the supply 
of plumbers always raises wages, because the 
demand curve for plumbers* services, like prac¬ 
tically all demand curves, slopes downward to 
the light, and a smaller supply can find em¬ 
ployment at higher wages. Most closed unions 
have gone further than this, however, have de¬ 
manded high wages, in some cases so high that 
some of their own members have been unable 
to find employment, somewhat as if the sulphur 
monopoly had restricted production and at the 
same time set prices so high that not all, even 
of the reduced supply, could be sold. Closed 
unions are labor monopolies, and they ai*e often 
able to raise wages definitely above a competi¬ 
tive level but not above the level of marginal 
revenue productivity, because the employer 
would reduce profits if he hired labor at wages 
above this level. If such unions were strong 
enough to force employers to pay wages above 
this level, an employer would find it expedient 
to hire fewer workers, thus raising the marginal 
revenue productivity to the level of the wages 
demanded. 

Open unions, on the other hand, do not try 
to limit the supply of labor. In this respect they 
differ from closed unions and from most mo¬ 
nopolies, for the most important element in 
monopoly is control over supply, and most mo¬ 
nopolies raise prices by restricting supply. An 
open union may be strong enough to force 
wages above a competitive level, but if it does, 
it presumably throw some of its members 
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out of work. Such a union could probably not 
raise wages as high as a closed union, but any 
given increase will create more unemployment. 

Labor unions do not necessarily iorce waj^s 
above a competitive level. If modest in their 
demands, they may merely bring wages up to 
a genuinely competitive level. V^ere labor is 
unorganized, particularly if employers are 
strongly organized, there is a strong possibility 
that labor may receive less than this wage, for 
bargaining between the employer of ^,000 
laborers and any one of the workmen does not 
represent a truly competitive process. Organ¬ 
ization may merely give the laborers bargaining 
power equal to that of the employer. 

Theoretically, a labor union in a single plant 
in a competitive industry can raise wages very 
little in the long run, unless the plant is earn¬ 
ing exceptional profits. If it is an average or a 
marginal plant, it will produce at cost; and if 
the union forces wages above the level paid in 
other plants, the employer’s profits will be re¬ 
duced while competing plants will be in a posi¬ 
tion to expand. The long-nm result will be that 
the unionized plant will have to close down, or 
at any rate will lag more and more behind non¬ 
union plants. Slichter gives several illustrations 
of this.® 

In some cases, labor unions do force wages 
above a competitive level, to the detriment of 
non-unionized labor—^which includes about 75 
per cent all labor—^and of the public generally. 
The extent to which the monopoly wages of 
some unions reduce the real wages of unor¬ 
ganized labor depends on the character of the 
unionized firm. If it is a tight monopoly, out¬ 
side laborers and the general public may suffer 
less than if it is almost perfectly competitive. 
A strong union in a tightly monopolized con¬ 
cern like the Aluminum Company of America 
might force wages up considerably; yet the 
company, enjoying a high inflow of monopoly 
profits, might absorb at least part of the wage 
increase. To a lesser extent, diis may be true 
of a monopolistically competitive firni. A se¬ 
verely competitive industry, on the other hand, 
such as the cotton goods industry, would have 
to throw most of &e wage increase onto the 
public in the form of hi^er prices. Such an 
industry would show no cxmsiderable pure 


profits and producers would sell at cost of 
production prices, or perhaps a little above, 
and hence would be unable to absorb much 
of the wage increase. Since the demand curve 
for cotton goods is fairly elastic, the industry 
would be obliged to reduce production and 
employment, thus throwing more labor into 
outside unorganized fields. Probably the total 
wages paid within the industry and in outside 
industries would be reduced. 

A monopoly union, by forcing wages above 
a competitive level, reduces the sum total of 
consumer utilities, decreases employment in 
the industry, and forces labor into other kinds 
of employment, thus reducing marginal pro¬ 
ductivity and wages in these other lines of 
work. Q)nsumers suffer as well as this dis¬ 
placed labor, for they are obliged to use the 
products of non-unionized labor when they 
prefer products made by union labor—at least 
this preference can be assumed because they 
will pay more for such products. 

We have assumed here that the laborers 
crowded out of the industry find employment 
in other kinds of work. Theoretically they 
should do so in the long run; actually, how¬ 
ever, they may find jobs only after a consider¬ 
able time, and in this case the union would 
create unemployment. Such conditions would 
result in higher wages for union members, 
fewer of the monopoly-produced goods, and 
little or no increase in the production of other 
goods; while the unemployed might have to be 
supported by relief payments which would 
bring increased taxation, higher costs, and still 
further reduced production throughout indus¬ 
try. If union wages were very high, some of 
the members might be unemployed; in fact, so 
many might be unemployed that total wage 
payments, even to union members, would be no 
more, or conceivably even less, than they 
would have been at a lower wage rate. Sudi 
conditions as these have actually prevailed in 
some tightly organized industries. 

If all laborers were organized, could they 
force the wages of all groups up? A generatkm 
or two ago, most economists would have said 
no, and even today many would say that th^ 
could not raise wages very much. Strict logio 
leads to the conclusion, as Ga^iardo suggests, 


* See Stunner H. Sliebter, Vnidn Fciide^ and Jndustrkd Management^ chap. 
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that the power of labor unions to raise wages 
is inversely related to the proportion of labor¬ 
ers organized, that the unions gain largely at 
the eaqpense of the unorganized classes, and 
that if there were no unorganized classes to 
exploit in this way, the unions could gain little 
for their members. This general conclusion is 
subject to two qualifications, however. In the 
first place, fully organized labor might be able 
to divert something from profits, particularly 
from monopoly profits, force better manage¬ 
ment on employer, and in one way or another 
induce greater efficiency and lower costs. In 
the second place, even if all of what we call 
the laboring class were organized, there might 
be other unorganized classes—^farmers, retail¬ 
ers, service employees of various kinds, teach¬ 
ers, and professional workers—^which the or¬ 
ganized laborers could exploit. If all these were 
organized too, if unionization covered all 
classes, the most powerful labor unions, those 
in the strongest strategic position, like the rail¬ 
way workers, would still be able to exploit the 
weaker groups to some extent. 

Laborers and employers both monopolized 

In much of our discussion of trade unions, 
we have ignored the fact that employers are 
more or less monopolized. We shall now bring 
our analysis closer to reality by considering the 
situation that develops when a monopoly labor 
union deals with an employer who is a monop¬ 
olist not in the labor market but in the market 
for goods. In this case both parties to the wage 
negotiations tend to force a reduction in output 
and an increase in price. The monopolist al¬ 
ways has an inc'entive to reduce output, and 
the pressure of a tight labor monopoly gives 
him an additional incentive, by raising his mar¬ 
ginal and average total costs. The situation 
may be graphed as in Fig. 38. 

The curves in this graph should be familiar 
to the student, except curve M'C', which rep¬ 
resents the increase in marginal cost due to the 
monopoly wages exacted by the union. If the 
producer had been in a competitive business 
he would have produced Oc units at the price 
Od, becaxise m is the point of lowest average 
total unit costs. If there had been no labor 
union, Ob units would have been produced, 
because the marginal cost curve crosses the 
marginal revenue curve at p, above fe. But with 
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monopoly wages, the marginal cost curve is 
raised to M'C'; hence the output is Oa because 
the new marginal cost curve cuts the marginal 
revenue curve at n. Thus the employer's mo- 
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nopoly position reduces output from c to b, 
the labor union monopoly reduces it further 
from b to a, and the price rises from the com¬ 
petitive level at d to g and then to h. 

But suppose that the monopoly labor union 
is dealing with an employer who is a monopo¬ 
list not in the goods market but in the labor 
market, let us say a powerful monopsonistic 
employers' association. We have seen that here 
a labor union, by compelling the employer to 
pay the same wage no matter how many la¬ 
borers he hires, removes one incentive for him 
to reduce output and curtail his labor force, 
and so may actually increase output and em¬ 
ployment. But the employer who is competitive 
in the goods market must sell his output for 
the price set by demand and supply, over 
which he has no control; and if the union de¬ 
mands too high wages and he is covering only 
costs of production, he may find himself unable 
to cover costs and be obliged to leave the field. 
In this case there will be a reduction in output, 
higher prices of goods, and reduced employ¬ 
ment of labor. 

Such a situation as this is unusual, for nearly 
all employers who have monopsonistic power 
in the lal^r market also have some maaopcdy 
control in the goods market, some control over 
their prices. In this case, the employe xnonop* 
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oly and the labor monopoly will both tend to 
reduce output and employment and raise the 
prices of goods. 

What has been said here must be construed 
not as an argument against labor organization 
in general, but merely as an analysis of some of 
the possible evil results. Marshalls conclusion, 
that labor as a whole suflFers from the monopoly 
wages paid to strongly organized labor, that “it 
is the many who have been pushed down, and 
the few who have been pushed up,” is ap¬ 
parently valid. 

In the long run, however, an important effect 
of labor organization, if the unions are open, 
may be to bring into the unions a particularly 
high grade of men. The high wages paid or¬ 
ganized plumbers, carpenters, brick masons, 
and plasterers frequently induce the most skill¬ 
ful workmen to join the unions; and building 
may be no higher with this skilled union labor 
than with the less able unorganized labor. In 
such a case, the e£Forts of the union to raise 
wages are evidently futile, for wages are no 
higher than they would have been without 
labor organization. It is of course possible, how¬ 
ever, that high monopoly wages may attract a 
higher grade of workmen than is needed for 
the particular kind of work, and thus waste 
human talent. 

This principle is important in relation to 
man)& types of public employment, in which no 
labor organizations are involved. It is difiBcult 
for a public agency to underpay or overpay its 
employees in the long run, for in the long run 
the grade of labor hired will tend to be ad¬ 
justed to the wages paid. A state department 
or a high school or college that pays low sala¬ 
ries will tend in the long run to get about as 
much real ability as it pays for. There are many 
exceptions to this—^many able men serving for 
small salaries and many amiable nonentities 
drawing handsome pay checks—^but there is a 
rough validity in the rule. 

Government wage fixing 

One of the New Deal labor laws, the Fair 
Labor Standards Act, provides for the estab¬ 
lishment of minimum wages in certain in¬ 
dustries. What are likely to be the results of an 
effort to fix wages above the equilibrium level? 
According to strict theory, it should throw some 
workers out of employment. If conditions of de¬ 


mand and supply fix the wages of girls work¬ 
ing in department stores at 30 cents an hour, 
it may be assumed that 30 cents measures 
roughly the marginal revenue productivity of 
this type of labor, and that a government-de¬ 
termined wage of 40 cents will deprive of jobs 
those who are not worth 40 cents. As in the 
market for goods, a price fixed above the equi¬ 
librium price tends to reduce the amount sold. 
But it is not absolutely certain that a minimum 
wage, if not too high, will cause much unem¬ 
ployment. Employers might find that they 
could offset much of the increased cost by in¬ 
creasing their own efficiency, by cutting other 
costs here and there, or some might even be 
content with slightly lower profits. They would 
probably be able to hire a better class of work¬ 
ers, and costs might not rise very much. 

Wage differentials 

To the extent that there is competition, the 
wages of any given kind of labor should and 
indeed do tend toward equality; yet they dif¬ 
fer considerably on the basis of such factors as 
type of industry, size of community, size of 
establishment, and extent of labor unioniza¬ 
tion, among others. Wages are generally lower 
in the South; lower in northern than in south¬ 
ern New England; lower in southern Penn¬ 
sylvania, Maryland, and Delaware than in New 
York, New Jersey, and northern Pennsylvania; 
lower in Kansas, Nebraska, and the Dakotas 
than in the states farther north and east—Ohio. 
Michigan, Indiana, Illinois, Wisconsin, and 
Minnesota. The most conspicuous wage dif¬ 
ferential is between the North and the South, 
wages in certain industries running from 10 to 
20 cents higher in the North than in the South, 
and even more in some cases. In the fertilizer 
industry, wages are about twice as high in the 
North as in the “deep South”—South Carolina, 
Georgia, Florida, Alabama, Mississippi, Arkan¬ 
sas, and Louisiana. The factors behind this 
difference are difficult to appraise, but Perlman 
emphasizes “the fact that the South has been 
comparatively undeveloped industrially, and 
there is a larger supply of labor available there, 
with comparatively little training. The low 
money income which agriculture in that area 
can offer to many of these employees, and the 
consequent abundance of labor means that 
many southern plants have been able to get a 
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labor force with much lower wages than typical 
northern plants.” Other factors, probably less 
important, are the lack of widespread labor 
unionization, and a somewhat lower cost of 
living due to the warmer climate, cheaper 
housing, and lower expenses for fuel.^® 

The wages paid in different industries show 
great variations. Average hourly wages in 1937 
ranged from 97 cents in the petroleum refining 
industry to 25 cents in the manufacture of cot¬ 
tonseed oil, cake, and meal. There are various 
reasons for these uifferences. Most of the low- 
wage industries, as for instance the cottonseed 
oil, cake, and meal, and the cotton goods and 
fertilizer industries, are in the South, where 
average wages are low, to some extent because 
of the employment of Negroes; many of these 
industries employ women, whose wages are 
usually lower than those paid men; and many 
of them employ a large proportion of unskilled 
labor. Since 1937 such wages have risen con¬ 
siderably, but wage differences persist. 

Average wages tend to vary directly with 
the size of the community in which the industry 
operates. In the meat-packing industry in 1937, 
average wages in communities of from 25,000 
to 50,000 population were 61.8 cents per hour, 
whereas in metropolitan areas of 1,000,000 and 
over they were 69.9 cents. The reasons for this 
differential appear to be the lower cost of liv¬ 
ing in small communities, the fact that labor 
is less generally organized there, and probably 
also the fact that the larger plants are more 
often located in the large cities. Usually, al¬ 
though not always, wages are higher in larger 
plants, because the better organization of such 
plants gives labor a higher productivity. 

How can high-wage plants in the larger 
cities compete with small-town plants which 
pay lower wages? If the wage differences rep¬ 
resent only higher labor productivity in the 
larger urban plants, these plants can of course 
compete on even terms; but to the extent that 
the wages are due to a higher cost of living or 
to more general unionization, it appears that 
employers there are at a competitive disad¬ 
vantage and that they could produce more 
cheaply if they moved out of the large cities. 
As a matter of fact, this is exactly what some 
of them are doing. In many industries there is 
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a tendency for plants to move to smaller com¬ 
munities; but lower wages are not the only 
reason for this shift, for taxes are usually lower 
too. 

In many but not all industries, wages vary 
with the size of the company. In the manu¬ 
facture of electrical goods, the average hourly 
wage for the “Big Three” in 1937 was 82 cents; 
for the intermediate-sized companies, 67 cents; 
and for the small concerns, 59 cents. In the 
meat-packing industry, the averages were 70 
cents for the “Big Four," 64 cents for the in¬ 
termediate-sized concerns, and 56 cents for 
the small packers. Since the large companies 
are not losing ground to the small ones, the high 
wages they pav apparently do not mean higher 
costs but are compensated by high productiv¬ 
ity. Laborers work harder for large companies 
than for small ones, and their working equip¬ 
ment is usually superior. In some iiidustries, 
however, there is no appreciable difference in 
the wages paid by large and by small com¬ 
panies. 

Unionized labor generally receives higher 
wages tlian non-union labor. In the manu¬ 
facture of wooden household furniture, the dif¬ 
ference averaged 13.1 cents; in northern meat¬ 
packing plants, 6.1 cents; in the shoe industry, 
7.6 cents per hour; and in the building trades 
it is sometimes considerably greater. 

Importance of wage rates 

Wages present the most important problem 
in distribution, for they represent the payment 
received by the people for their labor, which 
is the only productive resource that most of 
them have. We need not be greatly concerned 
if rents are low, for rents are not earned by 
productive labor, and they usually constitute 
an income in addition to the wages that the 
landowner earns, or can earn if he works. If 
interest rates are low, it means merely that 
there is an abundance of capital, generally a 
fortunate circumstance. Money lenders may 
suffer a reduction in income, but they are usu¬ 
ally people of some means, and they can work 
and earn wages if their interest receipts fall too 
low. Profits are normally earned by men of the 
upper classes who do not suffer serious hard¬ 
ship if the rate drops. But considerably more 


Temporary National Economic Committee, Monograph No. 14. This monograph, wriitten by Perl¬ 
man, is an excellent analysis of wage differentials. 
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than half our people work for wages and re¬ 
ceive practically their only income as wages. 
If wages are low it means that most people 
must live poorly, and this is a far-reaching and 
serious evil. 

Public attitude toward wage rates 

So obvious is this that one might think that 
everyone would want wages to be high; indeed 
most people, even in the employing classes, 
doubtless believe that they would be glad to 
see wages high and workers living well. But in 
reality, most of the upper classes do not want 
wages, except their own, to be high. As John 
Stuart Mill has said: '"One may be permitted 
to doubt whether, except among the poor 
themselves (for whose prejudices on this sub¬ 
ject there is no difficulty in accoimting) there 
has ever yet been, in any class of society, a 
sincere and earnest desire that wages should be 
high. There has been plenty of desire to keep 
down the poor-rate; but that done, people 
have been very willing that the working classes 
should be ill off. Nearly all who are not la¬ 
borers themselves, are employers of labour, and 
are not sorry to get the commodity cheap.'* 

A little economic analysis will prove that 
there is logic in this, that only if many workers 
earn low wages can the upper classes make 
their high incomes cover the requirements of 
luxurious living. The rich and well-to-do can 
afford maids because the wages of maids are 
low; they can afford practically all the meats, 
fruits, and vegetables they want because the 
men who produce these commodities work for 
little and sell at low prices; they can wear fine 
clothes and furnish their houses with fine rugs, 


curtains, and furniture because the cost of these 
things needs to cover only modest wages for 
the workers who produce them; they can dine 
at luxurious restaurants and hotels because the 
employees work for very modest wages. In 
short, they can buy all these goods and services 
at low or reasonable prices because many 
workers, whose wages are the most important 
element in costs, are not paid much. 

Now suppose that labor for some reason be¬ 
comes so scarce that all workers must be paid 
a really high wage—say $40 a week, or $2000 
a year—and see what changes this will make in 
the standard of living of a man receiving $6000 
a year. A maid at $40 a week will take one- 
third of his salary, so he will probably have to 
do without a maid; a laimdr^oman at more 
than $6 a day he may afford, but this will take 
nearly $300 a year and he will squirm when he 
pays it; the turkeys that he formerly bought for 
festive occasions at 40 cents a pound will now 
cost about $1.00 a pound, to provide the farm¬ 
ers* $2000 a year, and our gentleman may be 
inclined to shift to hamburger steak occasion¬ 
ally; if the workers who make his wife's dresses 
and his own clothes are to receive $40 a week, 
his clothing bill must go up about 100 per cent, 
which means that both he and his wife will 
have to cut down their clothing expenditures 
to a modest figure; if the salespeople in the 
stores are to receive $40 a week, all retail prices 
will have to be much higher. Our $6000 man, 
finding that the higher wages of other workers 
have taken at least half the purchasing power 
of his salary, will undoubtedly long for the 
good old days when there were many poor 
people who had to work for small wages. 


QUESTIONS 

1. What do you mean by distribution? Does each factor of production get what it produces? 
Does it get what it is worth, in pure competition? In monopoly? What do you mean by 
“what it is worth"? 

2i Why is the problem of distribution more important today than it was a century ago? 

3. If you accept the demand and supply theory of wages, what remedies for low wages seem 
most obvious? Does the marginal productivity theory emphasize somewhat different reme¬ 
dies? Is a reduction in the number of laborers indicated by both theories? 

4 . Will an increase in the supply of efficient entrepreneurs benefit all the other three factors? 
Will an increase in the efficiency of any of the factors benefit the rest? Why? Analyze each 
case carefully. ^ 

5« “Demand and supply work in a peculiar manner in the determination of wages. In wheat, a 
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high price brings out a large supply. In labor, a high wage results in a supply*^ Is this 
comparison logical? 

6. An increase in prosperity causes an increase in the marriage rate, but the marriage and birth 
rates are low in prosperous communities. Explain. 

7. Has there been a close relation between the public lands and wages in the steel mills? Be¬ 
tween the public lands and wages of college professors? Lawyers? 

8. Is it possible for wages to rise while the population is increasing? If the population continued 
to increase, at what point would wages cease to rise? 

9* Does the Malthusian principle have any relation to wages anywhere in the United States? If 
the supply of carpenters, or musicians, or nurses, or farm lal)orers, or lawyers, or any other 
kind of laborer were smaller, other conditions remaining the same, would their wages not be 
higher? Fron. this, would you dare conclude that if the total population of the United States 
were smaller, all wages would be higher? 

10. Is it the present or the past standard of living that affects present wages more? What do you 
mean by “standard of living*? 

11. “In estimating the cost of production of efiBcient labor, we must take the family as the unit.** 
Why? 

12. “History has been a race between the capitalists, in their efforts to develop wealth, and the 
laborers, in their efiForts to people the earth. Had the capitalists done less well, the laborers 
would have suffered the Malthusian check; and had the laborers done less well (in multiply¬ 
ing), they would not be poverty-stricken today.** Do you agree? 

13. Marshall says that if an occupation offers a few extremely high prizes, its attractiveness will 
be increased out of proportion, and wages will be relatively low. Is there statistical evidence 
to prove this? 

14. Does competition tend to equalize wages? 

15. If the number of laborers in a plant is doubled and the marginal product reduced, is the pro¬ 
ductivity of all the men previously employed reduced? Do they all produce the same? 

16. Why are some of the dirtiest jobs in a packing plant the worst paid? Why do assistants in a 
university, who have the hardest work, receive the lowest wages? 

17. How can we bring the wages of the lowest class of laborers up high enough to provide a de¬ 
cent living, when the marginal revenue productivity of such workers is not equal to that 
wage? Will they have to be given more than they add to the total production? 

18. “The trouble is, the higher wages go, the less the laborers will work because the less they 
have to work to keep themselves. Higher wages only mean fewer working days and more 
time to loaf.** Do you agree? 

19. What do you mean by the “marginal productivity** of labor in competitive industries, and 
the “marginal revenue productivity** of labor in monopolized industries? Is it true that in a 
competitive industry wages tend to be equal to marginal productivity? Is it correct to say that 
wages are determmed by marginal productivity? Explain. In what case might we say that 
marginal productivity is the wages? For what two reasons may marginal productivity be low? 

20. If men with the qualifications needed to become chancellor of a university were extremely 
common, and men with strong enough backs to carry a hod of mortar were very scarce, might 
chancellors be paid 50 cents an hour and hod carriers $10,000 a year? If so, would the chan- 
cellor*s son dare to date the hod-carrier*s daughter? 

21. President Roosevelt planned to ask Congress to raise the minimum wage in some industries 
to 60 cents an hour. If many laborers are working for less than this amount, what would be 
some of the possible results of this increase? 

22. ‘Women's wages are frequently lower than men's, not only because in some occupations 
women produce less than men, but also because, even when they produce equally, the 
women’s standard of living is lower in that they usually do not support a family and are often 
not entirely dependent on their earnings.” Discuss the logic of this. 
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23. In pure competition, labor would produce the maximum possible output and would earn the 
maximum possible wages. Why? 

24. In what ways does monopoly in the goods market tend to reduce wages? 

25. If all laborers were organized, could they force the wages of all labor groups up? Discuss 
fully. 

20. If the wages of plasterers are raised far above the competitive level, it tends to lower the 
wages of carpenters. Why? 

27. "In order that laborers may get the value equivalent of their marginal product, it is not nec¬ 
essary that they have bargaining power equal to that of employers; it is only necessary that 
there be keen competition among employers.” Comment on this. 

28. Why are wages higher in the North than in the South? In big cities than in small cities or 
towns? In large companies than in small ones? 



Chapter 27. 

Labor Problems 


Throughout history there have been a small 
directing, ruling class, and a large class of 
workers subject in greater or less degree and in 
various ways to its authority. In ancient times, 
the pharaoh, Inca, king, or emperor held ab¬ 
solute power over his nation of slaves; in feudal 
times it was the king or nobles who, under cer¬ 
tain regulations and restrictions, controlled the 
slaves or serfs who did the common work; in 
modem times, it is the employers who, under 
the wage system, direct the labor of theoreti¬ 
cally free workers, provide them with machines 
and materials, and pay them wages for their 
work. Looking back over the sweep of cen¬ 
turies, we see a rise in the status of labor, al¬ 
though the position of many laborers is still 
one of subservience. 

Labor problems in the past 

Labor problems as we see them are quite 
modern. Although Plato and Aristotle discussed 
certain economic problems with considerable 
sagacity, they paid no attention to labor prob¬ 
lems, for most of the work was done by slaves 
and so there were no labor problems in the 
modern sense. This was also true in ancient 
Rome, and in much of Europe well into medie¬ 
val times. During the medieval period the pop¬ 
ulation was almost entirely agricultural; and the 
few non-agricultural laborers were mostly self- 
hired craftsmen who sold their wares for what¬ 
ever they could get, and were tlierefore gen¬ 
erally unconcern^ about wages. Later in that 
period^ however, the spread of Christianity 
brought a change in attitude, in that slavery 
was condemned and the dignity of labor was 
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recognized; while with the growth of towns 
and the rise of the craft gilds, labor attained a 
new position of freedom. The mercantilists, in 
the sixteenth and seventeenth centuries, were 
chiefly concerned with building a rich and 
powerful nation by various means, particularly 
by maintaining a favorable balance of trade 
and an inflow of the precious metals; and their 
idea of state building was hostile to the inter¬ 
ests of labor because they favored a high birth 
rate and generally low wages as a means of 
securing the large exports needed to maintain 
the balance of trade. 

In the early American colonies, and even in 
the early years of the Republic, the situation 
was somewhat like that of medieval times. In 
the southern colonies much of the work was 
done by slaves, and in the northern colonies 
there were indentured servants whose status 
was that of slaves for the term of indenture. 
The generally aristocratic philosophy of the 
colonists is shown not only by the toleration of 
slavery and indenture, but by the disfranchise¬ 
ment of propertyless men and by the prevailing 
lack of respectful consideration for labor. Even 
Thomas Jefferson, the great Democrat, was 
fearful of the growth of “mobs” of laborers in 
our cities if great industries were developed. 

Labor s position w'as one of little dignity, 
and unhappy in other respects. The workday 
was twelve hours or more, the factories were 
dirty and unsanitary, and conditions otherwise 
were desperately bad, as compared with mod¬ 
ern standards. Yet we must remember that 
other classes lived hard lives too, judged by 
modem standards. As long as there was free 
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land along the frontier, some laborers had a 
means of escape from intolerable working con¬ 
ditions; and ^though there were some bitter 
labor struggles, labor problems, as such, never 
became important until after the Civil War. 

The vast growth of American industry over 
the past century, the decline of individually 
owned small businesses, the shift from an agri¬ 
cultural to an industrial economy, the increase 
in size of industrial plants, the growing con¬ 
centration of business control, and the increas¬ 
ing proportion of the people working for wages 
—all these factors have tended to make labor 
problems more important than ever before, and 
increasingly so with the passage of time. 

iNDUBTBiAii Class Alignments in the United States, 
1880 AND 1039 ^ 


Percentage of all 
Gainful Workers 
1880 1930 


All employees 

63.1 

81.2 

Wage earners 

5«.7 

54.8 

Clerical and sales employees 

6.5 

18.3 

Professional employees 

2.8 

5.6 

Managerial employees 

l.l 

3.0 

All enterprisers (self employed or em¬ 
ployers) 

36.0 

18.8 

Farmers 

« 7.8 

11.8 

Business enterprisers 

8.0 

6.1 

Professional practitioners 

1.1 

0,9 

All gainful workers 

100.0 

100.0 

The general shift of economic classes since 


1880 is shown in the accompanying table. 
Striking features of this table are ^e percent¬ 
age increases in all employees, iii clerical and 
sales employees, and in professional employees, 
and the decline in all enterprisers and farmers. 
Today more than three-fourths of those who 
work for a living sell their labor to an em¬ 
ployer. 

Before taking up the efforts of laborers to 
organize for the improvement of working con- 
ditons, it will be well to consider what those 
conditions were in the past and what they are 
today. A brief consideration will show that al- 
diouj^ many laborers used to work long hours 
for wretdmdly low wages and some stffl earn 


very little, conditions have improved vastly in 
most respects. 

Wages 

A hundred years ago, everywhere in the 
world, including the United States, most la¬ 
borers in retail stores and in the rapidly increas¬ 
ing factories and mines received very low 
wages, as compared with those of today. In 
1825, women and girls in Manchester, Eng¬ 
land, earned from $2.50 to $3.75 a week, and 
women in the Waltham cotton mills in Mas¬ 
sachusetts earned little more. Unskilled men 
averaged about a dollar a day, and children of 
course much less. In 1801, Slaters mill in 
Rhode Island was reported as employing 100 
children from four to ten years of age, who 
were paid from 12 to 25 cents a day. In the 
Lowell, Massachusetts, textile mills in 1845, 
the average wage for women was about $3.15 
for a six-day week of 121s hours a day; but board 
and lodging cost only $1.25. Domestic servants 
earned around 75 cents a week, with board and 
something that passed for living quarters. 

Although such wages seem pathetically 
small, they must be considered against the 
background of the general economic conditions 
of the time. Laborers were not the only class 
that earned small incomes. That farmers lived 
meagerly is indicated by the fact that many of 
the girls who worked in the New England mills 
came from farms, where their wages were 
probably even lower. The farmers of a century 
ago, and those on the frontier even later, made 
only a very poor living and had to work long 
hours, as did also most small merchants of the 
time. While the workday in the mills, as else¬ 
where, was excessively long, the work was not 
generally as fast and exacting as in factories 
today. But some of the heavy industries re¬ 
quired more heavy lifting, more wearing mus¬ 
cular work, than they do today. Since there 
were few labor unions and no effective labor 
laws to protect workers, the factories were 
practically absolute autocracies; but this was 
somewhat less serious than it would be today, 
because the factories were smaller and th^ 
was more of the personal element in the rela¬ 
tionship of employer to employees.^ 


' Richard A. Lester, Economics of Labor, p. 15. 

’John Goolidge, MUl and ManAon; a Study of Architecture and Society in Lowell, Massachusetts, 
18 ^ 1865 . 
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With the growth of scientific knowledge and 
improvement in technology, real wages have 
risen greatly, probably more than 100 per cent, 
since the "good old days” of a century ago; yet 
even in recent years a large proportion of the 
laborers have earned only enough for a very 
meager living. A study made in 1912 showed 
that at least 6,000,000 men, some of them mar¬ 
ried, received less than $600 a year, or $12 a 
week, An investigation of 2000 stores and fac¬ 
tories in 1913-1914 revealed 60 per cent of 
the women and [^irls earning less than $8 a 
week, and 50 per cent of the men making less 
than $15. During the First World War, wages 
and prices rose rapidly and rernain(*d high un¬ 
til 1930; but in 1927-1928, half the white 
women laundry workers earned less than 
$16.10 a week, and half the Negro women 
earned less than $8.85. In 1931-1932, the 
average wage for women in Maine cotton mills 
was only a little over $11, and in South Caro¬ 
lina mills less than $8. Wages rose much higher 
than this after 1939, with the outbreak of the 
Second World War, and many laborers lived 
very well; but war conditions can never be re¬ 
garded as normal. 

Hours of labor 

Hours of labor, once oppressively long, have 
been greatly reduced in recent years. In Penn¬ 
sylvania factories a hundred years ago, even 
children put in from 12 to 15 hours a day, 
worked until, according to one report, they 
sometimes fell asleep while eating after a day s 
work. If they fell asleep at their work they were 
sometimes whipped with leather straps, but 
this was less common in America than in Eng¬ 
land. In 1832, the yearly average day in New 
England mills was 13 hours; by 1890 the aver¬ 
age for the country in manufacturing industries 
was 10 hours, and today it is about 8 hours. 
While hours were thus being reduced, the 
average production of labor was rising steadily. 
It is probable that laborers in most kinds of 
work can produce about as much in an eight- 
hour day as in a longer one* For a while they 
can work ten or even twelve hours a day with¬ 
out any serious reduction in eflBciency; but in 
the long run they lose strength and energy, 
and in their full productive life they produce 
no more, and in some cases less, than they 
would in the shorter day. 
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The reduction in hours of labor has been a 
blessing in all respects—in raising the stand¬ 
ards of health and efficiency, in freeing workers 
from their tasks for a few hours of leisure and 
recreation every day, in making it possible for 
them to live, rather than merely exist. There 
is considerable agitation for a further reduction 
to six hours, or even less; but this would doubt¬ 
less reduce output and therefore real wages. 
This would be unfortunate because most la¬ 
borers need money more than additional lei¬ 
sure. When further reduction in hours is pos¬ 
sible, it should come in the elimination of 
Saturday work and an annual vacation of two 
weeks or a month. 

The hours of labor have been reduced, it 
should be noted, despite the warnings of con¬ 
servative people that labor with free time on its 
hands would use it in "debauchery.” The poor 
are often assumed to be very easily debauched. 
This notion is cut from the same cloth as the 
notion once widely held that children should 
be kept busy all the time and for their moral 
good should be whipped frequently, in ac¬ 
cordance with the good old injunction; "Spare 
the rod and spoil the child.” Tliis may be part 
of the general doctrine of original sin and natu¬ 
ral depravity, but it is entirely without validity. 
A few laborers, like other classes, devote their 
leisure time to low pursuits, and many of them, 
like other people, do not use it for activities of 
great cultural worth; yet on the whole, the in¬ 
creased leisure time that has accompanied the 
shortening of the workday has been used to 
build better homes and better lives. 

Child labor 

A sad chapter in the history of labor is that 
dealing With child labor. During the Industrial 
Revolution, more than a hundred years ago, a 
considerable proportion of the laborers in the 
cotton mills were children, some of them as 
young as 7, who often worked twelve or thir¬ 
teen hours a day, and even longer in the rush 
seasons. The first legislation for the protection 
of children in the United States was passed in 
Pennsylvania in 1842 and limited the hours to 
ten, but it applied only to cMdren under 12 
years of age. Several states passed sudi laws 
before the Civil War, but they were not gen¬ 
erally enforced, and it was not until after the 
end of the century that the states began to 
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establish the eight-hour day for children under 
16 and set up efBcient agencies for enforce¬ 
ment. 

In 1924 Congress passed an amendment to 
the Constitution authorizing federal legislation 
on the subject of child labor. The amendment 
has been submitted to the states for ratification 
but has not become eflFective because not 
enough states have ratified it, the opposition 
coming largely from the South. Exceptions to 
hour restrictions in the state laws are sometimes 
permitted in such seasonal work as canning, 
and the laws usually do not apply to child labor 
on farms. We now know that even adult men 
can do about as much work in eight hours as 
in ten or twelve, yet employers within the vari¬ 
ous states have stubbornly opposed every 
movement to shorten the workday for children 
to eight hours, using in each state the argument 
that such legislation would drive business con¬ 
cerns to other states that permit children to 
be exploited without restriction. 

Women workers 

Legislation for the protection of women in 
industry has followed on the heels of child 
labor legislation. Like men and children early 
in the nineteenth century, women worked 
twelve hours a day or more. The first law limit¬ 
ing their work to ten hours was passed in 1847 
but, like the child labor laws, was not enforced. 
Many of these early kws were, perhaps inten¬ 
tionally, unenforceable; the Ohio law of 1852, 
for instance, forbade the employer to compel 
women to work more than ten hours, but if the 
women were willing to work longer the law 
did not interfere. Women who needed jobs 
were of course “willing,” so the law was a dead 
letter. EflFective legislation did not come until 
the ^seventies; even today, some states permit 
ten hours of work, and only a few have laws 
prescribing the eight-hour day. Most of the 
state legislation does not distinguish clearly 
between work which involves severe strain, 
such as the work of telephone operators, and 
other work which is not very exacting. In 1908 
the Supreme Court upheld the constitutionality 
of the Oregon ten-hour law for women on the 
ground that the health of women, as mothers of 
ibe next generation, was a matter of concern to 
tile state; and in 1915 it upheld an eight-hour 
law in California. 


In many states women are still ill protected 
not only in the matter of hours but in working 
conditions. Some kinds of work, for men as 
well as women, are made unnecessarily tiring 
by the senseless demands of customers or what 
employers conceive those demands to be. For 
example, on the theory that it represents “dig¬ 
nified” and stylish “service,” bell hops and 
elevator operators in hotels, waitresses in res¬ 
taurants, and saleswomen in stores are required 
to stand for long hours, even when they have 
nothing whatever to do. It is safe to say that a 
fair proportion of the working classes must 
work under conditions that should not be 
tolerated. 

One of the New Deal measures passed by 
Congress was the Fair Labor Standards Act, 
sometimes referred to as the Wage and Hour 
Law, enacted in 1938. This gradually reduced 
the standard workweek, until in 1940 it was to 
be 40 hours, and set up machinery designed 
to raise the minimum wage in industry, over a 
period of seven years, to 40 cents per hour. 
Certain industries are exempt from both the 
wage and hour provisions—agriculture, fish¬ 
eries, local retail and service establishments, 
and small newspapers, among others. A few 
others are partly or entirely exempt from the 
hour provisions; these include milk processing 
plants, plants engaged in ginning or aimpress¬ 
ing cotton and in making raw or beet sugar, 
and certain other seasonal industries such as 
vegetable canning. 

Industrial accidents 

Industrial accidents take a heavy toll of 
workers each year. Although estimates vary 
widely, probably at least 20,000 laborers are 
killed and at least 1,500,000 are injured every 
year. Mining is much the most dangerous oc¬ 
cupation, with farming, lumbering, construc¬ 
tion work, steel and cement and paper manu¬ 
facturing, meat packing, and quarrying trailing 
after it; none of them is even half as dangerous 
as mining, wliich, incidentally, is apparently 
more dangerous in the United States than in 
any other important country. In many manu¬ 
facturing industnes there are whirring ma¬ 
chines, heavy moving objects, molten metals, 
electric currents, which all too frequently kill or 
maim workmen. 

Few industrial workers have financial re- 
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serves or adequate insurance, and the tragedy in this country still are, subject to anthrax, a 

of such injuries and death is something of fatal contagious disease. Workmen in some 

which the comfortable, well-to-do classes have kinds of mining and tunneling and in some 

little conception. At one time, although the factories breathe air charged with dust, which 

employer was bound to provide reasonably sometimes leads to diseases of the lungs. In 

safe working conditions, the workman had little underwater work, building tunnels and bridge 

recourse in case of injury. He assumed the supports, workmen must work under air pres- 

ordinary risks of the employment in which he sure heavy enough to keep the water out, and 

was engaged, even when an injury was due to they are subject to what is called the ‘"bends," 

the negligence of a “ fellow servant"; and if he which may eventually undermine their health, 

sued the employer for damages he had to A newspaper correspondent at a boilermakers* 

prove that he him. 3lf was not guilty of negli- convention noted the common use of ear trum- 

gence. He could seldom afford to bring a suit pets by those in attendance. Most of the boiler- 

of this kind, for in court the employer had all makers were more or less deaf. Many occupa- 

the advantages that ample financial resources tions present health hazards of various kinds, 

afford in the tournament of the law. If he did some of which are in part unavoidable, but 

go to comt, the shyster lawyers, “ambulance some of which could be reduced by appro- 

chasers," who represented him often kept most priate legislation. Some progress along these 

and in some cases all of any damages that might lines has been made in most states, but on the 

be awarded. whole the United States has never been a 

Recognizing the helpless position of labor, leader in such legislation, 
most of the states have passed laws setting up Industrial accidents and occupational dis- 
safety requirements for different kinds of em- eases make the average life span of industrial 

ployment. Much later than most European workers definitely lower than that of most other 

countries, they also enacted workmen's com- classes. In 1933, Dale Yoder wrote as follows 

pensation laws guaranteeing compensation for on this point: “Life expectancies also indicate 

injuries. In some respects most of these laws the disastrous effects of industrial accidents 

are still inadequate, particularly in the ad- and disease. The industrial employees* ex- 

ministrative machinery provided, but they pectancy at age twenty is forty-two years, 

mark an important step forward in the protec- while that of non-industrial group members 

tion afforded workmen. It is, however, difficult is forty-seven years. . . . Tuberculosis, for in¬ 

to compensate a man fully for being killed. stance, occasions a death rate from two and 

one-half to four times as great among industrial 
Occupational diseases workers as among non-workers of the same age. 

Some lines of work involve grave hazards to and mortality due to degenerative diseases, 
health. Many workers in the match industry cerebral hemorrhage, nephritis, and heart dis^ 
at one time suffered from “phossy jaw," a hor- ease is from two to three times as high.”* 
rible disease of the bones caused by the phos¬ 
phorus used in the matches. As early as the Insecurity 

'seventies, Finland, Denmark, and France for- Worse for the working classes than the dan- 
bade the use of phosphorus, but the United ger of accidents or occupational diseases is the 

States did nothing until 1912, when Congress economic insecurity which clouds their lives, 

put a prohibitory tax on phosphorus matches, the haunting fear of sickness, incapacity, and 

Painters are subject to lead poisoning, particu- unemployment. Few laborers are able to save 

larly where they use the spray gun, which pro- enough to carry them through a long period 

duces a fine mist that is likely to be inhaled; of illness or unemployment, or to provide for 

here again, some European countries have pro- themselves and their families in old age. Even 

hibited the use of lead in paint, but little has if their wages are high enough to enable them 

been done about it in the United States. Work- to save, many of them are somewhat improvi- 

ers who handle hides and hair have been, and dent, although much less so than is commonly 

* Dale Yoder, Lahor Economics and Labor Problems, p. 330. 
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assumed 1^ those never had to live on the 
ordinary workman's wages; and those who do 
save are usually not shrewd enough to invest 
their money s^ely. The industrial insurance 
ofiFered by private insurance companies is ex* 
orbitantly expensive and in all respects unsat¬ 
isfactory. The result is that catastrophes to the 
workman or his family^ickness, unemploy- 
ment» incapacity, or the final tragedy of old 
age—-often throw him on the private charity of 
relatives, perhaps his children, or the public 
relief roU. Haunted by insecurity all his life, he 
all too often suffers the distress that he has 
always feared. 

The simple fact is that few laborers are in a 
position to provide for their own security. Only 
the men in the fairly high income braclmts can 
do this individually; and not many, even of 
these, have been able to establish their own 
security in the uncertain economic conditions 
prevailing in recent years. Many workers let 
their life insurance policies lapse in the first 
long period of depression and unemployment. 
For all these reasons, if there is to be security 
for most workers, it must be provided by the 
state. Most European countries long ago moved 
in this direction, providing insurance against 
accidents, disability, occupational diseases, 
sickness, old age, and death; but most of the 
states in this country have followed rather 
slowly. The first nation-wide social security law 
was ihe Federal Social Security Act passed in 
1935. 

Sickness 

Partly because of the hazard of occupational 
diseases, partly because of generally poor food 
and housing, inadequate medical service, and 
the various hardships that go with low incomes, 
and partly because of the physical wear and 
tear of some factory work, the health of indus¬ 
trial workers compares unfavorably with that 
of most other classes; but the remedy for this 
is not easy to find. More careful regudation of 
factories, covering dangerous work and hazard¬ 
ous working conditions, heating, ventilation, 
sanitation, and the elimination of dust and 
poisons would be of some benefit; but the 
workers’ health cannot be brought up to that 
of the more favored classes ^thout higher 
incomes and better food, clothing, housing, 
recreation, education, and medical service. 


Old age 

Cicero's De Senectute gives a picture of the 
joys of old age which does not fit the situation 
of most of our old industrial workers. Accord¬ 
ing to the Federal Social Security Board, about 
two-thirds of the people 65 years of age and 
over are dependent on others for support, on 
children, other relatives, or on public charity. 
Many industrial workers, however, are “old" 
before they reach that age, and unable to find 
work at >^ich they can support themselves. 
Modem industry increasingly demands young 
men and women. Some concerns will not em¬ 
ploy unskilled labor over 35 years of age, and 
in some kinds of work it is difficult for people 
over 40 to get a job, and in some cases to hold 
one. Employers prefer not to hire older men 
because they lack strength, endurance, and 
adaptability, and because they involve a 
greater expense under certain insurance and 
social security provisions. Here we see how 
such a law as the Social Security Act, intended 
to benefit the working classes, may impose a 
hardship in ways that are not foreseen. 

Something has been done about old age 
security. For years the federal government has 
provided retirement pensions for civil service 
employees, assessing them for part of the cost 
during their working years; many states and 
cities provide some form of retirement allow¬ 
ance for teachers; and a few employers have 
set up pension plans for their employees, al¬ 
though not all of them have lived up to these 
plans with strict fidelity. The Social Security 
Act, as amended in 1939, provides for a system 
of annuities for all workers over 65 years of 
age in certain lines of industry, the workers 
contributing part of the cost of building up the 
fund from which these annuities are paid. Lake 
the unemployment insurance provisions of this 
act, the plan does not cover all workers; but for 
those covered it does provide a minimum of 
from $10 to $85 a month, and also modest 
payments for certain dependents and survivors 
in case of the beneficiary’s death. It thus pro¬ 
vides at the same time old age insurance and 
life insurance. Particularly wise and commend¬ 
able is the fact that the workers help to pay 
for their security, receiving the annuities later 
as a matter of ri^t and not of charity, and 
regardless of any other income they may have. 
It should be expanded to cover the workers 
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not now covered, and it should grant some¬ 
what higher payments for the lowest income 
group—ten dollars a month does not provide 
a very rich life for an old man or woman. 

The federal government has done more than 
this. Under the Social Security Act, it pays the 
states one-half the cost of any old age pensions 
that they provide, up to $40 a month—$20 
from the federal government—^for each recipi¬ 
ent. All the states have accepted these terms, 
but the average pension is only about $20, and 
in some states’t is as low as $7.87 a month. 
Unfortunately these federal-state pensions are 
granted as charity, and only to those who have 
no other income. It would be better if all the 
workers contributed to their state pension fund 
during their working years and then received 
the pension as something that had been paid 
for, rather than as charity. Charity often un¬ 
dermines the moral fiber of those who re¬ 
ceive it. 

Unemployment 

During the depression of 1929 to 1939, un¬ 
employment assumed the proportions of a na¬ 
tional calamity. Accurate figures are lacking; 
but according to estimates, the totally unem¬ 
ployed for the various years from 1931 to 1940 
varied from 6.4 million to nearly 15 million, 
not including those employed on relief projects. 
To get a clear idea of the total, we should add 
nearly 50 per cent to these figures to include 
the partially unemployed during these years. 
One authority estimates that from 41 to 47 
per cent of all the available hours of labor were 
lost because of unemployment between 1932 
and 1935.* Some of these workers were unem¬ 
ployed for four or five years or even longer, 
and in so extended a period of unemployment 
many of them lost their health, spirit, and hope, 
and were no longer good workmen when they 
finally did find jobs. 

The persistence of widespread unemploy¬ 
ment since 1929, relieved only by our shift to 
a war economy in 1941, suggests the clear pos¬ 
sibility that private enterprise may never be 
able to provide even approximately full em¬ 
ployment in the future. In 1937, a year of 
fairly high business activity and the most pros¬ 


perous one between 1930 and 1940, nearly 9 
million workers were still totally unemployed. 
The general employment situation at that time 
is indicated by the following estimates of the 
Temporary National Economic Committee:*^ 


Population, 15 to 74 years old 

03,063,000 

Persons employed or available for em¬ 


ployment 

54,474,000 

Totally unemployed 

8,928,000 

Emergency workers 

2,055,000 

Partly unemployed 

5,550,000 

Part-time workers (not wanting 


more work) 

1,190,000 

Fully employed 

36,079,000 

111 or voluntarily idle 

672,000 

Persons not available for employment 

38,589,000 


Industrial productivity has increased so 
much in recent years that, according to some 
estimates, if today we should maintain only 
the production level of 1929, the highest in 
our history before the war, tliere would be 15 
million unemployed workers. To put this in 
another way, we must produce, and consume, 
much more than ever before if we are to have 
full employment. 

In the problem of unemployment we see 
one of the harshest aspects of modem capital¬ 
ism. In the simpler economy of a century and 
a half ago, most labor was self-employed, and 
each man’s fortunes could well be said to de¬ 
pend for the most part on his own efforts and 
enterprise. If he failed to make a living, the 
fault was largely his own. But in our more 
complicated economy of today, few laborers 
are self-employed and the fortunes of most 
workers depend largely on someone else. Em¬ 
ployment depends on the confidence employ¬ 
ers must have if they are to provide jobs. If 
employers have confidence, then the working 
people will have jobs and wages, food and 
clothing and a few luxuries; but if they lack 
confidence, many laborers must sit in idleness 
until confidence returns. Inevitably laborers 
who can find no work, perhaps for several 
years, will begin to ask—^in fact, they have be¬ 
gun to ask—why this must be, why their jobs 
and all that is worth while in life must depend 
on the state of the employer’s mind. 

Causes of unemployment. The successful 
operation of a democratic regime calls for mu- 


* See Richard A. Lester, Economics of Labor, p. 371. 
^ Hearings, Part I, p. ^1. 
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tual understanding and sympathy on the part 
of the various economic classes; yet few of the 
well-fed classes have much understanding of 
the laboring people, their lives, habits, char¬ 
acter, purposes, ideals and aspirations, or of 
the problems that most of them must solve. In 
perhaps no other field is this lack of under¬ 
standing more unfortunate than in unemploy¬ 
ment. Some of the “bourgeoise” classes believe 
that most of the unemployed are lazy bums 
who do not really want work and would not 
try to keep a job if they had one. There is a 
modicum of truth in this. A few of the unem¬ 
ployed are not very eflBcient or energetic; a few 
who have been without jobs for a long time 
have lost their health and strength and hope 
and ambition, perhaps finding in drink an es¬ 
cape from their troubles or, after months or 
years of fruitless rounds of the employment of¬ 
fices, resigning themselves to the relief rolls. 
Unemployment, if protracted, is a -spirit-break¬ 
ing experience. The surprising thing is that the 
unemployed stand up as well as they do. Most 
of them want jobs, want to work, want to be 
self-supporting members of the community. 
All the investigators are agreed on that. 

Even in fairly prosperous times there is some 
unemployment. There are always laborers who 
are not fitted to the kinds of work available; 
there are shifts in the geographic demand for 
labor which leave workers in certain regions 
unemployed and create a labor scarcity in 
other sections; some kinds of work are neces¬ 
sarily seasonal, as for instance fruit picking, 
canning, ice cutting, logging and lumbering, 
wheat harvesting, and building. Technological 
changes are constantly throwing laborers, in¬ 
cluding highly trained workers, out of work; 
and for some of them to find new jobs and be¬ 
come adjusted to new kinds of work may take 
as long as a year or two, if not longer. 

Recently we have been mainly concerned 
with unemployment arising from a different 
cause—^the widespread, persistent unemploy¬ 
ment incident to cyclical depressions, if the de¬ 
pression of the ’thirties can be called a cyclical 
depression. As we have seen, there is always 
considerable unemployment in the recession 
and depression phases of the business cycle; 
but during the dark years of the Great Depres¬ 
sion the figures soared higher than ever before. 


Why, after two or three years of deep depres¬ 
sion, was it impossible for millions to find jobs? 
The obvious and superficial answer is of course 
that employers did not feel enough confidence 
in the business situation to resume operations 
and hire labor again, did not see a reasonable 
certainty of being able to sell their output for 
enough to cover costs of production. Is it pos¬ 
sible that the high costs were due partly to 
liigh wages, for wages tend to lag behind 
prices in the cyclical downswing as in the up¬ 
swing? The answer is yes; for high wages, not 
of all labor but of strongly organized labor, 
may delay the resumption of business opera¬ 
tions. The wages of building craftsmen re¬ 
mained high for several years after the depres¬ 
sion struck, so high that entrepreneurs could 
not afford to do much building; they could not 
sell houses for enough to cover costs. This sit¬ 
uation prevailed in a considerable number of 
industries for several years after the onset of 
the depression. The high wages paid a few 
well-organized groups thus reduced the 
amount of employment for all labor. In some 
industries wages constitute a goodly share of 
the total costs. 

It would be easy, however, to stress high 
wages too much in connection with unemploy¬ 
ment. The demand for labor is usually a joint 
demand, and even a considerable reduction in 
wages may not reduce costs very much. Fur¬ 
thermore, in the all-pervading pessimism of a 
deep depression most businessmen would hesi¬ 
tate to resume production, whatever the rate 
of wages. Even if we grant that wage reduc¬ 
tions help to revive business and increase em¬ 
ployment, we must recognize that there is 
some justification for labor s unwillingness to 
reduce wages promptly, for labor knows that 
it is difficult to get wages up again when pros¬ 
perity returns. Moreover, wages are not the 
only cost that is tardy in adjusting to lower 
prices. In the building industry, for instance^ 
the prices of many materials are controlled by 
monopolies which may reduce prices slowly or 
not at all; nor do creditors scale down iheir 
claims, they insist on their poimd of flesh. 
Lower wages would help; but there is no good 
reason why labor should be expected to as¬ 
sume more than its share of the burden of cost 
reduction. 
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Unemployment insurance 

Various schemes have been tried by differ¬ 
ent countries to alleviate the distress arising 
from unemployment. Under the Ghent system, 
adopted in many European countries, the gov¬ 
ernment, usually the municipal government, 
grants subsidies to trade unions which provide 
unemployment insurance. This system has 
brought an expansion of unemployment insur¬ 
ance, but it is defective in two respects. In the 
first place, unless all the labor in a country is 
unionized, the b^'^nefit is not Extended to all; 
and in the second place, since it calls for no 
contribution from the employer, it gives him 
no strong incentive to keep unemployment as 
low as possible. 

Compulsory unemployment insurance was 
first provided for in England in 1912 and has 
since been adopted in several other countries. 
The British plan provides insurance for most 
kinds of workers, the employer, the employee, 
and the government contributing to the insur¬ 
ance fund. Since the benefits are paid to work¬ 
ers for only twenty-six weeks in the year after 
unemployment begins, the law does not meet 
the needs of people who are out of work for 
several years. 

The first unemployment legislation in the 
United States was the Wisconsin Unemploy¬ 
ment Reserve Act of 1932, which became ef¬ 
fective in 1934. On the theory that employers 
could prevent unemployment if they were 
taxed for the relief of unemployed workmen, 
the Wisconsin law provided for contribuiions 
only from employers, who were required to 
build up individual reserves for the payment 
of unemployment benefits but were accorded 
tax reductions or exemptions when their re¬ 
serves reached a certain percentage of their 
pay rolls. This law had been in effect only a 
year when the Social Security Act was passed. 

The Social Security Act provides for a 3 per 
cent federal tax on the pay rolls of employers 
hiring eight or more workers in certain lines 
of work, the employers being permitted to de¬ 
duct from this tax any amounts, up to nine- 
tenths of the federal tax, that they have paid 
into a state unemployment fund provided un¬ 
der a state law approved by the Social Security 
Board. Certain classes of workers are exempted 
from the law—agricultural and domestic labor 
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and those who work for the government and 
for non-profit organizations. This law forced 
the states to provide unemployment benefits, 
because any state which failed to do so would 
be committing the folly of denying its workers 
the benefits of the payments for which em¬ 
ployers within the state were being taxed. 
Since the law applies to the entire nation, it 
subjects employers in all states to the same 
burden and so meets the objection urged 
against all state laws, that such a tax handicaps 
the employers within one state in competing 
with those in other states which do not levy 
it. Some freedom is left to the states as to the 
details f»f the laws and their administration, in 
carder to encourage experimentation; and some 
of the states, following the Wisconsin tradition, 
are experimenting with schemes for “experi¬ 
ence rating,” by which tax reductions are al¬ 
lowed employers with stable employment rec¬ 
ords; but the results of this are not yet clear. 

Experience rating has been debated a great 
deal by labor economists. European laws do 
not provide for any distinction among employ¬ 
ers on the basis of their employment records; 
and there is doubt as to its wisdom. In the first 
place, the plan seems to rest on the theory that 
individual employers are at least partly respon¬ 
sible for unemployment and that they could 
keep more people employed if tliere were suflS- 
cient inducement to do so. Some employers 
could doiibdess manage to keep a few more 
workers employed; but the causes of unem¬ 
ployment are generally beyond the employers* 
control. In the second place, tax reductions for 
employers with stable employment records 
might tend to discourage them from expanding 
their working force in prosperous times, lest 
they have to spoil their record by dismissing 
labor in slack periods. 

Many perplexing questions arise in the ad¬ 
ministration of unemployment insurance. A 
person is unemployed when he is able and 
willing to work and cannot find a fob; but just 
how shall we interpret the phrase “able to 
work’? In every society there are gradations 
of ability, from the young, strong, capable, and 
well-trained workers to those who are clearly 
too old, too weak and decrepit, too incompe¬ 
tent, perhaps too dull, to hold down a job— 
the unemployables. How old, weak, dec^pit, 
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Incompetent, or dull must a worker be to be 
ruled out of the class of employables? Clearly 
no definite line can be drawn, yet administra* 
tors must make such decisions, with whatever 
wisdom they can command. 

It is also often difficult to decide on the 
exact meaning of the phrase “willing to work." 
Is a carpenter unwilling to work when he re¬ 
fuses a job as a farm laborer? Or a violinist if 
he refuses a job as a hod carrier? Suppose a 
man quits his job because the union has gone 
out on strike. Suppose his union leaders order 
him into the picket line. Is he unwilling to work 
if he refuses to work as a strikebreaker? Is he 
unwilling to work if he refuses a job a thou¬ 
sand miles away from home? How long must he 
be unemployed before we can insist that he 
accept a job in a type of work that is new to 
him? How much of a reduction in wages should 
he be willing to take? These are not merely 
hypothetical questions; unemployment agen¬ 
cies must answer them every day in the week. 

Government employment 

Insurance is not a remedy for unemploy¬ 
ment; at best it is only a palliative. The only 
remedy for tmemployment is employment, 
jobs; and there is a trend, the world over, to¬ 
ward the view that if private enterprise cannot 
provide jobs the state must. The Fascist gov¬ 
ernments of Germany and Italy, although hos¬ 
tile to the laboring classes, did provide jobs— 
at low wages indeed, and under conditions not 
far from slavery, yet jobs which meant secu¬ 
rity; and many democratic countries have also 
ventured into the field of government employ¬ 
ment 

Why cannot the government provide jobs in 
depression times and then retire from the field 
when prosperity returns and private employers 
are ready to take over? Tlieoretically this 
should be possible, and a wise dictator might 
be able to make it work; but a fumbling democ¬ 
racy is likely to find such a policy difficult to 
carry out successfully. For one tlWng, private 
business interests wffi not permit the govern¬ 
ment to produce goods that private concerns 
have been producing, such as shoes, clothes, 
refrigerators, radios, and cars—^the things that 
people want most. They have sometimes con¬ 
cede to the government a part of the field of 
slum clearance and low-cost housing, which is 


not very profitable for private builders; ap¬ 
parently private builders cannot build homes 
for low-income families at a cost that such 
people cm pay. As a rule, the government is 
restricted to the fields of production which 
private business does not want or for some 
reason cannot claim, particularly public works 
of various kinds, such as post offices, schools 
and other public buildings, reforestation, land 
reclamation and recreational projects, hydro¬ 
electric plants, and the like. Reforestation and 
land reclamation are urgently needed, and 
there can be no objection to the employment of 
labor at such work, but it requires mostly un¬ 
skilled labor. The federal Civilian Conservation 
Corps engaged largely in this kind of work 
during the Great Depression, and the project 
was generally regarded as successful. Most of 
the members of the CCC were unemployed 
yoimg men who not only did very useful work 
but improved their hesdth and morale while 
doing it. 

Public buildings may also be useful, but 
their construction calls directly for the building 
crafts, which are strongly organized and are 
likely to demand unreasonably high wages, in 
some cases the “union scale." There is a danger 
too that in erecting public buildings the gov¬ 
ernment may sometimes go too far and build, 
or help build, “white elephants” that local com¬ 
munities will find it difficult to maintain later. 
There are a few memorial halls in the country, 
built under the Public Works Administration, 
which the local taxpayers would gladly trade 
for statues, which could be more cheaply main¬ 
tained. If they are needed, hydroelectric plants, 
such as the Grand Coulee Dam and the Bonne¬ 
ville Dam, represent a wise use of unemployed 
labor which would otherwise be wasted; but 
since they produce electricity in competition 
with private plants, such projects are opposed 
by privately owned utilities. It is said that the 
latter are largely responsible for the fact that 
no great hydroelectric dams have been built 
in the New England states. 

A program of public works may fail to hasten 
the reemployment of labor hy private industry, 
or may even retard it. The government is al* 
most certain to interfere with economic adjust-* 
ments which must be made before private busi¬ 
ness can go ahead. One of these adjustments is 
usually a reduction in wages. Under pressure of 



LABOR PROBLEMS 


the labor vote, the government is likely to pay 
the prevailing union scale of wages, hire labor 
away from private employers, and so reduce 
the amount of private employment. In some 
cases the government did just this, under the 
New Deal. Furthermore, the government is not 
generally an efiBcient or energetic “boss,” does 
not push labor very hard, and hence is likely 
to encourage slack habits. Perhaps if it were 
given a period of years in which to build up 
a working organization, it might do fairly well; 
but depression-^’me “made work” is likely to be 
done ineflSciently and wastefully and it does 
not prepare labor for the more exacting de¬ 
mands of private employment. If labor is to 
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be encouraged to shift to private jobs, the terms 
of employment in government work must be 
made less attractive than those which private 
employers are expected to oflFer; but this is 
diflScult to manage if there are a great many 
unemployed workers, because the unemployed 
control a formidable block of votes. Experience 
with the relief work under the New Deal 
proves that it is difficult to manage this shift 
from government projects to private employ¬ 
ment. If the government adopts the policy of 
guaranteeing jobs whenever a depression 
strikes, it is likely to find itself, for better or 
worse, the regular employer of a considerable 
portion of the country’s labor. 


QUESTIONS 

1. Where wages of labor are very low, is it likely that the incomes of farmers and many other 
classes will also be low? Why or why not? 

2. What is it that has raised the wages of labor so greatly since colonial times? What is it that 
has brought reduction in hours of work? Do laborers generally use their increased leisure for 
dissipation? 

3. Why should women in industry be protected more carefully than men? That they have 
greater vitality is shown by the fact that their life expectancy is several years longer than that 
of men. 

4. Would not self-interest lead an employer to provide safe conditions for his working force, 
since by doing so he could attract labor more easily to work for him, or could attract a better 
grade of labor? Explain. 

5. Name some common occupational diseases. Why arc laborers willing to woik where such dis¬ 
eases are common? Why do some European countries guard against them better than we do? 

6. What are some of the causes of unemployment? Why is it a more serious problem today than 
it was a century or even half a century ago? Did labor unions have any responsibility for the 
long period of unemployment in the early 1930 s? 

7. What provisions of the Federal Social Security Act of 1935 are designed to alleviate the hard¬ 
ships of unemployment? Do you think it a wise measure? Does it meet the real need for jobs? 

8. What are some of the difficulties in the way of government employment for the unemployed? 
Where should wages be fixed for this work? 

9. Is a government minimum wage law to any extent a remedy for low wages? What are some 
of the possible results of such a law? What would be a real solution of the problem of low 
wages? 

10. How can you justify the common discrimination against Negroes in industry? What can be 
done about it? 

11. Steel workers are now demanding an "annual wage”—a certain amount of pay each year no 
matter what business conditions are. Would this add to the rigid elements in our economic 
system and perhaps make depressions worse, or would it reduce the severity of depressions 
by keeping purchasing power up? Would there be any difference if it applied to only a few 
industries or to all? 



Chapter 28. 

Labor Unions 


History of labor unions in the United States 

Labor unions date from the earliest years of 
our national life, but, until about 1830, they 
were small, local, and unimportant, and usually 
broke up in every depression. In the United 
States as in England, these early unions en¬ 
countered the hostility of the courts, which 
generally held them to be unlawful conspira¬ 
cies. With the spread of the Industrial Revolu¬ 
tion to this country in the period before the 
Civil War, a labor movement tinctured witli 
idealism, reform sentiment, and even a modest 
amount of radicalism gained considerable mo¬ 
mentum. Some of the unions demanded not 
only shorter hours but public education, the 
suppression of monopoly, cooperation, mechan¬ 
ic s lien laws, and free homesteads; and there 
was some opposition to compulsory military 
service and imprisonment for debt. Some even 
showed an interest in the utopias inspired by 
the French Utopians, Cabet and Fourier, 

After the Civil War the labor movement 
turned generally to more practical objectives, 
particularly to the demand for an eight-hour 
day; yet in the great outstanding labor move¬ 
ment of this period, that of the Knights of 
Labor, there was a demand for various eco¬ 
nomic reforms. The Knights of Labor was a 
highly centralized national organization the 
promoters of which tried, without great suc¬ 
cess, to include all the labor unions in the coun¬ 
try, It finally attained some 700,000 members 
in 1886, after waging successful strikes against 
several railroads; but after its defeat that year 
in a strike on one of the Gould railroads it be¬ 
gan a rapid decline In power and meixtbership. 


With the decline of the “reform” unionism 
of the Knights of Labor, a different type of 
union came to the front, the business unions, 
which, as later organized into the American 
Federation of Labor, remained the dominating 
national organization until recent years. 

The American Federation of Labor de¬ 
manded “more now” for labor, and employed 
businesslike methods to secure it—^strikes, boy¬ 
cotts, picketing, and trade agreements; but it 
represented mainly the “upper crust"' of the 
workmen, and later adopted a rather conserva¬ 
tive policy that was little concerned with or¬ 
ganizing the great body of unskilled labor. 
Partly as a result of this, the radical and even 
revolutionary labor federation known as the 
Industrial Workers of the World ( the I.W.W., 
or "Wobblies,” as its members were often 
called) was organized in 1905 by some of 
America's most picturesque labor leaders, 
among them “Big Bill” Haywood and “Mother” 
Jones. The I.W.W. represented a motley as¬ 
sortment of radical philosophies—communism, 
socialism, anarchism, and syndicalism—^and it 
suffered from internal dissension from the start. 
Because of its emphasis on direct action, which 
often meant violence and destruction, it met 
strong official and public hostility; and when it 
tried to interfere with the prosecution of the 
war in 1917, the federal government cracked 
down on 100 members, sent most of them to 
the penitentiary, and practically broke up the 
organization. After the war, revolutionary un¬ 
ionism was taken over by the communist un¬ 
ions. 

Union membership fluctuated with the ups 
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and downs of business, growing in periods of 
prosperity and declining in hard times, but 
rising generally, particularly from 1894 to 
1920. In the latter year, more than 5,000,000 
union members were reported, but the depres¬ 
sion of 1921 caused heavy mortality in the 
union ranks, from which there was little re¬ 
covery until about 1933. 

In 1932 the situation of lal^or seemed des¬ 
perate indeed, for the country was in the 
depths of the worst depression in its history, 
with somethin like 15 million men unem¬ 
ployed. The Hoover administration and a con¬ 
servative Supreme Court were generally hostile 
to labor, and the American Federation of Labor 
was suffering from apathetic, conservative, and 
incompetent leadership which was unequal tr> 
the problem of adjusting to changing industrial 
and labor conditions. The A.F. of L. was a 
federation largely of craft unions —unions of 
workers skilled in the various crafts—and un¬ 
der the impact of developments in mass pro¬ 
duction the importance of craftsmen was de¬ 
clining rapidly. In the great automobile plants, 
for example, where the assembly line and mass 
production dominated, skilled craftsmen were 
being largely displaced by semi-skilled and un¬ 
skilled workers. The A.F. of L., with its 
strength based largely on craft unions, was not 
well fitted to organize such industries, if indeed 
its officers had any interest in doing so. The 
automobile, steel, and some of our other great 
industries needed industrial unions —unions 
that would include all production and mainte¬ 
nance workers in each industry—^and the A.F. 
of L. oflRcers were either unable or unwilling 
to undertake the task of building up these un¬ 
ions. There was some justification for their 
hesitation. Our vast automobile industry was 
controlled by a few giant concerns that were 
strongly hostile to labor unions; the steel in¬ 
dustry had always maintained an impregnable 
defense against unionization; and the millions 
of unemployed made it seem an inauspicious 
time for an organization drive. 

On the other hand, the government imder 
Franklin D. Roosevelt was extending a friendly 
hand to labor. The National Recovery Adminis¬ 
tration organized business on an industrial 
basis, and proved a powerful stimulant to 
labor organization on the same basis; and the 
assurance of federal relief for laborers on strike 
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encouraged a militant policy. The A.F. of L. 
expanded its membership considerably but, 
jealous of its craft union prestige, did little in 
the field of industrial unionism. Accordingly, 
late in 1935 the presidents of eight powerful 
unions, under the leadership of John L. Lewis, 
president of the United Mine Workers, formed 
the Committee for Industrial Organization to 
launch an organizing drive on the industrial 
basis. This precipitated a bitter row with the 
A.F. of L.; but the C.I.O. (later the Congress 
of Industrial Organizations) went ahead and, 
in the most spectacular organization campaign 
in the history of labor, added some 4,000,000 
members to union ranks. In this campaign the 
C.I.O. had to fight not only employers' organ¬ 
izations but to some extent the A.F, of L. as 
well; but labor had the support of the govern¬ 
ment, which through the National Labor Rela¬ 
tions Board was actively supporting the or¬ 
ganization movement. Within a little more than 
a year the C.I.O. had organized all the auto¬ 
mobile workers except those in the Ford plants, 
within another year the United States Steel 
Corporation had capitulated, and later Ford 
admitted the organizers to his plant; but “Little 
Steel," which included some of the smaller 
steel companies, used propaganda, labor spies, 
strikebreakers, police, and national guardsmen, 
and successfully resisted the organizers in 
bloody labor battles in which a number of 
strikers were killed. In 1939 the A.F. of L. 
and the C.I.O. each claimed about 4,000,000 
members, and by 1945, this had risen to ap¬ 
proximately 6,000,000 each. 

Ends sought by labor unions 

Labor unions are organized for the general 
purpose of securing certain advantages for 
labor: union recognition, higher wages, shorter 
hours, and better working conditions. A union’s 
first task is to secure recognition from the em¬ 
ployer, that is, to persuade or compel him to 
deal only with the organized workers. This is 
often a tough job, one that may call for a long 
and bitter struggle, and perhaps a strike, which 
may result in violence and bloodshed. A large 
proportion of strikes are called for the purpose 
of forcing recognition of the imion. After recog¬ 
nition has been achieved, the next step is the 
formulation of a trade agreement, with clauses 
that cover standard wages, hours, and working 
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conditions. Although wages are not the same 
for all classes of workers, they are uniform for 
workers within each dass. llie union’s insist¬ 
ence on standard wages, hours, and working 
conditions is often criticized by the public as 
tending to set a dead level of performance on 
the part of the workmen; but if variations were 
allowed, employers might gradually break 
down the entire agreement by nibbling at one 
item after another, making exceptions here and 
there. 

The closed shop. Unions rightly regard the 
closed shop, that is, one which hires no non¬ 
union workers, as essential to collective bar¬ 
gaining. This is opposed by many employers 
and is regarded as arrogant usurpation by 
many people; but granted that labor organiza¬ 
tion is jusl^ed, the closed shop is also justified, 
for two reasons. In the first place, only if all 
the workers are members can the imion leaders 
call out the entire force and make a strike ef¬ 
fective. In the second place, wages and work¬ 
ing conditions are usually better in imion 
shops; and it is only fair to require the employ¬ 
ees who benefit from the union s protection to 
contribute in money, time, and effort, for it 
costs something to maintain the union which 
is responsible for these conditions. 

Most labor economists agree that the closed 
shop is justified if the union itself is open, that 
is, open to all who wish and are qualified to 
join. Unreasonable obstacles to entry, such as 
overlong apprenticeship requirements and high 
entiy fees, characterize closed unions. A closed 
shop and a closed union constitute a monopoly 
which cannot be justified. 

The checkoff. Labor unions sometimes go 
further and insist on the checkoff. Under the 
checkofiF, the employer deducts the union dues 
from the employees’ wages and turns them over 
to the union treasury. This may seem rather 
highhanded on the part of the union, but it 
simplifies the problem of collecting dues; and 
if labor unions are justified, the checkoff may 
be justified as a means of making the unions 
effective. 

Labor union weapons 

The strike. Labor unions use various weap¬ 
ons in their struggle with ^ployers, the strike 
of course being the most important. If the 
wcMrkers cannot get the employer to recognize 


their union or conclude a satisfactory trade 
agreement, or if there is a dispute that caxmot 
be settled peaceably, the union leaders may 
call a strike, that is, order all union workers 
to leave their jobs. This step is usually not 
taken without careful consideration, for a strike 
is an expensive form of warfare at best, since 
it means cessation of wages for the workers., 
perhaps for a long time; and at worst, if un¬ 
successful, it may wreck the union. Many a 
union has been broken by a strike that failed. 
The strike is more likely to succeed if the work¬ 
ers are organized on a national scale, for in that 
case members outside the strike area can con¬ 
tribute something to those on strike; or the 
national union, or federation of unions, may 
have a war chest for the support of striking 
members. A strike is also more likely to be 
successful if the striking union is tied in with 
other unions in allied crafts or fields of in¬ 
dustry, for the allied unions may call “sympa¬ 
thetic strikes,” and so bring additional pressure 
to bear on the employer. Musicians and stage 
hands sometimes cooperate in this way. 

When a union goes on strike, it does not 
leave the premises and wait for the employer 
to hire another force. Workers commonly re¬ 
gard their jobs as their own, as something in 
which they have a “job right,” a sort of prop¬ 
erty right; and they try hard to keep other 
workmen from taking their jobs. While on 
strike they “picket” the shop; that is, they post 
a few of the striking workers at the entrance 
of the plant to try to dissuade scabs from tak¬ 
ing the jobs. These pickets parade back and 
forth carrying big placards, “Unfair to Labor,” 
and perhaps arguing with any who try to enter. 
Peaceful picketing has been held legal, but 
sometimes it is difficult to keep it peaceful. 

The boycott. Another union weapon is the 
boycott, the organized refusal of the workers 
and their sympathizers to buy the employer s 
products. At one time some unions used the 
secondary boycott, which is a boycott not only 
of the employer but of other employers as well 
unless tliey also boycott him. Hie scondary 
boycott has been held illegal. 

Sabotage. Labor unions have sometimes 
used sabotage as a means of bringing an em¬ 
ployer to terms. This calls for deliberately slow¬ 
ing down work, wrecking machinery, spoiling 
raw materials or finished goods, misdirecting 
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movements of goods or materials within the 
shop or to customers, and even bombing the 
plant. Moving-picture operators and a few of 
the building crafts have occasionally resorted 
to bombing. Since much sabotage is carried on 
secretly, it is not known how much there is, 
but any is too much. 

Politics, In recent years, labor unions have 
turned to political weapons against organized 
business. The American labor movement has 
generally been non-political, but the C.I.O. 
contributed neari^' $500,000 to the Democratic 
party in 1930, and in 1944 it set up a Political 
Action Committee, with a fund reported at 
$700,000, to carry on a fight against some of 
the reactionary, anti-labor candidates for pub¬ 
lic office. The P.A.C.'s extraordinary success in 
helping to defeat several anti-labor candidates 
for Congress created a tremendous outburst of 
indignation on the part of wealthy employer 
interests that had previously enjoyed a near¬ 
monopoly of the business of financing political 
propaganda. Some of them insisted that the 
work of the P.A.C. was a violation of the Smith- 
Connally Act, which had been passed to pre¬ 
vent labor unions from making political con¬ 
tributions, and the Attorney General ordered 
an investigation. Men who give as much as 
$50,000 to political campaigns find American 
democracy in great peril when C.I.O. members 
contribute an average of less than 15 cents 
each! 

Obstacles to labor organization 

In their eflForts to organize workers, labor 
unions have encountered formidable obstacles. 
For one thing, the theory of labor unions and 
collective bargaining runs counter to the tradi¬ 
tion of "rugged individualism” which still dom¬ 
inates the thinking of many Americans, partic¬ 
ularly the business classes and the farmers. In 
some parts of the country people look back 
only two or three generations to pioneer days, 
when every man was assumed to be the master 
of his own destiny, when cooperative action 
was resorted to only under exceptional circum¬ 
stances. Most farmers, small merchants, and 
people of the middle class have little concep¬ 
tion of the position of the individual laborer 
In a great industrial concern. **If a man doesn't 
like his job, let him quit and get another, in¬ 
stead of ganging up on the employer, striking, 
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picketing, and trying to keep other men from 
working” is a fair expression of the creed to 
which many people hold. 

Such a hostile view comes more easily to the 
general public because in most labor struggles 
the laborers seem to be the aggressors, the 
ones who are causing the trouble. Employers 
do not usually appear as the instigators of a 
labor contest; they need only sit tight and 
refuse to negotiate. The great weapon of the 
unions is the strike, and strikes often cause 
considerable public inconvenience for which 
the unions are likely to seem responsible, no 
mattei how wfdl justified they may be. Strikes 
always involve the possibility of violence, and 
many people are inclined to chalk this up to 
the unions, because even when the employers 
are largely responsible they are frequently able 
to hide their own part in it. 

Labor union evils 

Restriction of membership. Unfortunately, 
labor unions sometimes merit public hostility, 
for some of their policies are selfish and incon¬ 
siderate of the public interest. Thus some un¬ 
ions try to maintain monopoly scarcity of labor 
within their trades by restricting entrance into 
them. This is done (1) through apprenticeship 
regulations, such as limiting the number of 
apprentices; (2) through regulations limiting 
the use of helpers, since helpers may learn the 
trade and so swell the number of workers; (3) 
through the fostering of legislation requiring 
licenses to engage in various trades—a fairly 
common practice on the part of plumbers, sta¬ 
tionary engineers, firemen, electricians, bar¬ 
bers, and taxi drivers; and (4) through the 
imposition of high initiation fees—^from $200 
to $500, and as high as $600 in a few trades. 
There is an element of justification for some of 
these policies, but most of them represent a 
selfish effort to establish monopoly scarcity of 
workers. 

Make-work rules. Unions often develop 
other vices quite as bad as restriction of num¬ 
bers. Some of them have adopted make-work 
rules designed to provide more work for their 
members. A few unions limit the amount of 
work that a member may do. The Chicago 
lathers' union, for instance, defined 100 yards 
of wood lathing as a "fair day's work"; plas¬ 
terers sometimes limit the amount of lime that 
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may be handled in a day; and bricklayers 
sometimes limit the number of brick to be laid. 
In some cases, pieceworkers (laborers paid on 
the basis of the amount of work turned out, not 
on a time basis) make informal agreements not 
to earn more than a certain wage. There may 
be some justification for such rules, for un¬ 
organized laborers have at times been driven 
at speeds injurious to health; but some restric¬ 
tions set the output so low that efficient work¬ 
men can loaf on the job a great deal. Particu¬ 
larly is this true where machinery is being 
improved steadily to make greater output pos¬ 
sible. 

In some cases the unions set limits to the 
speed of work. The longshoremen (the workers 
who load and unload ships) on the Pacific 
coast regulate the size of the "sling load.*’ 
Similar limitations are common in the building 
trades. For example, bricklayers have been for¬ 
bidden to use both hands in laying brick or to 
use any other tool than the trowel lest they be 
able to lay too many bricks; plumbers were at 
one time-forbidden to ride a bicycle from one 
job to another because they saved too much 
time that way. Laborers generally have a 
strong hostility to pace setting, and even to an 
employer s efforts to keep track of the time 
each worker spends on a job. Speed limitations, 
like limitations on output, tend to establish 
uniformity in performance, to reduce all the 
workers to a certain level, to prevent the highly 
efiicient laborers from doing their best; but 
reasonable limitations are not altogether with¬ 
out justification, which is not to say that limita¬ 
tions are always reasonable. 

Some unions, particularly in the building 
trades, maintain rules requiring time-consum- 
ing methods of work, which may consume time 
by reducing speed or in other ways. Painters* 
unions have at times forbidden the use of 
brushes more than four and a half inches wide; 
plumbers, carpenters, and plasterers have 
banned various time-saving methods and de¬ 
vices. Many of the building trade unions re¬ 
quire that certain tasks be done on the job 
which could be done much more e£Bciently 
in the shop or factory. Thus the hod carriers’ 
union in Chicago prohibits the use of ready- 
mixed concrete, and the lathers’ union in New 


York refuses to install metal lath and metal 
rods which are not cut and bent on the job or 
in union shops, although these processes could 
be done more cheaply in the factory. The 
plumbers in Houston, Texas, require that pip¬ 
ing which has been cut and threaded for a 
particular place in a specific job must be cut 
off at the end and a new thread cut on the job. 
Many plumbers' unions have forbidden the use 
of assembled plumbing supplies, or the installa¬ 
tion of fixtures partly put together at the shop 
or plant. Chicago painters require that sashes, 
frames, and screens must be primed, framed, 
and glazed on the job, at a much higher cost 
than would be necessary in the shop or factory. 
Painters have refused to work on cabinets that 
were partly finished at the factory. "A painters’ 
union, under threat to picket on the opening 
night, forced the owner of an ice arena in 
Cleveland to hire union painters to run dry 
brushes over the seats for a few days prior to 
the opening of the arena, because the seats 
were purchased already painted from an out- 
of-town firrn.”^ 

In some instances, labor unions try to make 
work by requiring that unnecessary work be 
done, or that work be done more than once. 
Printers in certain cities have maintained the 
"dead horse” rule against the use of "borrowed 
matter”; that is, any advertisement set up in 
one newspaper shop cannot be run in another 
newspaper without being completely reset. 
During the construction of one government 
building in Washington the painters refused 
to apply a resinol base paint because only two 
coats would be required, instead of the usual 
four coats required with lead and oil paint. 

Fairly common make-work rules are those 
requiring that an unnecessarily large number 
of men be employed to do a given task. "The 
hoisting engineers in New York City insist that 
when steam for power is obtained from pipe 
lines under the streets, three shifts of engineers 
must be employed, although all they have to do 
is to watch the valve. This can be turned on 
just as well by someone else. Some locals of 
the electricians require that, when temporary 
lighting is used, an electrician be constantly on 
the job even though he has nothing more to do 
than turn off the lights when the other men are 


* Richard A. Lester, Economics of Labor, pp. 142-1431 
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through work. A coal mine in northern West 
Virginia had an electric pump with an auto< 
matic switch which required attention two or 
three times a day. The mine committee de¬ 
manded that an attendant be employed and 
that the foreman be forbidden to give occa¬ 
sional attention to the pump.”^ Motion-picture 
operators have tried to force employers to hire 
two operators for each machine, and truck 
drivers* unions have often insisted on a rule 
requiring tliat under certain circumstances two 
drivers shall be hired for each truck, although 
there is little or nothing for the second man to 
do. Unions of stage hands and musicians have 
various regulations requiring the employment 
of crews and orchestras of a certain size, in 
many cases larger than necessary. Musicians’ 
unions, which are among the most arrogant of 
unions, have even demanded that *\strind-by*’ 
orchestras be hired when there is al^solutely 
nothing for them to do, as when amateur 
orchestras broadcast over the radio or a station 
is receiving remote control programs. 

Railway unions have forced the operators to 
hire thousands of unnecessary employees. In 
many states they have secured '*full-crew” laws, 
which specify a certain numbci of men on 
trains, and in a few states they have obtained 
the passage of laws limiting the length of 
trains. The railway brotherhoods have many 
other rules which heavily increase the number 
of workers that must be hired. One of the most 
important of these relates to the method of 
figuring wages for trainmen. A day s work for 
an engineer or fireman is defined as 100 miles 
or eight hours in freight service, and 150 miles 
or eight hours in passenger service; that is, a 
freight engineer or fireman receives a day's 
pay if he runs 100 miles or if he works eight 
hours no matter how far he travels. This stand¬ 
ard was set when trains ran little more than 
half as fast as they do now, and the result is 
that engineers and firemen earn their day's 
wages in four or five hours, and sometimes in 
as Uttle as three hours or less; this means that 
the railroads are obliged to hire thousands of 
workers who are not needed. The exactions of 
the railway unions is one, but not the only 
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reason for the desperate financial condition of 
most of the railroads in recent years. 

Unions sometimes make work by requiring 
that work be done by members of a given 
skilled craft, although it could be done as well 
by unskilled or semi-skilled workers. "Some 
locals of the plumbers' union require that dis¬ 
tribution of plumbing materials above the first 
floor shall be made by union plumbers. Struc¬ 
tural steel workers require that steel be brought 
from the unloading point to the building site 
by their members and that re-inforced steel for 
concrete be placed by them, though laborers 
could do the work. Bricklayers demand that 
only bricklayers wash down and point brick. 
i‘hc carpenters in many cities demand that 
stripping forms from concrete bo done by their 
members. Rule 55 in tlie national agreement 
between the United States Railroad Adminis¬ 
tration and the shoperaft unions provided that 
the dismantling or scrapping of engines, boil¬ 
ers, tanks, cars, or other machinery should be 
done by mechanics of the respective crafts." 
Railroad unions have a great many rules de¬ 
signed to establish the principle that every 
piece of work in the operation of a railroad 
"belongs to some particular class of employee 
.and, in effect, is owned by that class,” however 
great may be the unnecessary expense to man¬ 
agement in applying that principle.® 

Unions often make work by prohibiting em¬ 
ployers or foremen from working on the job. 
Like a great many other oppressive policies, 
this is fairly common in the building trades. 
Under certain conditions there is justification 
for such a rule, for some employers have 
evaded union agreements by making several 
of the laborers foremen, thus removing them 
from union protection and perhaps working 
them overtime without extra compensation; 
but in other cases it adds unnecessarily to 
production costs. Union rules must apply gen¬ 
erally, like all administrative rules, for excep¬ 
tions are likely to lead to their evasion and 
breakdown; but such rules almost inevitably 
have some unfortunate consequences. 

Designed to increase employment, yet gener¬ 
ally justified, are the union rules controlling 


* Sumner H. Slichter, UnUm Policies and Industrial Management, pp. 183-184. By permission of The 

Brookings Institution, publishers. • ,. , 

* Ibid,, pp. 192-196. By permission of The Brookings Institubon, publishers. In this chapter, parties* 
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the quality of ivork, which require that work 
be done in ""thorough and workmanlike man¬ 
ner.” Such rules are most common in the build¬ 
ing trades, for many contractors in certain 
tyi^s of construction have tried to skimp on 
work. Rules to prevent this seem generally 
commendable, although, as Slichter suggests, 
such rules applied to the observance of spec¬ 
ifications and building codes are more impor¬ 
tant as a source of graft for union officials than 
as a means of increasing employment. 

The most important of the make-work rules 
perhaps are those designed to protect labor 
from the impact of technological changes, from 
the effect of new labor-saving machinery and 
methods. Employers in competitive fields are 
constantly driven to seek new, cheaper, and 
more efficient methods of production, and such 
methods often tend to displace labor. Instances 
of this, and of union opposition to such im¬ 
provements, are too numerous to be discussed 
at any length here. In coal mining, electric 
drills and cutting machines; in cigar making, 
the shift from handicraft to machine produc¬ 
tion; in building, prefabrication of parts of 
houses; in music, the movietone, the transcrip¬ 
tion, and the juke box; in the glass container 
industry, the introduction of automatic ma¬ 
chinery—^in these and a thousand others, ma¬ 
chinery has displaced labor. In the long run, 
opposition to such changes has usually been 
futile, although for a while it is sometimes 
successful. The building crafts have maintained 
a fairly effective defense against the use of 
prefabricated parts in building houses; and 
this is one reason why housing construction is 
so expensive. However unfortunate the results 
may be, it is not surprising that organized 
labor has opposed technological changes, has 
fought to retain jobs; nor is labor the only 
class that opposes changes which affect its 
interest. Retailers oppose the chain stores; 
railroads oppose truck transportation; the glass 
bottle manufacturers try to prevent the use of 
paper containers; businessmen try, often suc¬ 
cessfully, to build tariff barriers around the 
states in order to exploit consumers through 
Mgh^ prices. Human nature seems to be much 
the same in all classes. 

Conclusions as to make^ivork rules. A few 
conclusions as to make-work rules may be 

nhk,pp. 197-200. 


worth drawing. In the first place, the general 
public is probably inclined to exaggerate the 
extent to which labor unions resort to such 
rules. Many unions have make-work rules, but 
they are most common in the building trades 
unions, where the public is made keenly aware 
of the expense and trouble they cause, and in 
the railway trainmen’s unions. In the second 
place, some restriction on the speed of work 
and the size of the working crew is often 
needed, although many unions go far beyond 
the realm of reason in this respect. In the third 
place, make-work rules probably have a tend¬ 
ency to reduce union wages, because there is 
a limit to the amount that can be squeezed out 
of the employer, and whatever he pays for un¬ 
necessary labor he cannot pay for essential 
labor. In the fourth place, unless a union is 
industry-wide, make-work rules may cause a 
relative decline in output and employment in 
the union plants; furthermore, such rules are 
no remedy for a scarcity of jobs in a declining 
industry; they merely hasten the decline. Fi¬ 
nally, make-work rules provide no remedy for 
general unemployment. They may provide 
more jobs in a given industry, at least for a 
while, but to the extent that they raise costs 
in it they tend to reduce employment in other 
industries. The make-work policies of the rail¬ 
way trainmen may increase employment in this 
branch of the railway service, although it is 
not certain that they do this in the long run; 
but by raising costs they tend to reduce the 
amount of railway service offered, and perhaps 
to force the partial abandonment of some of 
the weakest roads, so reducing employment in 
all the industries that furnish railroad supplies; 
while on the other hand, by making higher rail¬ 
way rates necessary, they tend to reduce profits 
and employment in all the industries that use 
the railways, which means practically the en¬ 
tire economy. This, at any rate is Ae short- 
run tendency. In the long run all labor will 
tend to be employed but, except for the railway 
trainmen, at lower wages than would other* 
wise be paid.^ 

Violence in labor struggles 

Sometimes, unfortunately, labor unions go 
much further than merely maintaining malm- 
work rules. Gangster and hoodlum tactioi are 
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employed by a few unions, perhaps as a 
regular practice. In some cities, union moving- 
picture operators have made a practice of 
bombing theaters where non-union men are 
employed, and contractors who hire non-union 
labor sometimes find their buildings wrecked 
by bombs. Some years ago Harry Orchard, of 
the Western Federation of Miners, accused of 
a bomb murder, turned state’s evidence and 
confessed to bombings and murders committed 
by him and a confederate over a period of six 
years that res Ited in at least Kventy-oiie 
deaths; but the state was not able to convict 
any of the union officers. In the famous Mc¬ 
Namara case, the McNamara brothers, mem¬ 
bers of the International Structural Iron Work 
ers, confessed to bombing the Los Angele^ 
Times building in which ten people were 
killed; and another member of that union con¬ 
fessed to 102 bombings of bridges and other 
structures built by the National Erectors As¬ 
sociation with which the union was carrying 
on a bitter struggle. Thirty-eight union officers 
were convicted and .sent to prison. At “Bloody 
Herrin,” Illinois, a mob of strikers and sympa¬ 
thizers killed nineteen unarmed non-union or 
rival union men, yet none of the murderers 
were convicted. Picketing, particularly when 
carried on by large groups of strikers, fre¬ 
quently leads to fights which may result in 
serious injuries, for in their hatred of the 
“scabs” who would take their jobs the picketers 
sometimes manhandle them. 

Such violent and dramatic episodes should 
not be emphasized too much. Although they 
impress tlie public mind, they do not represent 
most unions fairly; they are usually incidents in 
labor wars, in which there is more hatred and 
bitterness than most outsiders can easily under¬ 
stand. It has often been observed that class 
struggles are the bitterest of all conflicts; and 
in some of the worst cases of labor violence the 
employers have been scarcely less guilty than 
the unions. In fact, employer-promoted vio¬ 
lence, although less noticed by the public, is 
perhaps more common than labor-promoted 
violence. In labor wars, eihployers often hire 
thugs and strikebreakers to beat up pickets, 
and the police are usually willing to club 
strikers, with or without provocation. It is often 


difficult to tell who starts the violence, who is 
to be blamed, but employers must usually bear 
a considerable share of the responsibility, un¬ 
less it be conceded that labor is wholly un¬ 
justified in trying to organize. 

Jurisdictional disputes 

Jurisdictional quarrels often put employers 
to heavy and unnecessary expense. Thus, dur¬ 
ing the construction of a certain large office 
building, the bricklayers charged that the 
structural steel framework had not been 
erected by the proper craft union; and before 
thc)^ would start the brick work, they required 
the contractor to tear the framework down, lay 
it on the ground, and then have the proper 
union put it up again. In the Hutcheson case, 
the rarpent.Ts and machinists had a dispute as 
to which should install metal machinery; the 
result was a strike which caused the employer 
considerable expense and delay. Such disputes 
have been common enough to cast well- 
deserved odium on labor unions.® 

Sit-down strikes 

The sit-down strikes sometimes resorted to 
during the Great Depression stirred up hostility 
and consternation even among people not gen¬ 
erally opposed to labor unions. There were 477 
such strikes in 1937, but the number dimin¬ 
ished sharply after that year. When strikers 
sit down in a factory and refuse to budge or to 
allow other workers to enter, they are not just 
“nibbling at the foundation of our system of 
private property”; they are biting a big chunk 
out of it. They may argue that they have some 
right in their jobs, and perhaps in the factory 
in which they work, but the sit-down tactic 
looks too much like expropriation of the em¬ 
ployer to be popular with the general public— 
“a high-handed proceeding without a shadow 
of legal right,” the Supreme Court called it. 
Mussolini came to power not long after a wave 
of sit-down strikes in Italy. 

Newspapers and labor unions 

Still another reason for the common hostility 
to labor unions is the fact that newspapers 
usually present labor news in a manner pr^u- 
dioial to labor. To some extent this is true 


• See American Economic Review, Fajmt and Proceedings, March, 1S42, pp. 432-448. 
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merely because employers are able to buy 
more newspaper space than the labor unions 
can a£Ford. Employers often place full-page 
advertisements in the papers, partly to present 
their own views and partly to secure the good 
will of the newspaper management; but most 
newspapers favor the employer anyhow. The 
small rural papers represent the views of the 
little Wanamakers of the community; and the 
big newspapers are themselves big business, 
employers of great numbers of workmen and 
tied up intimately with the country’s dominant 
capitalist interests. Their editorials are usually 
favorable to employers, and their reporting of 
labor news is often prejudiced and unfair to 
labor, or sometimes even grossly inaccurate and 
misleading. This attitude was never more 
clearly shown than in the reporting of the 
great steel strike of 1919. Wages were fairly 
high in the steel mills, but labor conditions in 
other respects were intolerable; the twelve- 
hour day and the seven-day week were still the 
rule, and the strike was justified; but most of 
the papers made it appear that wages were 
very high and that the laborers would have 
been one big happy family if thQ radical agita¬ 
tors could have been kept out of the mill towns. 
Seeing such reports day after day naturally 
made many people believe them. 

Employers’ opposition to labor unions 

The greatest obstacle to labor organization 
is the hostility of employers. In some European 
countries this hostility is no longer common, 
for in such countries as England and Sweden 
most employers have come to see that unions 
are necessary for the protection of labor; and 
even in America there are a few employers who 
see that labor organization is at any rate in¬ 
evitable, and a very few who have worked 
out plans to cooperate with unions in pref¬ 
ence to dealing with unorganized labor. Gen¬ 
erally, however, employers in this country are 
stubbornly opposed to unionization. They re¬ 
gard their plwts as their own, to manage and 
operate as they please; and they view any in¬ 
terference from unions with deep resentment, 
which, as we have seen, is to some extent 
justified. Although most of them are themselves 
organized into associations for the promotion 
of their mutual interests, in price fixing as well 
as in fighting labor, they are opposed to any 


similar organization among laborers and they 
fight it by fair means and foul. 

Weapons used by employers 

Employers have fought labor unions in many 
diflPerent ways. They have used black lists, 
yellow-dog contracts, injunctions, labor spies, 
strikebreakers, terrorism, citizens’ committees, 
and company unions. 

The black list. The black list, a list of 
workmen suspected of union activities, has 
been used frequently. A laborer discharged by 
an employer for suspected or actual union 
activity is put on the black list, and in some 
way this information is made available to every 
member of the employer’s association so that 
no other company will hire the man. Such a 
laborer may find it necessary to change his 
line of work or move to a different part of the 
country. Although the black list has been pro¬ 
hibited in a number of states, it i.s still used 
because there is no practical way of proving its 
existence. Its use in labor disputes, while harsh 
and deadly in its effect, does not seem very 
reprehensible to most people, for something 
like it is often employed by school boards, col¬ 
lege presidents, and trustees when hiring 
teachers. The records of candidates for teach¬ 
ing positions are always investigated, and those 
suspected of radicalism are usually not hired. 
Some professors, indeed, have found them¬ 
selves on something resembling a black list 
merely because they were too sympathetic to¬ 
ward labor unions. 

The yellow-dog contract. The yellow-dog 
contract, whereby the worker agrees not to 
join a labor union while employed, was widely 
used after the First World War; but aside from 
the possible humiliation of being obliged to 
sign such a contract, it did not limit his rights 
appreciably. With or without the contract, fie 
would be discharged if he joined a union. 
Where the courts upheld such agreements and 
enjoined labor unions from trying to organize 
workers who had signed them, they did 
strengthen the employer’s power; but many 
states have forbidden yellow-dog contracts and 
injunctions based on them, and under the 
National Labor Relations Act they are practi¬ 
cally outlawed. 

The injunction. The injunction against 
various activities of labor unions has often been 
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used by employers since about the time of the 
Pullman strike in 1894. In that strike the fed¬ 
eral District Court issued a sweeping injimction 
prohibiting Eugene Debs, president of the 
American Railway Union, and all other persons 
from interfering with the business of the rail¬ 
roads entering Chicago, and from trying in 
any way to induce their employees to leave 
their jobs. The injunction was one of the im¬ 
portant means of defeating the unions in that 
historic struggle. In ordinary legal procedure, 
a man is presumed to be able to protect his 
rights by suing for damages if they are invaded; 
but the injunction is an extraordinary legal 
remedy, a court order forbidding the enjoined 
person or persons to do certain specified wrong¬ 
ful acts, on the ground that damages secured 
after these acts have been committed would 
not for some reason be adequate compensation. 
As applied to labor disputes, the injunction has 
been used to prevent strikes or picketing, to 
limit picketing in some way, or to prevent 
various other union activities, on the theory 
that if the threatened wrongful acts were com¬ 
mitted the employer might not be able to col¬ 
lect full damages for the injuries suflFered 
thereby. The employer usually prefers an in¬ 
junction to other legal remedies because it 
immediately throws a certain stigma on the 
union cause, perhaps delays the strike, and 
because it keeps the dispute out of the hands 
of a jury. If the injunction is violated, or is 
asserted to be violated, the case is tried by the 
judge alone, without a jury. The Constitution 
guarantees everyone the right to trial by jury, 
and labor unions regard the injunction as a 
violation of this constitutional right. It is sel¬ 
dom or never used in Europe, and the federal 
government and some of the states have re¬ 
cently restricted its use in this country; yet 
employers still resort to it occasionally. 

Labor spies. Employers have spent mil¬ 
lions in the employment of labor spies, men 
who take jobs as ordinary workmen, spy upon 
the other employees to find out which are 
union members or agitators, and report this 
information at once to the detective agency 
by which they are hired. If possible, the spy 
joins the union and perhaps become an officer; 
sometimes he even plays the part of an agitator 

* £. E. Witte, The Government in Labor Disputes, 
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and tries to foment dissension and discord in 
the union. When the men reported as belong¬ 
ing to a union are discharged, the other mem¬ 
bers, uncertain as to who has betrayed them, 
suspect one another, cease holding meetings, 
and the union breaks up. “Very dirty business'* 
the La Follette Civil Liberties Committee 
called this; but many employers have resorted 
to it to some extent, possibly on the theory 
that anything is fair in war, and that labor 
conflicts are one form of war. The use of labor 
spies is now forbidden by the National Labor 
Relations Act. 

Strikebreakers. In case of a strike the em¬ 
ployer often hires professional strikebreakers. 
These are not mere scabs—^men who are will¬ 
ing to take the strikers' jobs because they want 
work; they are usually thugs, gangsters, hood¬ 
lums, and sometimes criminals, whose function 
is to promote violence and spread terror. Not 
infrequently these men are backed by the local 
police force or by citizens' committees or vigi¬ 
lantes which are hired by tlie employer to 
preserve “law and order" by beating up the 
union members and the “agitators" and “com¬ 
munists." In the campaign waged by some of 
the big California fruit ranch corporations and 
industrial concerns against labor organizers, 
such citizens committees did the dirty work, 
frequently manhandling their victims savagely 
and in some cases killing them outright. In the 
Bisbee, Arizona, deportation case during the 
First World War, a mob seized 1186 strikers, 
took them out into the desert by train, and left 
them there without food. The strikers were 
rescued later, near death from starvation, by 
the United States Army. No one was punished.® 

There is seldom any redress for the victims 
of such violence, for the local police officers are 
usually in cahoots with the strikebreakers. 
Some Pennsylvania steel and coal towns are 
completely in the power of the employers, for 
the latter's private armies of guards assume 
control not only of the plants but of the towns 
themselves. In some of the coal towns in West 
Virginia and Kentucky, the companies own 
the entire town—amines, city blocks, streets, 
churches and schools, and the roads leading to 
the town. Labor organization in such medieval 
principalities has t^en dangerous business. If 

chap. 8. 
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strikebreakers and the local police and citizens’ 
committees are not able to maintain order, the 
state militia is sometimes called in. The milkia 
is often sympathetic toward the employer, al¬ 
though it is usually more impartial than the 
police. 

Terrorism. A good example of employer 
terrorism may be found in the report of the 
La Follette Committee on Violations of Free 
Speech and Rights of Labor. Tom Girdler, 
manager of the Jones & Laughlin steel mills at 
Aliquippa, Pennsylvania, held almost feudal 
control over the town and fought labor unions 
with about every weapon known in labor war¬ 
fare. He maintained an elaborate system of 
espionage which not only permeated the plants 
but extended into the schools, churches, lodges, 
and homes. Any careless remark by a laborer 
was likely to be reported, the man's home 
might be raided, and if any evidence was 
found indicating that he was a “troublemaker” 
or “agitator” he was likely not only to lose his 
job but to be driven out of town. The company 
owned most of the houses and sold some of 
them on long-term payments; and for workers 
who were paying on their homes such an out¬ 
come was a catastrophe. Girdler's Gestapo, 
supported by the town police, sometimes met 
incoming trains to prevent labor organizers 
from coming in, and anyone who looked like 
one was likely to be arrested, beaten, and put 
on the next train leaving town. Girdler and his 
company operated a tight political machine, 
chose the men for city and county oflSces, 
marked the ballots that were handed out to die 
workers, so that every man's vote was known. 
Not a beautiful picture. As Mary Heaton Vorse 
has said: “It is a horrible thing to live in a 
community where every act is spied upon. It 
is a horrible thing to live where an incautious 
word, or the expression of an opinion, may cost 
you your job. And it is a wonderful thing to 
see a town freed from this espionage.”^ 

Such labor policies as this have been com¬ 
mon in the steel mills and in some of the 
southern cotton mills. The United States Steel 
Corporation set the style years ago. In one 
Pennsylvania steel town the sheriff, ^ter break¬ 
ing up a workers’ meeting and driving some 
agitators oiut of town, declared that Jesus Christ 


himself wouldn’t be allowed to make any 
speeches there. 

Company unions. Since the First World 
War, many employers have fought off the 
organization of labor by forming their own 
company unions. The number of workers in¬ 
cluded in these unions increased steadily until 
1928, when more than 1.5 million members 
were reported. These company unions were 
usually formed at the instigation of the em¬ 
ployer and were controlled by him, although 
presented to the world as representing labor. 
They did some useful things, such as adjusting 
grievances and complaints with respect to 
health, safety, wages, hours, rules and regula¬ 
tions, the sharing or rotation of work, discharge 
of employees, and other similar problems; but 
they could not function as genuine collective 
bargaining agencies because their organization 
seldom extended beyond a single plant, they 
had no funds, and few of them could provide 
the leadership and experience necessary for ag¬ 
gressive union action such as a strike. The Na¬ 
tional Labor Relations Board does not recog¬ 
nize company unions as genuine bargaining 
agencies, and forbids employers to maintain 
them.® 

Labor unions and the government 

The fight against employers would be tough 
enough for the unions, but the job has been 
even more difiBcult because, before the advent 
of the New Deal, employers usually had the 
support of various arms of the government— 
the courts, the police, and the militia. The 
courts usually see eye to eye with employers 
for two reasons. In the first place, basing iheit 
opinions on precedent in accordance with the 
rule of common law, they tend to look back¬ 
ward to the time when the philosophy of 
rugged individualism was more appropriate 
than it is in our present economy of giant in¬ 
dustries and armies of workers. In the second 
place, courts are composed of lawyers, many 
of them former corporation lawyers, who In 
their years as servants of big Business became 
so accustomed to the employer’s point of view 
that they find it difiBcult or impossible to under¬ 
stand any other. This is not true, however, of 
the United States Supreme Court today, for 


^ Mary Heaton Vorse, Labo/s New MUUons, pp. 34, 35. 

® Emanuel Stein, Jerome Davis, and others, Labor Problems in America, chap. 31. 
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seve.ral conservative judges died during Frank¬ 
lin Roosevelt s administration, and their places 
were taken by liberals. The police can usually 
be counted on to support the employer’s posi¬ 
tion. Sometimes the police deliberately try to 
incite the workers to violence, and they fre¬ 
quently behave as if they were the employer’s 
private guards. The state militia too is usually 
though not always sympathetic with the em¬ 
ployer. The ideals of military men—order, dis¬ 
cipline, obedience—^fit well with the ideals of 
businessmen. An 'irmy organization is about 
what employers would like in their businesses; 
and it is not surprising that the militia should 
be inclined to support the employer when it is 
called in. 

The manner in which employers, courts, and 
police work together may be seen in the records 
of some of the historic labor battles. In the 
Haymarket bombing in Chicago in 1886, for 
instance, a mass meeting was called in Hay- 
market Square to protest against police bru¬ 
tality in the McCormick Harvester Company 
strike. Although the meeting was peaceful, the 
police appeared suddenly and demanded that 
the crowd disperse. Someone threw a bomb 
into the police ranks, killing several policemen, 
whereupon the police began firing into the 
crowd and injured about a hundred people. 
Many arrests followed; and eventually four 
men were hanged, one committed suicide to 
escape hanging, and three were sentenced to 
imprisonment, two of them for life. The men 
were labor radicals, it is true; but careful study 
has proved that the judge who presided at the 
trial was grossly biased, as was also the jury, 
and that perjured evidence was offered—in 
short, the defendants* did not have a fair trial. 
Somewhat similar was the case of Tom 
Mooney,, the radical labor leader who was 
accused of planting a bomb in the way of a 
preparedness parade in San Francisco in 1916. 
There was much perjured testimony at the 
trial, a conspiracy between the prosecution and 
certain police officers, and an u^air trial as^the 
presiding judge conceded later; yet Mooney 
was convicted and sentenced to be hanged. 
The supreme courts of California and the 
United States refused to intervene, but at 
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President Wilson’s request the governor com¬ 
muted Mooney s sentence to life imprisonment. 
Twenty-two years later he was pardoned by 
Governor Olson, and died within a few years. 

Internal difficulties of unions 

Even within their own unions, the members 
face serious difficulties in organization and in 
trying to keep their unions working effectively. 
They must build an organization that is practi¬ 
cally workable, one that vests enough au¬ 
tonomy in the local to give it some feeling of 
self-determination and at the same time centers 
enough power in the central offices so that the 
power of the entire union can be thrown into 
a contest if necessary. A union must have 
honest, unselfish, competent, and courageous 
yet judicious leadership, a combination not 
easy to find. The men who come to the front 
when the union is being formed are usually 
men of courage and loyalty, and in some cases 
tactical shrewdness; but when they have been 
long in office many of them become soft and 
conservative, and more interested in holding 
their jobs than in vigorously advancing the in¬ 
terests of labor. If the leader is exceptionally 
able, he may be offered a higher-paying job in 
business or in the government; if he is not 
particularly able, it may nevertheless be pos¬ 
sible for him to hold his job in spite of almost 
any amount of opposition. High positions in 
labor pay good salaries—Green receives $15,- 
000 a year, and John L. Lewis $25,000. Such 
salaries enable these men to associate with the 
‘'better people.”*' If the leader is not strictly 
honest—and this has been true of a few of 
them—^he has many chances to make a little 
extra money in his negotiations with employers. 

In their internal administration, many unions 
follow the pattern of business corporations, and 
of Fascist governments, in some respects. Many 
of them are not democracies but, like corpora¬ 
tions, are ruled by self-perpetuating oligarchies 
or personal dictators. Like corporation stock¬ 
holders, the members generally know little 
about the union’s business and seldom attend 
the meetings, trusting the officers to handle 
things well for them. The officers run the 
union according to their own lights, sometimes 


^ The high salaries of some American labor leaders are in striking contrast with the modest salaries 
paid union officials in Australia, which before the war averaged about $1200 a year; only a few were 
above $2000. 
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widiout making adequate reports on policies 
or finances. The dues and fines of the New 
York local of the American Federation of Mu¬ 
sicians amounted to $300,000 in one year, but 
no financial report was made for a considerable 
period. Some national unions allow the locals 
almost no power, and even appoint the oflBcers 
of the locals. The Federation of Musicians is 
one of the most autocratic of all unions, for the 
members are little concerned with its business, 
and Petrillo, its president, whose salary is re¬ 
ported to be $46,000, frankly claims to be the 
absolute dictator.^® 

The New Deal and labor unions 

It has sometimes been charged that the New 
Deal was in some respects merely a "new 
shuffle”; but for labor it was indeed a "new 
deal.” Even before Franklin D. Roosevelt took 
office, the public had shown some sympathy 
toward the grave hardships of unemployed 
labor, and the Norris-La Guardia Act of 1932 
had placed strict limitations on the issuance of 
labor injunctions by federal courts and had 
outlawed yellow-dog contracts. The National 
Industrial Recovery Act of 1933 included a 
provision guaranteeing employees the right to 
organize without ‘"interference, restraint or 
coercion of employers”; and when it was de¬ 
clared unconstitutional, its guarantees were 
expanded by the National Labor Relations Act 
of 1935, which also prohibited a number of 
what were called “unfair practices” used by 
employers in dealing with labor, and set up the 
National Labor Relations Board to administer 
the act. 

Here was something new in American labor 
history, a government agency helping laborers 
to organizel The National Labor Relations 
Board not only helps labor to organize but tries 
to shield it from various “unfair labor practices” 
on the part of the employer. Under the pro¬ 
visions of the law it is unfair practice for an 
employer: 

1. To interfere with, restrain, or coerce em¬ 
ployees in exercising their rights of self-organi- 
zation and collective bargaining. 

2* To encourage or discourage union mem- 
beridiip by discriminating in regard to hire or 


tenure of employment or conditions of work, 
except such discrimination as may be involved 
in a closed-shop agreement with a bona fide 
union. 

3. To dominate or interfere with the forma¬ 
tion or administration of any labor organiza¬ 
tion, or to contribute financial or other support 
to it. 

4. To refuse to bargain collectively with the 
representatives of the employees. 

5. To discharge or otherwise discriminate 
against an employee for filing charges or tes¬ 
tifying under the act. 

The law indicates a clear and unmistakable 
intention to promote collective bargaining, to 
put labor on the basis of something approxi¬ 
mating equality with employers in bargaining. 
In interpreting and administering the law, the 
Board is upsetting many cherished powers and 
privileges of employers. For instance, it has 
held that anti-union statements by an employer 
are a violation of the act, “especially when 
coupled with a threat to close or move the 
plant if the employees join a certain union or 
select certain representatives.” In one case, 
that of a company which allegedly moved its 
plant to avoid the union, the Board ordered it 
to pay moving costs for the union members 
who wished to move to the new location.^^ 
Clearly the rights of property are being se¬ 
verely abridged by such decisions, although 
they seem to be logical interpretations of the 
law. Some employers have fought the law and 
the Board with every available weapon; but 
only a small proportion of the complaints filed 
with the Board have ever reached the courts, 
and most of the Board’s decisions that have 
been appealed to the Supreme Court have been 
sustained. Some employers—Henry Ford, and 
Tom Girdler of “Little Steel,” among them— 
refused to abide by the Board s rulings, and 
since the Board is obliged to go into a federal 
court to secure an order for enforcement, the 
defiance was overlooked for some time. 

The National Labor Relations Act was not 
enacted in the interests of labor only, but in 
the hope that it would result in mutual benefits 
to employers^ workers, and the general public; 
and there is no doubt that in some cases it has 


^ See John P. Troxell’s article in American Economic Review, Papers and Proceedings, March, 1942, 
pp. 460 9. 

“ Richard A. Lester, Economics of Labor, pp. 720-721. 
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been of distinct advantage to both the em¬ 
ployer and the public. Once written collective 
agreements have been signed by employer and 
employees, the employer knows what he can 
expect in the way of employee cooperation, for 
these agreements commonly stipulate that 
there shall be no strikes or lockouts and that 
all disputes shall be settled by peaceful means. 
They also cover a great many other trouble¬ 
some problems, such as hours, wage scales, 
overtime payments, seniority regulations, and 
vacations. Accordj* g to Millis, "employers with 
long experience under contracts rarely desire 
to return to the uncertainties of a shop kept in 
a state of worker restlessness because of the 
absence of a written document embodying the 
pledge of mutual responsibility.”^^ While the 
public probably pays higher piices for some 
goods because of the spread of unions under 
the act, it gains from the reduction in the 
number of strikes and from the greater con¬ 
tinuity of industrial operations. For example, 
after the outbreak of World War II there were 
very few strikes of importance, a very signifi¬ 
cant achievement in time of war. 

General appraisal of labor unions 

What balance sheet of gain and loss, of 
credit and debit, shall we strike on the question 
of labor organization? Many labor enthusiasts 
would have us believe that labor unions are 
almost wholly good and that our society would 
be very happy indeed if all labor were or¬ 
ganized, whereas other people view the prog¬ 
ress of unionization with deep fear and distrust. 
In appraising this movement wc can scarcely 
hope to be entirely fair, for our attitudes will 
inevitably be colored' by our emotions, experi¬ 
ences, sympathies, social attitudes, and perhaps 
our economic circumstances. And, as often in 
economics, we shall find that there are no 
simple answers, that labor imions are good in 
certain ways and with respect to certain ends 
and ideals, and bad in other ways and with 
respect to other ends and ideals. Furthermore, 
most generalizations regarding labor unions are 
likely to involve some error when applied to 
particular unions, for in their etliical ideals and 
practices, their economic philosophy, their in¬ 
ternal organization, and the character of their 

12 H. A. Miffls, "Six Years of the National Labor 
1941. 


leadership, labor unions differ widely. In their 
ethical ideals and practices, some unions are 
almost wholly admirable, while others can be 
classed only with the lowest types of rackets; in 
their economic philosophy, some of the A.F. 
of L. unions are almost as conservative as some 
businessmen s organizations, whereas a few at 
the other end of the scale are dominated by 
communists; in their internal organization some 
leave fairly wide powers to the locals, while 
others are more or less completely dominated 
by the central offices; in character of leader¬ 
ship, they vary from fairly liberal democracy to 
the iron-bound autocracy of John L. Levds s 
United Mine Workers and Petrillo’s musicians' 
union. In spite of the difficulties in making a 
broad appraisal of unions, we may venture a 
few generalizations, beginning with those un¬ 
favorable to unions. 

It is clear that labor unions and their tactics 
do not fit the simple theory of collective bar¬ 
gaining. If the laborers simply combined in 
order to bring their bargaining strength up to 
that of the employer, and if when dissatisfied 
they simply quit and sought work elsewhere, 
making it necessary for the employer to build 
up a new labor force, that would be simple 
collective bargaining, and labor troubles would 
not be very serious; but such a procedure is of 
course impossible. Laborers cannot move about 
or get jobs elsewhere so easily. When they 
strike they want to prevent the employer from 
hiring other labor. Sometimes the employer 
could hire another force for as little as he is 
paying the strikers, or in times of depression 
perhaps for less; but those on strike refuse to 
work on the conditions he offers and they try 
hard to prevent others from taking their jobs. 
Their hatred of scabs is as deep and as sincere 
as Martin Luther's hatred of the devil, and 
they often throw worse things than ink bottles 
at them. 

There is some reason to believe that, as 
Marshall hinted, the effect of labor organiza¬ 
tion may be to push the few up and the many 
down. Only a small proportion of the total 
labor population of the United States has ev^ 
been organized—9 per cent in 1930 and 25 
per cent in 1944—^and therefore only a small 
proportion of the laborers can gain any direct 

Relatkms Act,” Labor Information BtdleUn^ August, 
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benefit from organization; and it is likely that 
the burden of the higher wages enjoyed by 
union members falls largely on the unorganized 
workers who are the most important consumers 
of many of the products of industry. 

On the other side of the picture, it has often 
been pointed out that the individual laborer 
who is one of a large number in a huge plant 
cannot bargain with his employer on equal 
terms. The employer has every advantage—he 
usually has ample financial resources. Ids per¬ 
sonnel staff is highly skilled, and if he does not 
make a wage contract with one employee he 
suffers no great loss; it does not make much 
difference, for instance, whether he has 5000 
workmen or 4999. The individual worker, on 
the other hand, seldom has much in the way of 
reserve funds and needs a job immediately; he 
is not a skilled bargainer and he often knows 
little about opportunities for employment; and 
if he does not get a job he is likely to suffer 
grave hardship. As a matter of fact, there is 
usually nothing that can be called bargaining 
between the employer and the employee; the 
former offers what he thinks he must and the 
latter either accepts, or at great sacrifice con¬ 
tinues his quest for work elsewhere. The an¬ 
swer to this inequality of bargaining power 
between employer and employee is collective 
bargaining, with labor organized in a union 
that will act as a unit in disputes with the em¬ 
ployer. The employer may well be indifferent 
as to whether he hires or loses one man, but 
he cannot be indifferent as to the loss of all 
his men. 

Employers’ associations 

The case for labor unions is really stronger 
than this argument indicates, for some em¬ 
ployers are Aemselves organized in powerful 
associations. At one time there were some 250 
such associations—^national, state, and local— 
coordinated under the National Industrial 
Council, an organization which was said to 
represent the interests of between 30,000 and 
35,000 manufacturers in labor relations. The 
National Industrial Council has been the labor- 
fighting subsidiary of the National Association 
of Manufacturers, which is the national agency 
coordinating the power of some 30 or 40 bil¬ 


lion dollars in corporate wealth. Formerly as¬ 
sociated with the NAM was also the aggressive 
National Metal Trades Association, which 
furnished its members with labor spies, guards, 
and strikebreakers whenever a strike was called 
in any of the member plants. This association 
assumed full control in the fight against strik¬ 
ers, and none of its members was allowed to 
settle a strike on terms other than those that it 
laid down, or to enter into any closed-shop 
agreement with a labor union.'* Such an or¬ 
ganization as this could not function today, 
under the National Labor Relations Act, but 
the NAM is working hard to secure the repeal 
of that law. Certainly labor unions do prevent 
the highly organized and integrated industries 
from becoming intolerable autocracies. If there 
were no unions, a handful of corporation execu¬ 
tives would dominate industry so completely 
that laborers could live only by their grace. As 
Slichter says, collective bargaining is not only 
a method of fixing wages but a “method of 
introducing civil rights into industry, that is, of 
requiring that management be conducted by 
rule rather than by arbitrary decision.”'* Where 
labor is not organized, the individual laborer 
not only is at a disadvantage in bargaining with 
the employer, but he holds his job entirely at 
the will of the manager or foreman, and at the 
whim of either he may find himself on the 
street looking for another job. Within limits set 
by state or federal laws, he must work under 
whatever conditions the employer provides, 
sometimes under conditions injurious to health 
or dangerous to life and limb; and he may be 
dismissed for any reason whatever or for no 
reason at all. By organizing, labor is able to 
maintain a position of greater securi^ and self- 
respect. 

Labor unions provide some training and ex- 
perince in cooperative action, tiaining which 
may be valuable in solving problems in demo¬ 
cratic government; some provide social, edu¬ 
cational, and recreational opportunities, and 
insurance benefits; they give the members 
political influence which they would not have 
without organization. When the C.I.O. con¬ 
tributed nearly half a million to the Democratic 
campaign expenses in 1936, it was speaking a 
language that politicians understand. 


^ National Resources Committee, The Structure of the American Economy, Part I, p. 165. 
Sumner H. Slichter, Union Policies and Industrial Management, p. 1. 
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Employtr-Employee cooperation 

From some of this discussion it might ap¬ 
pear that employers and organized labor are 
always at war; but in a few industries employ¬ 
ers work cooperatively with their unions, and 
under the National Labor Relations Act this is 
required of employers in unionized industries. 
Here is one of the moderately cheering de¬ 
velopments in the field of labor relations, "i^en 
employers and their employees view each other 
widi suspicion and hostility, each trying to 
overreach the oth^r, to give as little and get as 
much as possible, each generally uninterested 
in the other’s problems and difficulties, there 
can be little sound health in industry, and the 
industrial field will be an armed camp likely 
to become a battleground at any time; but 
where employers and employees are able to 
take a cooperative and sympathetic attitude 
toward the common problem of keeping pro¬ 
duction up and costs down, there may be a 
basis for industrial peace. To some extent the 
interests of the two groups are the same. To 
the extent that competition prevails, both want 
production and employment maintained at a 
high level, and both must therefore be in¬ 
terested in keeping costs down to a point which 
will enable the employer to do this and in some 
cases even increase production. 

This cooperation demands an understanding 
attitude on the part of both employers and em¬ 
ployees. The employer must recognize that his 
workers are not merely slaves or chattels, in¬ 
sensate means of making profits, but human 
beings, with the wants and aspirations of 
human beings. He must be able to meet bis 
employees’ representatives as equals and be 
fair, honest, and straightforward with them, if 
he is to gain the confidence essential to coop¬ 
eration. The workers, on the other hand, must 
have some understanding of the problems that 
the employer faces, must not regard him as a 
money well to be pumped as hard as possible, 
must help him in &e joint task of keeping costs 
down to a level which will enable the business 
to earn wages for them and a reasonable re¬ 
turn for him. They must be reasonable in their 
demands, must help to maintain efficiency, and 
must live up to the agreements they make. 

Most employers and workers, unfortunately. 


do not meet these specifications very well, 
and union-management cooperation has 
achieved only limited success. In a number of 
cases it has been tried for a while and then 
dropped. It is apparently most likely to suc¬ 
ceed in firms that are not making high profits, 
that are so near the no-profit level that both 
employer and employees feel some concern 
over the future of business operations and jobs. 
This type of cooperation may never become 
very common, but there is some reason to be¬ 
lieve that it may spread and help measurably in 
maintaining efficiency and peace in industry.^® 

The government and labor disputes 

Strikes and labor wars are expensive to 
workers, employers, and the general public; 
and the government has tried in various ways 
to help preserve industrial peace—^through 
mediation, arbitration, and, in a few cases, 
through prohibition of strikes. In the process of 
mediation^ an impartial third party, known as 
the mediator or impartial chairman, is called 
in; he confers with the employer and labor 
representatives in a friendly, informal way, and 
tries tactfully to get them together. If he is 
unable to do this, he is not expected to render 
any decision in the dispute. In the process of 
arbitration, an arbitrator or board or arbitrators 
is chosen, and after hearing the two sides it 
renders a decision which the disputants have 
agreed to accept; if either party is not satisfied 
with the decision, the dispute may come up for 
further action later. Both mediation and arbi¬ 
tration have achieved some success in promot¬ 
ing industrial peace. 

The public interest in industrial peace, par¬ 
ticularly in such essential and strategic indus¬ 
tries as transportation, mining, and steel 
manufacturing, is so great that some people 
think strikes should be forbidden. Why, they 
sometimes ask, can we not set up an impartial 
board to settle disputes, instead of allowing 
the employer and his workmen to fight it out, 
with all the cost this involves for both of them 
and for the public as well? After all, a strike 
proves only who is stronger, not who is right. 
The argument, although superficially appeal¬ 
ing, does not face all the difficulties of fiiB 
problem. The strike is labors most important 


^ See ibid, for an analysis of this prc^lem. 
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weapon; and if labor is to be deprived of this come under the court's jurisdiction are given 

weapon, it will have to be convinced that a certain privileges, as for instance the closed 

really impartial board will decide the dispute, shop, and for this reason the law has greatly 

Untfl recently, labor in this country and in most encouraged labor unionization. Although it has 

of the individual states has been hostile to not altogether prevented strikes, it is generally 
compulsory arbitration, because most workers credited with a great reduction in their num- 
have believed that government agencies were her. 

likely to be unfriendly to them. Furthermore, Only Kansas, of the various American states. 


compulsory arbitration smacks a little of '"in¬ 
voluntary servitude,'' since the government in 
denying the right to strike is practically com¬ 
pelling the workers to remain at their jobs. 
This may be justified in essential industries, 
and in wartime it is unquestionably necessary; 
but in non-essential industries and in peace¬ 
time such a policy may not be wise. 

Nevertheless, a variety of measures have 
been adopted both here and in other countries. 
Among them are: (1) compulsory arbitration, 
which prohibits strikes and requires the parties 
to submit their disputes to a government arbi¬ 
tration agency; (2) compulsory investigation, 
which requires only that the strike shall be 
postponed until the government arbitration 
agency has investigated the issues in the dis¬ 
pute; (3) compulsory acceptance, which re¬ 
quires that, although arbitration may be 
voluntary, the decision of the arbiter must be 
accepted; and (4) compulsory delay, which 
forbids the union to strike for a certain period 
after the arbiter has handed down his decision. 
The last three are of course less drastic than 
the first, and there has been no serious objec¬ 
tion to them, but compulsory arbitration has 
been the subject of heated debate. Canada has 
tried compulsory investigation, in public utili¬ 
ties and mines, with some success, even tlie 
workers eventually coming to favor it; and 
Colorado, Minnesota, and Michigan have 
passed similar laws. 

Compulsory arbitration 

New Zealand is the pioneer in the field of 
compulsory arbitration, by virtue of a law 
passed in 1894. This law set up a court of 
arbitration composed of three members rep¬ 
resenting employers, labor, and the public, but 
workers submit disputes to the court only if 
they wish to as members of unions which agree 
to abide by its decisions. Unions that wish to 

’ See Domenico Gagliardo, The Kansas Industrial 


has tried compulsory arbitration, under the 
Kansas Industrial Disputes Act of 1919. The 
law, passed during a fit of public exasperation 
over a strike in the coal mines, was frankly 
anti-labor in motive and spirit, and hence has 
been consistently opposed by the unions. It did 
not prevent strikes, but it was the means of 
sending a few labor leaders to prison and 
stirring up ill will among labor in general. It 
became something of a political football and 
was in process of being deflated to comparative 
innocuousness when the Supreme Court held 
it unconstitutional on tlie ground that some of 
the industries covered were not so ‘affected 
with public interest*' as to be subject to such 
drastic regulation. The experience of Kansas 
does not prove that compulsory arbitration is 
impossible, but it does suggest that it is not 
likely to be successful if it is conceived mainly 
as a club with which to crack down on labor.^'* 

The outlook for organized labor 

On the whole, the outlook for peace on the 
labor front is not bright. The high wages paid 
during World War II roused great public hos¬ 
tility to labor unions, and Senators and con¬ 
gressmen from states in which the labor vote is 
small find strong support in advocating the 
abolition or mutilation of the New Deal laws 
favorable to labor and the hamstringing of the 
National Labor Relations Board. This support 
comes not only from farmers and small busi¬ 
nessmen but from powerful organizations like 
the National Association of Manufacturers and 
the Chamber of Commerce of the United 
States. A strong and well-organized campaign 
is being waged to reduce labor's growing 
power; and with the growth of reactionary 
sentiment which usually characterizes war and 
postwar periods there is a possibility that this 
campaign will achieve some success, perhaps 
even to the extent of crushing many of the 

Court, 
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weaker labor unions. Labor's reaction to such 
a situation is difficult to predict, but certainly 
there will be strong resentment, and possibly 
more violence than we have ever seen before. 
Labor has tasted power and therefore will 
never again be resigned to the impotence of 
former times. 

Labor may eventually come to dominate our 
government as a ^abor” government, some¬ 
what as business interests have generally domi¬ 
nated it in the past, subject to some limitations 
in Roosevelt's administration. Such a possi¬ 
bility is enough lu give businessmen and con¬ 
servatives a bad case of the jitters; but this 
outcome might not be a serious catastrophe, 
and it might mean better government than 
we have usually had in the past. Several of the 
most enliglitened countries in the world have 
labor governments—New Zealand, Australia, 
Sweden, and Great Britain. Their policies seem 
radical to most Americans, for most of us are 
very conservative in our economic and political 
attitudes; but those countries have staged a 
better economic recovery from the Great De¬ 
pression than we have. 

Labor has a tremendous stake in the future 
trend of government in the United States, as 
in other capitalist countries. If the government 
remains democratic, labor will probably fare 
better than in the past; if the government turns 
to Fascism, labor may be reduced to a position 
closely resembling slavery, as it was in Italy 
and Germany. Indeed Fascism, in one of its 
aspects, is a system of government set up by 
businessmen and other conservative interests 
specifically to keep labor down; it is one of the 
possible answers to the growing power of 
labor. When labor becomes so strong that it 
can dominate government policies, it will de¬ 
mand many changes making for better condi¬ 
tions, social insurance, and the like, and per¬ 
haps eventually even socialism; and the ruling 
business classes must either agree to these de¬ 
mands or try to clamp down a Fascist dictator¬ 
ship on the people and take away their votes. 
The countries that have given labor the reins 
of government have clung to their democratic 
principles; Germany and Italy turned to Fas¬ 
cism. It is possible that the United States will 


some day have to choose between these two 
alternatives; and there is no certainty that we 
will choose to retain democracy. 

If we retain a democratic system of govern¬ 
ment, labor is likely in the long run to gain in 
power as its ranks increase in number, and will 
probably be able to secure better working con¬ 
ditions, greater security, and more voice in 
economic and political affairs generally. The 
government will probably inten^ene more in 
the determination of wages, hours, and work¬ 
ing conditions, and in Labor disputes. It will 
probably assume increasing control over in¬ 
dustries, and some of them may be socialized, 
with consequent gains to the labor in those in¬ 
dustries, for the government is a generous em¬ 
ployer. The far-off end toward which labor is 
driving may be nothing less than socialism, 
for labor is on the march, but its goal is not 
clearly outlined. Although most American 
unions are not radical, it is clear that, as 
Slichter says, they “are nibbling at die very 
loundations of the economic order. For they 
contest the control of industry by property 
owners and assert that government in indus¬ 
try should rest upon the consent of the gov¬ 
erned. But the very essence of private prop¬ 
erty is the right to make decisions, and when 
unions limit that right and divide it between 
the property owmers and the workers, they are 
making a fundamental change in private prop¬ 
erty itself. It is a delusion to pretend that this 
is not revolutionary. But most revolutions are 
accomplished by men who know not what 
they do.”’^ 

Even if our economy remains democratic, 
the government may assume increasing con¬ 
trol over labor unions, may require them to 
make reports covering their receipts and ex¬ 
penditures and other details of their business. 
The unions object to this, of course; but if they 
are to have the support and encouragement of 
the government, they might well be expected 
to make public the nature of their business. In 
some cases this would benefit their members 
because it would prevent the exploitation by 
officers which, if not as common as many peo¬ 
ple believe, has been altogether too common 
in the past. 


Sumner H. Slichter. Modern Economic Society, p. 204. By permission of Henry Holt & Company, 
Inc., publishers. 
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QUESTIONS 

1. Trace the history of labor unions in the United States. 

2. Labor unions usually tend to break up in depression times. Why was John L. Lewis able to 
organize so many in the depth of the depression? 

3. Gan the closed ^op be justed? Does it not constitute interference with the freedom of la¬ 
bor? Explain. 

4. Which of the following seem justified to you: the strike, the checkoff, picketing, the ^*job 
right,'' the boycott, political contributions by labor organizations? 

5. V^at are some of the obstacles to labor organization? 

6. Enumerate and explain some of the unfair practices engaged in by labor unions. 

7. Why do farmers usually take a hostile attitude toward labor unions? Are farmers not la¬ 
borers? 

8. What are some of the weapons used by employers in fighting unions? Are employers justi¬ 
fied in using injunctions? 

9. Why does the A.F. of L. often line up with employers against the C.I.O.? 

10. What is the general intent of the National Labor Relations Act? 

11. Why is it difficult to make a fair appraisal of labor unions? 

12. On what basis would you justify the principle of collective bargaining? 

13. What conditions are essential to successful employer-employee cooperation? 

14. Name some of the methods used by governments to prevent strikes. 

15. In recent years our government has come more under the influence of labor than it used to 
be. Can you view this with indifference? How could the labor governments in Sweden, New 
Zealand, Australia and Great Britain develop high standards of efliciency and integrity? 

16. "*Labor unions and their tactics do not generally fit the simple theory of collective bargain¬ 
ing." Explain why. 

17. Argue that labor oflScials should publish financial statements as corporations do. 

18. Do make-work rules increase the amount of employment? Discuss fully. 



Chapter 29. 

Interest 


We have now completed our analysis of 
wages, the first of the four shares into which 
the national income is divided, and of some of 
the important labor problems; and we turn to 
the second of these distributive shares, inter¬ 
est, which we have defined as the payment for 
the use of capital, or man-made instruments of 
production. 

The student doubtless already knows some¬ 
thing about interest. He knows that if he goes 
to the ogre who stands behind the grille in the 
bank and asks for a loan, the ogre, or perhaps 
merely a flint-hearted banker, always demands 
interest on the loan, demands that more be re¬ 
paid than was borrowed. The student may 
have seen so many transactions of this sort that 
he thinks of the payment of interest as being 
as simple and natural as it is for people to de¬ 
mand food when they are hungry. Neverthe¬ 
less, the nature of interest and the forces that 
determine the rate of interest present rather 
difficult problems; nor are economists alto¬ 
gether agreed in their analysis of these prob¬ 
lems. 

Gross interest and pure interest 

We may begin our discussion by distin¬ 
guishing between gross interest and pure in¬ 
terest. The amount actually paid on a loan is 
gross interest, and to get pure interest we must 
make several deductions. In the first place, 
some expense and trouble are ordinarily in¬ 
volved in making a loan. A mortgage loan, for 
instance, calls for an examination of the ab¬ 
stract to the property, periodic inspection of 
the property during the term of the loan, some 


expense and trouble in collecting interest pay¬ 
ments, and the expense of foreclosure if the 
loan is not finally paid. In the second place, 
any loan nearly always involves some risk, 
some danger that it may not be repaid fully 
and promptly or at all, or that it may be paid 
in money of lower purchasing power than the 
money which was lent originally. The amount 
of risk varies greatly in different types of loans, 
from almost none in a United States bond to 
extremely heavy in small personal loans to in¬ 
digent people. In the third place, some loans 
involve inconvenience to the lender. A perfect 
loan in this respect is one which can be re¬ 
called at any time; but most loans are made 
for a specified term, and however much the 
lender may want his money returned earlier, 
he must wait until the end of the term. Call 
loans in the stock market, which are supposed 
to be callable at any time, are an exception to 
this rule, and, significantly, such loans are usu¬ 
ally made at a very low rate of interest. By 
purchasing high-class bonds which have a 
ready market, the lender can get his money 
back at practically any time by selling the 
bonds; but such bonds likewise yield a low 
rate of interest and a small expense is involved 
in buying and selling them. In the fourth place, 
most loans, whether in the form of direct loans 
or in the form of bonds, are subject to taxes, 
and the taxes must be subtracted before we 
have pure interest. 

Variations in gross interest 
Pure interest tends to be about the same on 
all kinds of loans and in all money markets*, but 
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gross interest varies widely. The rate on call 
loans in the New York money market may be 
as low as 1 per cent or, in crisis times, as high 
as 100 per cent, varying with the demand for 
and supply of money. Interest on very safe 
government, municipal, and corporation bonds 
may be only 2 or 3 per cent; interest on farm 
mortgages runs at from 4 to 6 per cent; bank 
loans to small borrowers run at 6 to 8 per cent; 
building and loan contracts often call for in¬ 
terest at 8 or 9 per cent or even as high as 12 
per cent; the interest charged on installment 
loans frequently is 20 per cent or more; and 
chattel loans to the very poor, and pawnshop 
loans, are sometimes made at 100 per cent or 
in rare cases as high as 400 per cent. Such 
variations as these represent differences in the 
trouble, inconvenience, and especially the risk, 
that are connected with, the various types of 
loans. 

With some kinds of loans it is difficult to tell 
what interest rate is actually being paid. In 
lending to customers, banks sometimes charge 
what is called a discount; that is, they take the 
interest out at the time the loan is made, in¬ 
stead of waiting until the loan is paid. In such 
cases the borrower is paying interest on more 
than he borrows; he is paying interest on the 
interest taken out, on money which he does 
not receive. Thus a discount rate of 6 per cent, 
although it is likely to be called interest, is 
more than 6 per cent interest, and many bor¬ 
rowers are unable to figure out just what rate 
it represents. In amortization loans-^loans that 
are to be repaid in monthly, semi-annual, or 
annual payments over a certain time, in some 
cases many years—it is impossible for most 
borrowers to calculate the actual rate of inter¬ 
est. The payments include interest, at a rate 
which often is not specified, and a certain 
amount on the principal, also not specified; 
and the borrowers cannot calculate how much 
of the payments are interest without using in¬ 
terest tables or resorting to higher mathe¬ 
matics. Not only are borrowers unable to fig¬ 
ure the rate, but often the lending agencies do 
not know what interest rates their contracts 
call for. Since such contracts obviously offer an 
opportunity to exploit borrowers, the govern¬ 
ment should compel all agencies making amor¬ 
tization loans to ascertain and state clearly the 
exact rate of interest. 


Nominal and actual interest 

For still another reason borrowers may not 
know what rate of interest they are paying, 
and lenders may not know what rate they are 
receiving. Many people are unable to distin¬ 
guish between the nominal and the actual rate. 
As we have seen in an earlier chapter, the 
value of money declines in periods of rising 
prices, and rises in periods of falling prices; 
and the annual decline or rise in the value of 
money must be subtracted from or added to 
the nominal rate of interest to find the rate ac¬ 
tually paid or received. Between 1896 and 
1914, for instance, the price level rose more 
than 3 per cent a year, which meant that the 
value, the purchasing power, of money de¬ 
clined at least 3 per cent a year. A depositor 
in a savings bank that paid a nominal rate of 
3 per cent, actually received no interest at all 
during this period. Between 1929 and 1932, on 
the other hand, the price level declined about 
42 per cent, or about 14 per cent a year; this 
meant that the value of money rose about 70 
per cent, or about 23 per cent a year, and that 
the owner of a good 4 per cent bond actually 
earned about 27 per cent interest annually. 
This has already been explained in the chap¬ 
ter on price levels. 

Significance of the interest rate 

Of what significance is the interest rate? 
What difference does it make whether the rate 
is high or low? In the first place, it of course 
makes a difference to lenders and borrowers. 
If the rate is high, lenders will prosper and 
borrowers will suffer; and if it is low, the re¬ 
verse will be true. In the second place, and 
probably more important, the interest rate is a 
vital element in the cost of production. From 
this point of view, a low rate is much to be de¬ 
sired, for it usually indicates an abundance of 
capital and therefore low costs for producers. 
If the rate declined almost to zero, as Keynes 
thought possible, the cost of producing our 
output of goods would be reduced several bil¬ 
lion dollars annually, and more goods would 
be produced. 

The rate of interest is important, in the 
third place, in determining the value of vari¬ 
ous capital investments, through the process of 
capitalization. In the stock and real estate mar¬ 
kets, stocks and real estate tend to sell at prices 
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representing the capitalization of the earnings 
at the prevailing rate of interest. For instance, 
if a stock earns $4 a share and the rate of in¬ 
terest is 4 per cent, the stock should sell for 
$100. It wiD earn 4 per cent at that price. But 
if the rate of interest rises to 8 per cent, the 
stock will be worth only $50 if its dividend re¬ 
mains $4, for it will yield 8 per cent on only 
$50. If, on the other hand, the interest rate de¬ 
clines to 2 per cent, the stock should be worth 
$200, for it will yield 2 per cent at that price. 
Similarly, a farm .vhich yields $4 rent per acre 
should be worth $100 per acre as an invest¬ 
ment, if the rate of interest is 4 per cent; but 
if the rate rises to 8 per cent, the farm will be 
worth only $50 an acre, and if the rate falls to 
2 per cent, it will be worth $200 an acre. A 
rise in the rate of interest reduces the market 
price of capital investments, and a fall in the 
rate of interest raises their market price. 

Different concepts of interest 

There are various concepts of interest. Many 
people, including a few economists, think of it 
as a payment for the use of money; others de¬ 
fine it as a pavment for the use of loanable 
funds, which of course are in the form of 
money or bank deposits; others look upon it as 
a payment for savings; still others define it as 
a payment for the use of capital, that is, pro¬ 
ductive wealth, man-made instruments of pro¬ 
duction; and Keynes and his followers hold to 
the liquidity-preference concept, according to 
which interest is paid not for the sacrifice of 
saving, but for the sacrifice of lending rather 
than holding savings in the form of cash. 
These concepts are not altogether contradic¬ 
tory, but are for the most part different ways 
of looking at the same thing, as an examination 
of each will prove. 

interest as a payment for the pse of money 

Most people who are untrained in eco¬ 
nomics think of interest as a payment for the 
use of money. If they borrow, they secure 
money in the form of cash or bank deposits; 
and if they lend, they lend money. It seems 
natural to them to think of the transaction as 
involving only money, and of the interest as a 
payment for the use of money; and for short- 
run dynamic conditions, as in the shifting 
phases of the business cycle, the problem is 
largely monetary. Changes in interest rates for 
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such short terms are largely the result of 
changes in the demand for and supply of 
money, which here includes bank deposits. 

This, however, is only a superficial concept 
of interest. Fundamentally, in the long run, in¬ 
terest should not be regarded as merely a pay* 
ment for the use of money. In the long run, 
monetary conditions have nothing to do with 
the rate. If our supply of money were doubled, 
the price level would rise; but after adjust¬ 
ments to the new price level were completed, 
the rate of interest would be the same as be¬ 
fore. Our conclusion need not be hypothetical, 
for in the Second World War we saw exactly 
this situation—^a rapid increase in money, 
largely in bank deposits, a considerable rise in 
the price level, and yet a practically unchanged 
interest rate. In the First World War too, there 
was a vast expansion in the amount of money 
throughout the world, and a dramatic rise in 
the price level, but an actual rise in the rate of 
interest. If interest were fundamentally a pay¬ 
ment for the use of money, the increase in the 
amount of money should have brought a fall 
in the rate of interest. 

The notion that interest is paid for the use 
of money was partly responsible for the fact 
that for many centuries Ae lending of money 
at interest was frowned upon. Aristotle de¬ 
clared that money was ‘^barren” and that lend¬ 
ing it at interest was an ' unnaturar use of it; 
and his view dominated the thought of the 
scholastics through most of the Middle Ages. 
The Mosaic law similarly forbade lending at 
"usury'' (interest), except to strangers; Christ 
said, "Lend, hoping for nothing again"; and 
the Brahminic law included various restrictions 
on loans. During the late medieval period, as 
industries grew up and as opportunity and need 
arose for commercial loans, the churchmen 
gradually relaxed their ban on loans at interest. 
Although their reasoning involved much fine¬ 
spun theological and philosophical hairsplitting, 
they gradually came to see that some loans 
were really loans of productive capital and 
therefore might properly draw interest. 

Interest as a payment for the use of loanable 
funds 

Instead of discussing interest, even in the 
short run, as a payment for the use of money, 
many economists treat it as a payment for the 
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use of loanable funds. There is some advantage 
in doing this. It is only loanable funds, not 
money in general, that are significant in the 
problem of interest. Changes in the general de¬ 
mand for and supply of money, as we have 
seen, affect the price level rather than the rate 
of interest. Although loanable funds may be in 
the form of money, they much more generally 
take the form of bank deposits. In die short 
run, the loanable funds may represent savings, 
or they may be loans created by the banks, 
which do not call for any saving by the banks; 
but, as we shall presently see, in the long run 
the bank loans represent money and not loan¬ 
able funds, and therefore we are not concerned 
with diem here. 

Interest as a payment for savings 

Thu^ interest as a payment for loanable 
funds and as a payment for savings is some¬ 
what the same thing, in the long run, but dif¬ 
ferent factors are emphasized. The view that 
mterest is a payment for loanable funds tends 
to direct attention to the immediate sources of 
such funds; the view that it is paid for savings 
calls for an examination of the source of sav¬ 
ings, of the various factors that determine the 
relative amoimts saved and spent by the peo¬ 
ple. Most people prefer present goods to future 
goods, prefer not to save; and interest is often 
regarded as a payment for the sacrifice of sav¬ 
ing, of foregoing present satisfactions. 

Interest as a payment for the use of capital 

The conc'ept of interest as a payment for the 
use of capital represents an effort to get down 
to something more fundamental than the im¬ 
mediate, superficial money transaction, some- 
thing of greater long-run significance. Most 
borrowers of money want it to buy or create 
capital with; so the demand for money loans, 
loanable funds, is mostly a demand for capital, 
although not entirely that, for a small propor¬ 
tion of the funds borrowed is wanted to spend 
for consumers’ goods. We have already seen 
that consumers’ loans are a small part of the 
total loans. Most lenders will not lend for any 
purpose but the purchase or creation of capi¬ 
tal, because consumers’ loans do not increase 
the productiveness of the borrowers and there¬ 
fore do, not provide the enhanced income 
needed to repay the loans. 


It is not necessary that capital be lent in or¬ 
der to earn interest, for it may do this quite as 
well if used by its owner. A Neanderthal man 
who spent two days in making a bone fishhook 
which during its lifetime saved him only two 
days’ labor received no interest. If the fishhook 
saved three days’ labor, however, he received 
interest on it. If he could catch three fish a day 
without the hook and six with it, three fish 
would represent the income from the use of 
the hook; but to get the interest we should 
have to subtract enough to cover the deprecia¬ 
tion on the hook or to replace it when it wore 
out. Similarly, in the modem world, the farm¬ 
er’s plow or tractor, the housewife's sewing ma¬ 
chine, the factory, will increase the owner's 
output; and if the increase during their pro¬ 
ductive life is more than enough to pay their 
cost, that excess is interest. Interest is the in¬ 
come earned by capital—^tools, machines, man¬ 
made instruments of production. If the owner 
uses the capital himself, he receives implicit 
interest; if he lends it to someone else, he re¬ 
ceives explicit interest. Therefore any discus¬ 
sion of interest must include careful considera¬ 
tion of capital. 

Interest may thus be regarded as a payment 
for loanable funds, or as a payment for the use 
of capital, because loanable funds are used 
largely to secure the use of capital. It is clear 
too that a payment for the use of capital is 
somewhat the same as a payment for the use 
of savings, because it is through saving that the 
supply of capital is increased. The capital in ex¬ 
istence represents past savings, and present sav¬ 
ings represent the current additions to capital. 

Keynes’ conception of interest: liquidity 

preference 

In recent years a number of economists have 
turned to a very different conception of inter¬ 
est, the liquidity-preference conception out¬ 
lined by Keynes. Keynes maintains that "the 
rate of interest cannot be a return to saving or 
waiting as such. For if a man hoards his savings 
in cash, he earns no interest, though he saves 
just as much as before. On the contrary, the 
mere definition of the rate of interest tells us 
in so many words that the rate of interest is 
the reward for parting with liquidity for a 
specified period.”^ According to Keynes, many 


J. M. Keynes, General Theory of Employment, Interest and Money, p. 167. 
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savers have a liquidity preferttice; diat is, they 
prefer to keep savings in the form of liquid 
cash rather than to invest them and so give up 
control over them for a definite time as they 
would in buying a bond; and interest is the re¬ 
ward not for the sacrifice of saving but for the 
sacrifice involved in giving up diis liquidity 
preference. This conception of interest is not 
altogether inconsistent with the savings con¬ 
cept, for money must be saved before it can be 
hoarded. It merely implies that only a part of 
the money saved will lent, and that a higher 
rate of interest is necessary to induce owners 
to lend it than is needed in the first place to 
induce them to save it. Nor is it inconsist¬ 
ent with the loanable fimds concept. It merely 
emphasizes the fact that the loanable funds 
are restricted to the amount that owners are 
willing to lend, at the interest rate pre¬ 
vailing, rather than hoard in cash or bank de¬ 
posits. 

In appraising Keynes* concept we must con¬ 
sider his point of view. Many economists deal 
largely with long-run tendencies, but Keynes* 
analysis is related to the short-run conditions 
of the business cycle, and the conception of in¬ 
terest as a payment for the use of money is 
therefore appropriate. He is concerned with 
the problem of business depression; and the 
hoarding that appears during a depression, 
mainly in the form of bank balances, is the re¬ 
sult of liquidity preference, as he calls it. Some 
short-term government securities, which most 
nearly approximate liquid cash, as for instance 
90-day treasury bills, have recently sold to net 
practically no interest, and long-term bonds 
have drawn only 2 per cent, Keynes’ assump¬ 
tion that adequate savings can be taken for 
granted, that ^ere would be considerable sav¬ 
ings irrespective of the rate of interest, is 
largely valid, as we shall see later. His theory 
of interest is thus significant, and at least 
partly valid as applied to the problem of cycli¬ 
cal depression. Liquidity preference is a factor 
limiting the supply of loanable funds, but it is 
not an adequate explanation of long-run trends 
in interest rates. 

These various conceptions of interest are all 
needed in a complete theory. Interest is paid 
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lot the use of money, immediately, but only for 
the use of that part which is lent—^loanable 
funds. These loanable funds, most of which are 
the result of saving, are used largely to secure 
the use of capital. In analyzing the forces that 
determine the rate of interest, we shall regard 
interest as a payment for the use of loanable 
funds, although we have defined it as a pay¬ 
ment for the use of capital. We shall do this in 
order to bring our analysis as close as possible 
to the actual world, where interest, as we see 
it, is paid for the use of loanable funds. 

The rate of interest 

Demand for loanable funds. Under com¬ 
petitive conditions, tlie rate of interest is de¬ 
termined, like any other price, by demand and 
supply, in this case the demand for and sup¬ 
ply of loanable funds. The demand for such 
funds comes from two classes of borrow¬ 
ers: (1) those seeking producers' loans, to be 
spent in securing capital equipment for use 
in productive operations, and (2) those seek¬ 
ing loans to spend for consumers* goods. The 
latter, as we have seen, are responsible for 
only a small proportion of the total demand 
for loans. 

Hostility to money lending in medieval times 
was partly due to the fact that most of the 
loans were advanced to very poor people— 
consumers* loans. Thomas Wilson inveighed 
against “that ouglie, detestable and hurtefull 
synne of usurie ... a thinge directlye against 
all lawe, against nature, and against God,** and 
against “the insatiable usurer which gnawes 
the poor people daily to the very bones.**^ Most 
people lived on the verge of destitution, and 
crop failures or any misfortunes were likely to 
drive them to the money lenders for help. 
Since their needs were urgent and their bar¬ 
gaining powers small, the money lenders fre¬ 
quently made cruel use of their power, en¬ 
tangling the unfortunate borrowers in meshes 
from which escape was di£Bcult or impossible. 
Somewhat the same situation is found today 
in such poverty-stricken countries as India and 
China, where interest rates often are 100 per 
cent or higher. Marshall raises the question 
whether money lending, under such condi¬ 
tions, does not on the whole diminish rather 


* Thomas Wilson, A Discourse upon Usury (1572) 
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than increase the total sum of human happi¬ 
ness** 

The demand for loanable funds for produc¬ 
tive operations is a demand for the means of 
securing capital^ and capital is wanted for the 
sake of the product which will be added by its 
use. So the productivity of capital becomes an 
important factor in the determination of the 
rate of interest, so important indeed that some 
economists have made the marginal produc¬ 
tivity of capital the fundamental determinant 
of Ae rate. In a purely competitive capital 
market, marginal productivity and the rate of 
interest would be identical, because borrowers 
could pay no more for the marginal unit of 
capital than it would add to the product, and 
competition would force them to pay that 
much. 

As the supply of capital increases, its mar¬ 
ginal productivity tends to decline after a cer¬ 
tain point is reached. If there is a small amount 
of capital in a given community, the marginal 
productivity is likely to be high; but as more 
and more capital is added in the form of new 
hotels, apartments, mercantile and manufac¬ 
turing plants, paved streets and highways, 
bridges, public utilities and the like, the mar¬ 
ginal productivity is bound to decline. Conse¬ 
quently, since capital is wanted for the product 
it will add, the demand curve always slopes 
downward toward the right, but its slope can¬ 
not be determined with certainty. Frank 
Knight suggests that the elasticity of the de¬ 
mand curve in the United States is about 
unity; that is, the amount of capital would 
have to be doubled to reduce the interest rate 
one-half. If this is true, the owners of capital, 
which here include the entire nation’s produc¬ 
tive, man-made wealth, apparently would re¬ 
ceive about the same total return regardless of 
their total capital.^ 

The marginal productivity of capital de¬ 
pends not only on the amount of capital but 
on what can be done with it, on the richness 
of the natural resources that may be exploited, 
and on the efiBciency of labor and of entre¬ 
preneurs. Rich and abundant natural resources 
and efiBdent labor and entrepreneurs in a sense 
constitute the demand for capital; but, on the 
odier hand, they help also in the long run to 


build up an abundant supply of capital. They 
probably tend to keep interest rates higher 
than they would be in a coimtry with poor re¬ 
sources and inefiBcient labor and entrepreneurs. 

The relation of interest to wages. The re¬ 
lation of capital to labor, of interest to wages, 
is rather difficult to trace clearly. Labor and 
capital are closely bound together in produc¬ 
tive operations, the product is the joint con¬ 
tribution of both, and under competitive con¬ 
ditions each draws from the total joint return 
in proportion to its marginal productivity or, 
under monopoly conditions, its marginal rev¬ 
enue productivity. The entrepreneur adds 
units of labor and capital to the point at which 
an equal investment in each brings equal re¬ 
turns. From this it might seem to follow that a 
decline in wages would lead entrepreneurs to 
demand more labor and less capital, and would 
thus bring a reduction in the interest rate; and 
that a decline in the interest rate would shift 
the demand from labor to capital, and so re¬ 
duce wages. Under some circumstances this 
might be true in the short run; but the final 
adjustments might be quite different and are 
difficult to predict. A decline in the interest 
rate, for instance, might lead in the short run 
to a substitution of capital for labor, or to the 
addition of more capital and less labor than 
would otherwise have been used; but in the 
long run such a decline, with an increased use 
of capital, usually results in an increase in real 
wages because the productivity of labor is 
raised. 

Supply of loanable funds. The supply of 
loanable funds comes from two sources: (1) 
from savings and (2) from bank loans. Some 
individuals save part of their income and lend 
their savings to borrowers, either directly, as 
on mortgages or other security, or indirectly 
dirough banks, depositing them with the banks 
and letting the banks lend them-. The supply 
of such savings is inelastic in the short run; 
that is, it cannot be quickly increased or re¬ 
duced very much. The supply of loanable 
funds in the form of bank loans, which make 
up by far the greater part of the total of such 
funds, is highly elastic, within the limits fixed 
by reserve requirements. Unless the banks 
have lent up to these limits, they can and are 


^ Alfred Marshall, Principles of Economics, pp. 584, 585. 
^ Frank Knight, The Ethics of Competition, p. 262. 
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usually glad to expand loans; and they can al¬ 
ways reduce them promptly by calling them 
in as they fall due. 

Individuals who offer loanable funds in the 
market must have saved to accumulate those 
funds, but the banks do not need to save the 
funds they lend. Nevertheless, the creation of 
bank deposit money involves saving, not by 
the banks but by consumers as a class, if there 
is full employment at the time. Let us suppose 
that, with full employment in industry, the 
banks expand deposits through loans to busi¬ 
nessmen, who uje these funds to build new 
plants. Who has to save in order that the new 
plants may be built? Not the banks, but those 
who would have consumed the goods that 
would have been produced if the banks had 
not lent the funds with which the new plant 
was built. The bank loans enable the men who 
build new plants to hire away from other pro- 
ducers the labor and capital used in building 
the plants, and so force consumers to get along 
without the goods which for this reason were 
not produced. This is one form of “forced sav¬ 
ing.” If, on the other hand, there were many 
unemployed workers and idle factories when 
the banks made the loans, the new plants 
might have been built without any reduction 
in the production of other goods, for the nec¬ 
essary labor and capital would have been oth¬ 
erwise unemployed. There would have been 
no saving. Or, to put it more accurately, if 
there was much unemployment, the people 
would already have been saving, in the sense 
that they were not consuming the goods that 
the unemployed could have produced but were 
not producing; and therefore the people would 
not have to increase their saving. 

The loanable funds created by the banks ore 
significant in the short run but not in the long 
run. In the short run, banks may incre<ise loans, 
create additional deposit money, which tends 
to keep the interest rate down; but in the long 
run these loans must be paid, and their pay¬ 
ment reduces the supply of loanable funds as 
much as the making of loans increases it. If 
the banks maintain loans at a fixed level of say 
50 billions, the interest rate will be approxi¬ 
mately the same as if the banks, under die 100 
per cent reserve plan, are forbidden to create 
any credit at all. In the long run the 50 billions 
in deposit money merely raises the price level 
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and does not directly affect the rate of interest. 

Thus an increase in the amount of bank- 
created loanable funds is quite different from 
an increase in the amount of loanable funds 
arising from increased saving, The latter will 
not raise the price level but reduce the in¬ 
terest rate in both the short run and the long 
run, in the short run by forcing lenders to take 
less for their funds, and in the long run by in¬ 
creasing the amount of capital and reducing 
its marginal productivity. 

The amount of savings 

The amount of savings, and therefore the 
supply of loanable funds, depends in the long 
nm on the willingness and ability of people to 
save, and on their willingness to lend what 
they have saved. It is sometimes said to de¬ 
pend on the “preference for present goods as 
compared with future goods,” or the “impa¬ 
tience to consume”; but this is an inadequate 
explanation. Savers do not generally balance 
present against future consumption, or abstain 
from present consumption in order to consume 
in the future; if they did so, there would be no 
permanent addition to capital. If, for instance, 
a man saves throughout his lifetime to pay the 
premiums on a life insurance policy, and when 
he dies his family spends the entire amount of 
the policy, as they often do, there is no increase 
in capital, except to the extent that the insur¬ 
ance company makes a profit on the policy and 
invests that profit in durable capital. It is the 
savings that are made with no idea of future 
consumption of the principal itself, those made 
for the purpose of creating a fund which will 
be kept intact to yield an income in interest 
for the indefinite future, that result in an in¬ 
crease in capital. 

People are moved to save by many motives 
other than the desire to consume more in the 
future—by the desire for security, the itch for 
the power that wealth gives, family affection 
and the desire to provide for dependents, and 
in some cases a broader love of humanity and 
a desire to be able to promote human well¬ 
being in some way; the rich may save because 
they cannot easily spend all their income. So¬ 
cial habit and convention may be important 
too. In some communities and in certain ooun- 
tiies, the tradition favoring saving is strong, 
whereas in other communitiei, the general tra- 
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didon is that of careless spending. The Eng¬ 
lish, Germans, Dutch, French—^in short, most 
Europeans-^are savers, whereas tropical peo¬ 
ples are generally improvident. Although this 
suggests that climate may have much to do 
with the inclination to save, the question goes 
too far into the domains of psychology, soci¬ 
ology, and philosophy to be considered here.^ 

The relation of income to savings 

But if people are to save, there must be 
more than a willingness to save; there must be 
an ability to do so* Only those individuals can 
save whose income is above what is necessary 
for the bare essentials of life. The national in¬ 
come has much to do with the volume of sav¬ 
ings. For example, savings are greater in the 
United States than in any other capitalist coun¬ 
try, not because we are frugal and thrifty but 
because on the whole we have high incomes 
and can save with relatively little sacrifice. 
People consume more during the prosperity 
phase of the business cycle than during the 
depression phase, but they also save more, be¬ 
cause they have good incomes and are there¬ 
fore able to save. On this point Oscar Altman 
concludes: ‘The volume of saving is affected 
much more by a change in the national income 
than by a change in interest rates. There is al¬ 
ways more saving with a high level of national 
income and low interest rates than with a low 
national income and high interest rates. The 
last few years have indicated that even sub¬ 
stantial declines in interest rates at levels of 
national income characterized by considerable 
amounts of unemployment have been unable 
to affect any decline in the rate of saving.’^* 

The supply of savings, and therefore of loan¬ 
able funds, is highly inelastic at ordinary rates 
of interest. At one time almost all economists 
believed that die supply was fairly elastic, that 
the amount of savings was considerably af¬ 
fected by the rate of interest; but at present 
this is not true. The amount of savings is very 
inelastic because most of the savings are made 
by the rich, by corporations, by insurance com¬ 
panies, and by the government, none of which 
save much more at high interest rates, or much 


less at low rates. We must now consider the 
savings of each of these. 

Savings by the rich 

Most of the savings are made by the rich 
and well-to-do. The percentage of income 
saved rises steadily wi& increases in income. 
In 1935-1936, according to the National Re¬ 
sources Committee, the 23 million families and 
single individuals in this country who earned 
less than $1250 a year saved less than nothing, 
while the 110,135 families and individuals 
earning $20,000 and over saved more than 50 
per cent of their income. The 927,000 families 
and individuals with incomes above $5000, 
less than 3 per cent of the population, pro¬ 
vided 79 per cent of the total savings.^ 

That the rich do most of the saving is indi¬ 
cated by the fact that profits, which go largely 
to this class, are the source of a large propor¬ 
tion of the total savings. Profits constituted 
only 10 per cent of the national income in the 
prosperous year 1929, but they were respon¬ 
sible for 46 per cent of our total savings. Al¬ 
though they form a smaller proportion of the 
national income in depression years, they still 
provide a substantial proportion of the total 
savings. Of similar significance is the fact that 
corporations account for a large proportion of 
all savings and that their stocks are for the 
most part owned by the rich and well-to-do. 

Since the rich save a much larger propor¬ 
tion of their incomes than the poor or middle 
classes, there is some reason to believe that, in 
the past, the high degree of concentration of 
wealth and income may have resulted in a 
more rapid accumulation of capital and a 
lower rate of interest than would have been 
possible with a more equal division of income. 
Much of our productive capital—most of our 
railroads, mills, factories, refineries, sanelters, 
ships, warehouses, and department stores— 
has been built by the rich. In some cases the 
money was secured by selling stock to the pub¬ 
lic, but the well-to-do and rich generally 
bought most of the stocks. If the rich had had 
less income, perhaps we should have less pro¬ 
ductive capit^. 


* See ibid., chap* 10, particuliir^ p. 26S. 

* Temporary mtional Economic C>)xnmittee, Monograph No. 3T, p. 26. 

National Resources Committee, Connmor Exp^iHurea in the United Stetee, p. 48; Te m porary 
National Eoonomic Cammittee, Monograph No, 8/, pp. 16-18. 
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It is not certain, however, that if our wealth save, those whose saving is to some degree 

and income had been more equally divided we automatic, receive the highest rates of return 

should have less wealth. We might have fewer upon their saving not only because they em- 

railroads and factories, but we might have ploy low cost methods but because they have 

more wealth on the farms and in the homes of access to the best information and the high 

the laboring and middle classes; the masses of yield opportunities."^ 

the people might be better fed, better housed, 

and better educated; and the total productiv- Savings by corporations 
ity of the country's labor and capital might be Savings made by corporations are also little 
as high as it now is, or possibly even higher, affected by the rate of interest. It has long 

According to Marshall, “The older economists been the policy of the Standard Oil companies, 

took too little account of the fact that human for Instance, to pay their stockholders only 

faculties are as important a means of produc- part of the earnings, and to set aside the rest 

tion as any other kind of capital; and we may as surplus to be spent in expanding the pro- 

conclude, in opposition to them, that any ductive equipment, regardless of the interest 

change in the distribution of wealth which rate. Such savings are often called compulsory 

gives more to the wage earners and less to the because the stockholders are compelled to save 

capitalists is likely, other things being equal, part of the income that their capital has 

to hasten the increase of material production, earned. More than 2 billion dollars was set 

and that it will not perceptibly retard the stor- aside in this way by American corporations in 

ing-up of material wealth."* In recent years 1929.^^ During the period 1930 to 1939, 58 

certainly, more wealth would be produced if large industrial companies invested more than 

there were a more equal distribution of in- 5 billion dollars in plant and equipment, 90 per 

come, for one of the reasons why it is often cent of which came from their own savings.'^ 

impossible to keep our factories busy is that 

the people who need goods do not have a large Savings by insurance companies 
enough share of the income to buy the full Savings made through life insurance corn- 

output of the factories. With more equal dis- panics are affected very little or not at all by 

tribution the interest rate would probably be the rate of interest, and it is not even certain 

higher, however, for more of the savings would in what direction; that is, it is not certain 

be made by people for whom saving involves whether a high rate increases or reduces the 

real sacrifice. amount of saving. We may distinguish two 

The fact that the rich do most of the saving, ways in which the life insurance business re- 

and at little or no sacrifice, is in some respects suits in saving. In the first place, some of the 

unfortunate. It is a hardship for the poorer insurance cr^mpanies make handsome profits 

classes that for their meager savings, which by charging the policyholders more than 

are made at heavy sacrifice, they can get only enough to cover the expenses of the business; 

the same interest rate, or indeed generally less, and these profits go largely to wealthy officers 

than those receive whose savings are made at and stockholders, who save a large proportion 

small sacrifice, or none at all. As Altman says: of them, regardless of the rate of interest. In 

“It is a paradox that those with small incomes, the second place, insurance is a means by 

who find it hardest to save, receive the small- which the policyholders save. For them the 

est net returns upon their savings. Any com- saving is in a sense compulsory, like the sav- 

parison of the cost of industrial insurance with ings made by corporations, for the holder of a 

that of ordinary life insurance makes this cost policy must pay the premiums regularly; and 

differential painfully obvious. Those with the there is no reason to believe that his willing- 

largest incomes, those who find it easiest to ness to take out a policy or to keep up his pre- 

® Alfred Marshall, Principles of Economics, pp, 229-230. 

® Temporary National Economic Committee, Monograph No, 37, p. 27. 

Maurice Leven, Harold Moulton, and Clark Warburton, Americans Capacity to Consume, p. 98. 

American Economic Review, Supplement, Papers Relating to the Temporary Nation^ Eoonomie 
Committee, }\me, 1942, p. 78. 
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mium payments is afiFected much by the rate 
of interest which they earn. If a policyholder 
dies at or before the average age of death, the 
amount his beneficiary receives is greater than 
his total premium payments, and the excess 
represents interest on the premiums that he 
has been paying; but very few policyholders 
would be able to reckon the interest rate, even 
if they had any curiosity regarding it 

The tate of interest may affect the amoimt 
of insurance saving slightly, but it is difficult 
to say in what direction. If the rate declines, 
the insurance companies will receive lower re¬ 
turns on their investments and will have to 
charge higher premiums, which may conceiv¬ 
ably result in a slight decline in the purchase 
of new policies. But those who already have 
policies will pay higher premiums and will 
have to save more, unless they let their policies 
lapse—^and few would drop their policies for 
this reason, certainly. How the various factors 
would balance up, it is impossible to say; but 
it is clear that the interest rate has no great 
effect on insurance savings. Buyers of insur¬ 
ance policies seldom calculate costs; most of 
them take out policies under skilled sales pres¬ 
sure or because they are friends of the agent 
or because it is the only way to get rid of him, 
and not as the result of careful study of the 
terms in the policies. 

Savings by the government 

A fourth class of savings made without 
much regard for the rate of interest is repre¬ 
sented by those of the government. Govern¬ 
ments have been responsible for a fairly large 
percentage of the savings made in the past; or 
perhaps it would be better to say that govern¬ 
ments have been the agencies through which 
people have saved. As indicated in an earlier 
chapter, the pyramids of Egypt, the temples 
and monuments of antiquity, the roads and 
aqueducts of ancient Rome, the castles and 
cathedrals of medieval Europe, and the roads, 
bridges, and public buildings of today all rep¬ 
resent the savings of the people, compulsory 
in the case of despotic governments, and com¬ 
pulsory too in the case of democratic govern¬ 
ments, although decreed by a majority vote of 
the people. It has been estimated that during 
the prosperous period from 1925 to 1929, fed- 

p. 26. 


eral, state, and local governments accotmted 
for about 22 per cent of all net savings. Under 
the New Deal, the federal government spent 
billions in reforestation, erosion control, road 
building, rural electrification, and the con¬ 
struction of hydroelectric dams and public 
buildings; but since unemployed labor and 
capital were used in these projects, they called 
for little or no saving by the people. 

Conclusions 

Not all the savings we have discussed here 
appear in the form of loanable funds. The sav¬ 
ings of the rich, and some of those of the in¬ 
surance companies do, but corporation savings 
and government savings may never appear in 
the loan market. Nevertheless, the latter have 
the same effect on the rate of interest as if they 
took the form of loanable funds. It makes no 
fundamental difference in the process of capi¬ 
tal creation whether a corporation builds a 
new plant from its own savings—really the 
savings of its stockholders—or whether it bor¬ 
rows the savings of others in the loan market; 
in each case saving results in an increase in the 
amount of capital. 

Our conclusion must be that the amount of 
savings is highly inelastic—^that it does not 
vary much with changes in the interest rate. 
Altman's opinion on this question is based on 
careful study: “Even with any given national 
income, concentration of income, and tax struc¬ 
ture, it must not be assumed that savings in¬ 
crease as rates of interest increase. It may be 
true that some individuals will save more at a 
given level of income when interest rates rise, 
but others who have agi:eed to save through 
life insurance and other contractual plans may 
unnoticeably be finding themselves saving less. 
On the other hand, as interest rates fall, divi¬ 
dends on life insurance contracts decrease, and 
policyholders are expected to increase their 
premium payments. It is unlikely that these in¬ 
creases in premium payments are offset in full 
by decreases in other forms of saving.”^* 

It is probable, however, that extremely low 
or high rates would affect savings somewhat. 
Some savings would indeed be made if the in¬ 
terest rate were zero or even negative, that is, 
if savers had to pay for the care of their sav¬ 
ings. Many people of moderate means would 
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save something to provide for their families, 
to protect themselves and their families against 
the proverbial rainy day, or to insure funds for 
a top-notch funeral. It is doubtful whether 
most small savers receive any net interest on 
what they save anyhow. Some do, of course; 
but so many others lose their savings in un¬ 
wise and unfortunate investments that the net 
average interest they receive may well be less 
than nothing. Many of the rich would save a 
great deal even if they received no interest, 
and there would be considerable savings by 
corporations, insurance companies, and the 
government. In the years preceding the Sec¬ 
ond World War, the rate of interest declined 
to the lowest point in history, less than 1 per 
cent on some short loans, and Keynes predicted 
that after some years of peace it might actu¬ 
ally reach zero. Even at the very low rate pre- 
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vailing, the country’s savings were fairly high. 
It is probable, nevertheless, that a zero or neg¬ 
ative rate of interest would reduce savings 
somewhat; and, on the other hand, it is likely 
that a very high rate—6 or 7 per cent on prime 
bonds—would increase savings considerably. 
We cannot be very sure about all this, but per¬ 
haps we might draw the supply curve for sav¬ 
ings, and for loanable funds, as in Fig. 39. 

In this figures SS is the supply curve for sav¬ 
ings, and S'S' is the supply curve for loanable 
funds. At every interest rate the amount of 
loanable funds supplied is smaller than the 
amount of savings by the amount hoarded, in¬ 
dicated here by the distance between the S'S' 
and SS curves; and the amount hoarded iit- 


creases with a decline in the rate of interest, 
until at zero interest all the savings are 
hoarded. There would be no advantage in 
lending savings if no interest were paid. 

Combining the demand curve, drawn as 
unity—^that is, as a rectangular hyperbola— 
with this supply or cost curve, we arrive at the 
final supply and demand equation for savings 
and for loanable funds, shown in Fig. 40. The 
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supply curves for savings and for loanable 
funds, SS and S'S', are the same here as in Fig. 
39. The demand curve cuts the S'S' curve at o' 
to fix an interest rate a little below 2 per cent, 
with Oa units of loanable funds demanded and 
supplied, and ab units of savings hoarded. If 
all the savings had been offered in the loan 
market, the interest rate would have been 
about Da per c. nt, and the amount demanded 
and supplied would have been Ob. 

Government fixing of the interest rate 

Some followers of Keynes believe that the 
government can fix the rate of interest success¬ 
fully, It can do this in the short run by manipu¬ 
lating banking and credit policies; this has 
often been done in wartime. The long-run rate, 
however, can be influenced appreciably only 
by measures which affect the demand for or 
supply of loanable funds, or by policies which 
affect the people's ability and inclination to 
save, and therefore the supply of savings^ or 
by measures which affect the people's liquid¬ 
ity preference. Cost of production is the im¬ 
portant factor here, as in long-run price gen¬ 
erally. Government insurance of bank deposits 
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would presumably encourage savings, increase 
capital, and thus tend to lower ^e interest 
rate. If really effective, the regulation of the 
issue and sale of securities to protect investors 
from misrepresentation would have the same 
tendency. Any government policy, positive or 
negative, which increases the people’s confi¬ 
dence in investments will have the effect of 
increasing savings and lowering the interest 
rate; any policy which raises the average in¬ 
come of the people will tend to increase sav¬ 
ings by making greater savings possible, and 
so will reduce the rate of interest; and a pol¬ 
icy of penalizing hoarding will increase the 
supply of loanable funds and reduce the rate 
of interest 

Usury laws 

From, the preceding analysis it should be 
clear that laws which establish maximum in¬ 
terest rates can have only a very limited effect. 
High rates of gross interest usually indicate 
great risk; and, by putting a certain stigma on 
those engaged in making such loans, legislation 
fixing lower rates is likely, if not evaded, to re¬ 
duce the amount of loans available and thus 
actually increase the rate. 

The interest rate under monopoly 

Our analysis of the rate of interest has been 
based on the assumption of competition; but 
to the extent that monopoly exists, either in 
the goods markets or in the loan market, the 
analysis will have to be modified. All urban 
industries, as we have seen, are more or less 
touched by monopoly in the goods markets, 
and this affects both the demand for loanable 
fimds, and therefore for savings, and the sup¬ 
ply of them. Since the monopolies restrict out¬ 
put and so reduce the amount of capital 
needed in the monopolized industries, they re¬ 
duce the demand for loanable funds there; but 
they may increase the demand in the competi¬ 
tive industries because by restricting entry 
into the monopolized industries they force en¬ 
trepreneurs into competitive fields of enter¬ 
prise, The latter are not as profitable as they 
would be if there were no monopoly in the 
economy; they suffer from the skimped output 
and high prices of monopolized goods, and 
from an oversupply of labor and capital and 
consequent low marginal productivity; never¬ 


theless, having a larger amount of productive 
resources, die competitive industries may need 
and demand more loanable funds. Doubdess, 
however, monopoly reduces the demand for 
loanable funds in the monopolized industries 
more than it increases the demand in the C(Mn- 
petitive industries, and therefore it reduces the 
total demand. 

On the supply side, it is probable that mo¬ 
nopoly in the goods markets increases the sup¬ 
ply of loanable funds and of savings. Monop¬ 
olies often make handsome profits, the only 
pure profits that persist in the long run, since 
competitive industries operate at cost; and 
these profits are paid largely to people with 
high incomes, who are likely to save a con¬ 
siderable proportion of them. 

Our conclusion is then that monopoly prob¬ 
ably reduces the demand for loanable funds 
and increases the supply, and in both ways re¬ 
duces the rate of interest. We cannot be en¬ 
tirely certain about this, but in the light of 
conditions in recent years it seems a reason¬ 
able conclusion. It may explain in part the 
vast amount of savings in recent years and the 
extraordinarily low rate of interest. If the mo¬ 
nopolized area of the economy were compet¬ 
itive, open to all, there would be a greater 
demand for loanable fimds, savings, higher 
marginal productivity of labor and capital, and 
a higher interest rate. 

Monopoly in the loan market 

Monopoly in the loan market calls even 
more clearly for modification in our analysis 
and conclusions. We have assumed pure com¬ 
petition in the loan market in which the rate 
of interest is determined, but we must now 
modify that assumption, for the loan market 
by no means represents pure competition. For 
example, in the chapter on monopoly we saw 
that the investment bankers who provide the 
funds for large business corporations usually 
do not compete aggressively but employ mar¬ 
ket sharing to avoid competition. The banking 
business generally is far from perfectly com¬ 
petitive. Many small towns have only one 
bank; larger towns and cities generally have 
two or more, but the various banks usually 
have agreements and understandings of vari¬ 
ous kinds, in some cases negotiate through 
the clearing houses, to insure ""cooperation' on 
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all matters of common interest,” one of which that the marginal productivity of capital was 

is the interest rate paid on deposits and an- not above 3 per cent; yet the banks commonly 

other the rate charged borrowers. These rates charged small borrowers from 6 to 8 per cent, 

have many of the earmarks of monopoly prices. It is not surprising that the banks found it dif- 

Although the interest rate on "wholesale ficult to make loans, or that small business is 

money,” that is, funds available in the New yielding steadily to big business. Big btisiness 

York money market, declined more than 50 per enjoys a great advantage in the loan market, 

cent between 1920 and 1935, many banks re- Nor is there any identity between interest 

duced their rates to small borrowers very little rates and marginal savings in bank loans to 
if at all. If the wholesale price of groceries had small borrowers. Marginal savings are fixed by 
declined similarly and the retailers had main- the rate which savers can get for their savings, 

tained their prices unchanged, we should have not by what borrowers have to pay. In recent 

assumed that there was a copper-riveted mo- years savers have been able to get only about 

nopoly in the grocery business, as indeed there 3 per cent, or less, on gilt-edged bonds, and 

would have been.^® perhaps 4 or 5 per cent on mortgages, whereas 

Large corporations with a high credit rating small borrowers have paid from 6 to 8 per 

are usually able to secure capital at a rate cent. This is far from a purely competitive 

which approximates its marginal revenue pro- market. In a purely competitive market one 

ductivity, in some cases at less than 4 per cent. price is fixed, at which sellers can sell and 

In selling bonds or stocks through investment buyers can buy; in the loan market, as far as 

banks, they pay a commission which, while that is represented by small borrowers on the 

often highly remunerative to the banks, may one hand and by banks on the other, the sell- 

be as low as 1 per cent. Because of their high ers must sell at 3 per cent and the buyers must 

standing in the business world and the large pay at least 6. This is of course not a market 

scale of their business, they can secure funds at all, as economists use the term, 
for about what they arc worth. In bank loans The foregoing must not be construed as al¬ 
to small borrowers, however, there is no such together a condemnation of banking practices, 

approximation of interest rates and marginal for banks have always operated in this way; 

productivity of capital. For several years be- and while they do sometimes take advantage 

fore the Second World War the rate of inter- of their strong and to some extent monopolis- 

est on gilt-edged long-term bonds was only tic position, they could not \v^ell operate as 

about 3 per cent, or even less, which indicates purely competitive businesses. 

QUESTIONS 

1. Define interest. What elements does gross interest include that net interest excludes? Why 
does net interest tend to equality everywhere, whereas gross interest varies widely? 

2. What justification was there for the medieval prohibition of taking interest? Criticize the jus¬ 
tification usually offered by the writers of that period. 

3. Why must interest be paid? Why can it be paid? 

4. A borrower pays off a $1000 debt by paying $12 a month for ten years. What rate of interest 
is he paying? 

5. If the United States lost one-half of her present supply of gold, what would be the long-run 
effect on the rate of interest? 

6. If a bond and a stock were equally safe, which would you prefer as an investment, in a pe¬ 
riod of falling prices? In a period of rising prices? Why in each case? 

7. Why, in our modem economy, do savings appear to be little influenced by the rate of in¬ 
terest? 

8. The Grand Coulee Dam was built at a time when there was considerable unemployment of 
both labor and capital. Who saved in order for this addition to capital to be made? 

“ On this subject, see Lester A. Chandler, “Monopolistic Elements in Commercial Banking,** Jour¬ 
nal of Political Economy, February, 1938, p. 1. 
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9, According to T. N. Carver, ‘Interest does not correspond to any general discounting of fu¬ 
ture consumption of commodities, but only to the marginal discount or to the marginal sacri¬ 
fice of saving. It must be sufiBcient to compensate the capitalist for saving the last increment 
of capital/* Draw a graph to iUustrate this, and from it appraise the significance of the word 
"must** in the last sentence. 

10. If every person made and used his own tools, would there be any interest? 

11. Owners of forest lands often cut the trees and let the land lie idle, without troubling to pro¬ 
vide for a new stand of trees. Why? Has the interest rate anything to do with this practice? 
If they could get loans for reforesting their land without any interest charge, would they pro* 
vide for reforestation? 

12. Draw a graph showing the relation of the interest rate to the marginal demand for loans and 
the marginal savings. 

13. If our wealth were more equally distributed, in what form would we have more wealth, and 
in what form would we have less? 

14. Does the supply of capital in the form of hotels, apartments, railroads, etc., have anything to 
do with the rate of interest? If half our physical wealth was destroyed in some way, what 
would be the effect on the rate of interest? Why is the interest rate high in Russia? What ef¬ 
fect should the destruction of so many houses in Europe during World War II logically have 
on the interest rate? 

15. What do you think is the reason for our low interest rates during the past ten years? If vast 
new deposits of oil, gas, copper, lead, and zinc should be discovered within the next year, 
what would be the effect on the rate of interest? Why? Why, until recently, was the rate of 
interest higher in the United States than in Holland, Belgium, or Switzerland? 

16. A fanner saves $1000 and spends it on building a silo, which does not increase his output at 
all. Is the silo capital? 

17. How does an increase in the amount of capital affect the marginal productivity of labor, the' 
labor supply remaining unchanged? How does an increase in the supply of any of the three 
factors of production—^land, labor, and capital—^affect the marginal productivity of the other 
two? 

18. The rate of interest, like any other price, cannot decline below the cost of production of capi¬ 
tal. What is the cost of production of capital? 

19. If everyone had spend his entire income for consumers* goods since Washington’s time, how 
much capital would there be in the United States? 

20. “The rates at which different people discount the future affect not only their tendency to 
save, as the term is ordinarily understood, but also their tendency to buy things which will be 
a lasting source of pleasure rather than those which give a stronger but more transient enjoy¬ 
ment.” Give examples to illustrate this. 

21. If the country’s agricultural and retailing businesses became monopolized, what would be the 
effect on the rate of interest? Why? 

22. Suppose the interest rate doubles. What would be the effect, other factors remaining the 
same, on the price of farms, stocks, bonds running two years, and bonds running fifty years? 
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Rent defined 

Like many other terms in economics, the 
word rent is used in different senses. Until 
rather recently, it was defined as the income 
accruing from the use of land, land being the 
gifts of nature, such as fann land, urban land, 
mineral resources, and the like. The rent on 
farm land was assumed to include only what 
was received for the original properties of the 
soil, not what was received for the fertilizer 
added, or for the buildings or fences, because 
these were added by man and not by nature. 
Similarly, the rent on urban land was assumed 
to include only the income received from the 
use of the land, the 'standing room” for the 
building; the income from the building itself 
was excluded. 

In recent years some economists have 
greatly extended the concept of rent. Bould- 
ing, for instance, defines economic rent as "any 
payment to a unit of a factor of production, in 
an industry in equilibrium, which is in excess 
of the minimum amount necessary to keep 
that factor in its present occupation.”^ Accord¬ 
ing to this definition, any wages received by a 
latorer above the minimum amount that would 
induce him to work at his job is rent; any in¬ 
terest received by a saver above the amount 
which would have induced him to save is rent. 
This is a perfectly logical definition of rent, if 
it is used consistently; but, for reasons which 
will presently appear, we shall define rent in 
this book as the income accruing from the use 
of land. 


Income, as used here, may be in the form of 
farm products from farm lands; in the form of 
facilities for retailing, wholesaling, banking, 
manufacturing, or residence, in the case of ur¬ 
ban lands; in the form of timber, oil, gas, coal, 
or other minerals, from forest or mineral lands; 
or in the form of electric current from water 
power. In all cases, the rent, which in this 
sense is called economic rent, is the amount of 
farm products, of marketing or other business 
facilities, of timber, minerals, or water power, 
produced by a given amount of labor and cap¬ 
ital applied to a given tract of land or mine or 
water-power site, over the amount produced 
by the same investment of labor and capital 
employed on a marginal tract of land or mine 
or water-power site, that is, on one which will 
produce only enough to yield cost of produc¬ 
tion and can therefore ^be had free of rent. 

If a farmer with say $3000 in labor and cap¬ 
ital can produce 3000 bushels of wheat on a 
good farm in Iowa, and only 1000 bushels on 
a no-rent farm in eastern Colorado, then 2000 
bushels of wheat is the economic rent of the 
Iowa farm; if a coal miner, using a given 
amount of labor and capital, can produce 2000 
tons of coal in a rich mine, or 1000 tons of 
coal in a marginal no-rent mine, tlien 1000 
tons is the economic rent of the rich mine. 
Economic rent is thus a surplus above cost of 
production, the cost excluding rent. In the oil 
business the royalty, ordinarily one-eighth of 
the oil produced, may well be regarded as eco¬ 
nomic rent paid to the owner of the land; but 


^ Kenneth E. Boulding, Economic Analysis, p. 229. 
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this rent di£Fers from the rent of a good farm 
or an urban site in the important fact that it 
will not last indefinitely, since the oil is being 
used up. 

The term economic rent is often used also 
to indicate the money value of this surplus of 
products or services; and where it is so used, 
It varies'with the prices of the products or serv¬ 
ices. In this sense, if the price of wheat rose 
from $1 to $2 a bushel, the economic rent on 
the Iowa land mentioned above would rise 
from $2000 to $4000. In this book, unless spe¬ 
cifically indicated to the contrary, we shall use 
economic rent to indicate the money value of 
the surplus products or facilities. 

The term business rent is used to indicate 
the amount actually paid for the use of land. 
If rent were determined from day to day, in 
a perfectly competitive market, by many per¬ 
fectly wise and rational bidders, business rent 
would always be the same as economic rent, 
for tenants would pay business rent that exactly 
equals the value of the products or facilities 
over the value of the products or facilities 
yielded by no-rent land. They could not afford 
to pay more, and competition would force 
them to pay this much. For various reasons, 
however, business rent may be either below or 
above economic rent. In the first place, con¬ 
tracts for urban land rental are often drawn 
for long periods, sometimes as long as 99 years, 
at a fixed rent per year. During the first few 
years of such a contract, the business rent is 
likely to exceed the real productive value, or 
economic rent; and later, if the city grows, it 
is likely to be much below the economic rent. 
Contracts made in periods of prosperity may 
call for payments which during a later depres¬ 
sion prove to be greater than the economic rent 
earned by the land; similarly, contracts made 
during a depression may call for payments 
which prove later to be much less than the 
economic rent. Farm rental contracts often call 
for rent payment in the form of a share of the 
crops rather than cash; and the amount and 
value of share payments of course vary with 
production and the prices of products. The 
terms of these share-rent contracts change 
slowly with changes in economic conditions, 
and Ae rent paid often remains for years be¬ 
low or above the true economic rent. Between 


1914 and 1920, for instance, the prices of farm 
products, and the true economic rent, rose 
rapidly, but many rental contracts changed 
little or none at all; and in the later part of 
that period many landowners doubtless re¬ 
ceived less than the true economic rent. In the 
period from 1920 to 1932, this situation was 
reversed. 

In the second place, the owners of land and 
the bidders for it in the rent market may make 
mistakes, may set a business rent that is either 
above or below the economic rent at the time. 
In the third place, owners of high-rent urban 
sites are probably able at times to appropriate 
more than the true economic rent by taking 
from the entrepreneurs who are using the land 
some of the income which should go to them 
as profits. Paul Nystrom has shown that busi¬ 
ness rent increases relative to profits from 
smaller to larger cities and from poorer to 
better locations in a given city, and from this 
he concludes that landowners absorb a part 
of the profits of the superior entrepreneurs.^ 
There may be some truth in this. It often hap¬ 
pens that an able entrepreneur leases a given 
site for a term of years, builds up a good busi¬ 
ness, and attracts a large number of customers, 
with the result that when his lease expires the 
landowner raises his rent and takes away part 
of the profits accruing from his good manage¬ 
ment. Many capable managers who operate on 
high-rent urban sites may thus lose to the land- 
owners part of the income they have earned by 
their energy and competence. 

Distinction between land and capital 

Some economists deny that there are any 
valid reasons for distinguishing land from capi¬ 
tal or rent from interest. They maintain that 
to the individual businessman or farmer an 
mvestment in land is just the same as an in¬ 
vestment in capital. If economics were con¬ 
cerned only with men as individual producers, 
this view would perhaps be sound; but eco¬ 
nomics is concerned mainly with the broader 
aspects of business life, and not with men in 
their individual capacities. 

That land is not absolutely different horn 
capital but shades gradually into it, and that 
there is no such thing as a pure gift of nature 
since man has to m^e some contribution to 


’ Fatil Nystrom, Economics of Retailing, chap. 8. 



RENT 


every natural gift before it can be of use, we 
have already pointed out. Yet there are good 
reasons for distinguishing between land and 
capital, and between rent and interest. Nature 
has contributed much more to the value of 
some things than others; and to this extent, 
as we shall presently see, we may wisely adopt 
a different policy with respect to them. We 
cannot refuse to make any distinction between 
land and capital because they are only rela¬ 
tively and not absolutely different, for most 
distinctions in t onomics are relative rather 
than absolute, and we must constantly make 
distinctions if we are to formulate any scientific 
principles. 

As a practical problem, it is much easier to 
separate land from capital, rent from interest, 
in cities than on farms. Urban land is valuable, 
productive, not because of its soil fertility, 
which man might improve, but because of 
its ‘"extension,” because it affords a certain 
amount of standing room which man cannot 
change. Urban business buildings are often 
built on rented land, the builder paying the 
landowner a stipulated rent for the use of the 
land for a certain number of years and sur¬ 
rendering the building at the end of that pe¬ 
riod. The landowner provides only the land— 
standing room—^which is a gift of nature, and 
what he receives is business rent. Ordinary 
business operations thus separate business rent 
from interest on leased land; and it would not 
be very difficult for real estate experts to figure 
out the rent on other urban lands with rea¬ 
sonable accuracy. 

Nature's contribution and man’s contribution 
are more difficult to distinguish on farm land. 
It is easy to distinguish the land from the 
fences and improvements, but the productive 
value of every farm depends to some extent on 
its accessibility, that is, its distance from the 
markets and on the character of the roads lead¬ 
ing to it. Thus its location may be said to be a 
gift of nature, like the location and extension 
of urban land; but the roads are of course the 
product of man, although not primarily of the 
owner himself. The productivity of the soil of 
any old farm is partly the result of nature’s 
generosity, and partly the result of man’s con* 
tribution in the form of drainage and fertilizers; 
and the amount attributable to each cannot be 
calculated with much exactness. The rent of a 
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farm is therefore not all true rent but a mixture 
of rent and interest, difficult to distinguish. 

Quasi-rent 

Much like land rent in some respects is the 
income from certain kinds of capital—^“old in¬ 
vestments” of capital, as Marshall describes 
them—and from certain human talents which 
are in a sense natural gifts. Old investments of 
capital, such as durable buildings and machin¬ 
ery, railway roadbeds and tracks, and perhaps 
the more durable rolling stock, are lie land 
in many ways, and the income from them is a 
quasi-rent, similar to true rent. Such fixed capi¬ 
tal is not a gift of nature; but, once built, it 
may be considered much the same as land. 
Like land, it is durable; like land, it cannot be 
moved directly; like land, it yields an income 
which depends largely on its location. It may 
seem fanciful to think of human talents as land 
or even as resembling land, but we may do 
so with perfect logic, as we have already 
pointed out. The income from human talents 
is in the nature of rent —a quasi-rent—on 
natural gifts. 

Demand and supply in rent determination 

Like any other price, rent is determined by 
the general conditions of demand and supply; 
but there are important pecufiarities in apply¬ 
ing the law of demand and supply to rent de¬ 
termination. In the first place, we do not need 
to make any distinction between the short and 
the long run, because since land is provided by 
nature, the supply of any particular grade is 
practically fixed, and there is therefore no 
necessity for considering long-run cost of pro¬ 
duction of it. In the second place, the land 
market is a rather imperfect market, because 
land is more heterogeneous than many com¬ 
modities, or than capital or even labor. It will 
be recalled that a perfect market demands, 
among other things, (1) a large number of 
units of an identical product for sale, and (2) 
a large number of buyers and sellers. The land 
market has neither of these requisites. Land is 
highly heterogeneous, that is, every business 
or residence site is slightly different from every 
other one; usually there are only a few units 
for rent in a given market at a given time, and 
usually there are only a few buyers and sellers. 
The land market, even for land of a particular 
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grade» is far from a perfect market; and for 
land in general, of all kinds and grades, there 
is of course no market at all, but an almost 
infinite number of markets. 

The demand for land a composite demand 

The demand for land is a "composite” de¬ 
mand composed of the demands of all those 
who want land for the various uses to which 
it can be put. In the competition of the market 
the highest use, that in which the land will 
produce the greatest return, will take the land; 
hence land tends to be devoted to its highest 
use. In this respect the land market is like the 
labor maiket. 

The supply of land 

Oh the supply side, land differs from the 
other agents of production. As a gift of nature 
its total supply is fixed, as we have already 
seen; but this characteristic is subject to im¬ 
portant qualifications. In the first place, the 
amount of productive land available may be 
reduced or increased by man. Fertile, sloping 
land may be ruined by erosion and even level 
land may be robbed of its fertility by improper 
use; and on the other hand, land that is unpro¬ 
ductive in its natural state may be made pro¬ 
ductive by fertilization, irrigation, or drainage. 
Such land represents a combination of land, 
in its strict meaning, and capital; but once the 
capital has been added, it partakes of the na¬ 
ture of land, and for many purposes may be 
regarded as land. For instance, drainage 
ditches and tile, once put in on waterlogged 
land, become an inseparable part of the land, 
fixed, unmovable, and highly durable. In the 
second place, although the total amount of 
land is practically fixed and the amount of any 
given grade is fixed, the amoimt of land avail- 
able for any particular use may be increased. 
An increased demand for wheat would not run 
into a fixed supply of wheat land, for land used 
for other crops can be turned to wheat produc¬ 
tion; but an increased demand for all farm 
products could not be met in this way. And, 
in the third place, although the total area of 
the country Is fixed, the amoimt of land avail¬ 
able for urban uses is indefinitely expansible. 


The equation of demand and supply 

The demand and supply curves for land of 
any particular grade may be drawn as shown 
in Fig. 41. Here the rent is determined by the 
equilibrium of demand and supply, but changes 



in rent can result only from changes in de¬ 
mand, which in turn are the result of changes 
in the demand for the products or services of 
the land. 

Marginal productivity and rent 

The amount of rent that will be paid for the 
use of a particular grade of land is sometimes 
said to depend on the marginal productivity of 
that grade of land. According to this theory, a 
farmer is assumed to keep his labor and capital 
constant, subtract one or a few acres from his 
farm, and note the amount by which his total 
product decreases, or add one or a few acres 
and see how much his total product increases. 
The aihount of decrease or increase is the 
marginal productivity of that grade of land. 
This measures the rent. If, for instance, an 
added acre of land raises the total product by 
20 bushels of wheat, 20 bushels of wheat is 
the marginal productivity of the land and is 
the rent, in product. If wheat is worth $1 a 
bushel, the money rent will be $20.* 

This analysis is the same as that used in our 
discussion of wages and interest. It is one il¬ 
lustration of the general principle of variable 


*One of tlie best analyses of this principle is to be found in F. B. Carver and A. H. Hansen, Ffln- 
diphs of Economics, rev. ed., pp. 425, 426. 
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proportions, or diminishing productivity. As a 
corollary to this analysis, it is clear that the 
entrepreneur will expand his use of each factor 
—^labor, capital, and land—to the point where 
a given amount expended for each yields the 
same addition to his net revenues. 

Rightly understood, this analysis seems 
valid, but it does not include all the elements 
necessary for a complete theory of rent. For 
one thing, the operations of one farmer do not, 
of course, have any appreciable influence on 
rent, which is determined by factors that are 
operating throughout the entire field of the 
demand for and the supply of land. Even if 
we expand the analysis to take in all the 
farmers using a given grade of land, it is still 
inadequate, for a complete theory of rent must 
include some consideration of all grade.s of 
land. Furthermore, if this theory be construed 
to mean that the rent of a given grade of land 
is determined by its marginal productivity, this 
involves incorrect statement or incorrect rea¬ 
soning. The marginal productivity, in the sense 
of the amount referred to, does indeed measure 
the rent but it does not determine it, for rent 
is determined by the general conditions of de¬ 
mand and supply, winch also determine the 
marginal productivity. 

Location rent 

Farm rents do not result entirely from su¬ 
perior fertility, for location is also an clement 
in rent determination. Economists sometimes 
distinguish between fertility rents and location 
rents. If all farm lands were equally fertile, 
the land which is nearer the market would 
command a rent premium over that which is 
farther away, a premium equal to the differ¬ 
ence in the cost of transporting the produce to 
market, plus an * additional amount for the 
greater convenience of living near urban cen¬ 
ters, because farms are used not only to pro¬ 
duce crops but as homes. Europe has been our 
greatest market for many farm products; hence 
prices for such products are highest along our 
Atlantic seaboard, particularly New York, and 
they shade gradually lower from there west¬ 
ward, with &e result diat rents for farm land 
of equal fertility decline generally from the 
eastern seaboard to the Central West. Some¬ 
what the same decline may be seen from our 
west coast ports into the interior western states. 
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to the "divide" which separates the westward¬ 
flowing from the eastward-flowing tra£Bc. 

The extensive margin of cultivation 

Ricardo’s conception of rent as the difference 
between the product of superior land and the 
product of marginal or no-reiit land has been 
accepted by almost all economists. It is clear 
that this differential can and must be paid by 
the users of the good land. It can be paid be¬ 
cause a given amount of capital and labor will 
produce this much above what the same 
amount of capital and labor would produce 
on marginal land. Ihe farmers who cultivate 
the superior land can pay this differential and 
still make as much as they would if they 
fiirmed marginal land. This differential must 
be paid because there are many competitors 
for the superior land, and they will bid it up 
to that point. The margin referred to here is 
the extensive margin, the margin represented 
by the no-rent land which yields barely enough 
to cover cost of production, which is barely 
worth cultivating. 

It should not be assumed that this margin 
has anything to do with the determination of 
rent. The rent is not determined by the margin 
or by the cost of production on marginal land; 
it should rather be said that both the rent and 
the margin are determined by the general con¬ 
ditions of demand and supply. Changes in one 
or both of these conditions will cause changes 
in rent and shifts in the location of the margin. 
Thus, during the First World War, when the 
prices of farm products rose rapidly, rents in¬ 
creased and the margin shifted outward to land 
which was formerly not worth cultivating; and 
the price decline which followed that war 
brought rents down and caused an inward 
shift of the margin, with abandonment of the 
poorest land then under cultivation. 

Nor should it be assumed that marginal land 
is necessary to the measurement of rent In 
every country there is some land that may be 
regarded as marginal and submarginal; but 
even if there were no such land there would 
nevertheless be rent. If land were scarce, rent 
would rise even higher than it does where 
there is inferior land which can be brou^t 
into use in response to higher prices of ferm 
products. If there were no inferior land, prices 
of products would of course rise bi|^r, mad 
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rent would be highar* The Tent» under such 
conditions, would be determined by demand 
and supply, without reference to any marginal 
land, and it might be called scarcity rent rather 
than differentid rent. All rents, however, are 
really scarcity rents, for they are paid because 
land is scarce; and they might appropriately be 
called difiFerential too, because, even if there 
were no marginal land, rents would difiFer with 
the productiveness and location of the land. 

A serious difficulty with the concept of the 
margin is that it assumes all the land to be 
used in producing the same crops. Actually 
there are many diflFerent uses to which diflFerent 
grades of land are put; there is generally a 
difiFerent margin for each use, and only the 
land which is marginal for the lowest use is 
marginal in the sense that it yields no rent. 
In Kansas, for instance, a small amount of the 
best land is used for production of potatoes; 
land which is marginal for potato production 
may yield a fairly high rent in com produc¬ 
tion; marginal com land, again, may yield a 
rent in wheat production; and marginal wheat 
land usually yields a rent for grazing. Thus 
land which is marginal for every use but the 
lowest will yield a rent. 

The same analysis applies to urban land. 
Urban land which is marginal for retailing, 
generally the highest use, may yield a rent for 
wholesaling; land which is marginal for whole¬ 
saling may yield a rent for apartments; land 
which is marginal for apartments may yield a 
rent for residences; and land which is marginal 
for residences usually yields a rent in farming. 
As a mle there is no no-rent land in the city, 
but there are fringes of land which are mar¬ 
ginal for each use. 

The intensive margin of cultivation 

The extensive margin is not the only margin 
which must be considered in the analysis of 
rent There is also the intensive margin, which 
may be defined as the point in the cultivation 
of a given piece of land at which the labor and 
capital used barely pay their cost. In a country 
where cultivation has passed the point of di¬ 
minishing returns, successive applications of 
units of labor and capital will yield diminish¬ 
ing returns. With the prices of farm products 
at a given level, a certain number of units of 
labor and capital applied to a given piece of 


land will yield more than their cost, this sur¬ 
plus going to the landowner as rent; but in 
adding units of labor and capital the entre¬ 
preneur will finally reach a point at which the 
last umts applied yield barely enough to pay 
their cost. This is the intensive margin. The 
yield of labor and capital at this margin and at 
the extensive margin, on marginal land, will be 
the same. If the yield at the extensive margin 
were greater, farmers as entrepreneurs would 
devote labor and capital to the cultivation of 
still poorer land, would force the extensive 
margin outward; and if the yield of labor and 
capital on the intensive margin were to exceed 
that on the extensive margin, they would de¬ 
vote more labor and capital to the superior 
land, cultivate more intensively. The yield of 
labor and capital on the two margins must 
be equal. 

Rents, population changes, and scientific 

progress 

The principles analyzed here apply to rents 
at a given time with a given population and at 
a given stage of scientific and technological 
development. It will be pertinent now, how¬ 
ever, to consider some of the changes in de¬ 
mand and supply that may come with popula¬ 
tion changes and with scientific and technologi¬ 
cal progress. 

Population changes and farm rents. An in¬ 
crease in population, if the point of diminishing 
returns has been reached, tends as a rule to 
increase the demand for farm products, to raise 
their prices, and to raise farm rents. But higher 
prices for farm products do not necessarily 
raise rents. If, for instance, such a price rise 
were accompanied by a proportionate rise in 
the costs of production—that is, in wages, in¬ 
terest, and the prices of the machines and ma¬ 
terials used in farming—^rents might not rise 
at all. This situation often appears during a 
period of rising prices. Rent is a surplus above 
costs; and if costs rise as much as prices, rent 
will not increase at all. Generally, however, 
other conditions remaining the same, higher 
prices for farm products will raise rents and 
will cause shifts at both the extensive and the 
intensive margins of ^mltivadon. The manner in 
which these shifts are caused by price dianges 
has already been explained in the chapter on 
long-run competitive price. 
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Population growth and urban rents, A pop* 
ulation increase raises urban rents too, but in 
a di£Ferent way. With the increase in popula* 
tion in the United States, the number of urban 
dwellers has increased much more rapidly than 
the number of farmers; the latter in many rural 
areas has indeed been declining for several 
decades. This population growth has increased 
the demand for the facilities afforded by urban 
lands, has raised the rents of well-located sites 
in large cities to fantastic heights, and has 
pushed the margin outward around the city, 
but has not raised the costs of urban business. 
This was explained in Chapter 2. 

Scientific and technological progress and 
farm rents. Increase in scientific knowledge 
probably tends to reduce the rent of agricul¬ 
tural lands. Advancing knowledge of plant and 
animal breeding, for instance, tends to increase 
production; and since the demand for most 
farm products is inelastic, it tends to reduce 
prices disproportionately and in general to re¬ 
duce rents. The truth of this will be apparent 
if we imagine the improvements carried to a 
pointwhcre all the farm products wanted could 
be produced on half of the best land. This 
would amount to an evasion of the law of 
diminishing returns, and would eliminate fer¬ 
tility rent even on the best farm land. 

Technological improvements in farming may 
affect both the demand for land and the supply 
of available land. The amount of land of any 
given grade is fixed, but the amount available 
for use may be increased in various ways. Let 
us suppose that a new type of farm tractor is 
introduced which reduces the costs of produc¬ 
ing crops. Its first effect would be to raise the 
profits of farm operators; but this could not 
last, for it would create an increased demand 
for land, which in turn would raise rents. If 
the decrease in costs did not increase produc¬ 
tion and so reduce the prices of products, rent 
would absorb all the gain; but lower costs 
will result in increased production by encour¬ 
aging more intensive cultivation and by bring¬ 
ing into cultivation land which hitherto would 
not repay the costs of cultivation, formerly sub¬ 
marginal land. Thus the tractor would increase 
both tfie demand for land and the supply of 
available land. Whether rents would finally rise 
or fall is too complicated a question to be dis¬ 
cussed here. 
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Technological progress and urban rents. 
Urban technological improvements, other than 
those in transportation, may have various ef¬ 
fects on urban rents. The improvements in con¬ 
struction techniques which have made our 
modem skyscrapers possible, the use of stmc- 
tural steel in building, and the use of elevators, 
for instance, have tended to raise rents. It 
might seem that the effect should be quite the 
opposite, for these are land-saving improve¬ 
ments, and in agriculture such improvements 
tend to lower rents. People go to cities, how¬ 
ever, because other people are there, to do 
business with others; and the more people are 
already there, tlie better the opportunities, 
within certain limits, to do business. Improve¬ 
ments in building techniques enable a larger 
population to concentrate in a given area, make 
it a better place to transact many kinds of 
business, and so tend to increase rents. There 
are limits to this process, of course; but the 
fact that our largest cities have grown faster 
than the smaller ones indicates that the limits 
may not yet be reached, even in such an urban 
colossus as New York City. 

Such improvements in urban transportation 
as the automobile and bus have tended to re¬ 
duce rents. When city dwellers used streetcars 
to go downtown, they wanted to live near a 
streetcar line; and since shoppers did not like 
to walk very far in making their purchases, the 
shopping district was confined to a small area 
in which rents were very high. The automobile 
and bus have greatly increased the mobility 
of urban populations, haye made a much wider 
area available for both residence and business 
purposes, have increased the supply of avail¬ 
able land, and have therefore tended to reduce 
rents. That this is tme will be clear if we try 
to imagine the situation if practically instan¬ 
taneous and costless transportation could be 
provided for urban dwellers—^let us say in the 
form of wings with which they could fly as 
fast as an airplane, without cost or effort. The 
rent on most urban residence sites would dis¬ 
appear almost entirely, for access to such utili¬ 
ties as water, gas, light, and sewer connections 
would be about the only reason for paying 
more than the land would yield for agriculture 
purposes. In every city the big retailing estab^ 
lishments tend to cluster about one or more 
centers fixed by streetcar or bus connectiozis 
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or some other factor (from Thirty*fourth to 
Fifty-seventh Street in New York City and the 
Loop in Chicago), where rents are fantastically 
high. If shoppers could move about without 
e&rt, the shopping district would spread over 
a wider area and rents would decline greatly, 
in some cases almost to nothing. 

Not all improvements in transportation have 
this tendency to reduce urban business rents. 
Streetcars and subways, which are confined to 
a given route, may raise business rents in two 
ways. First, they increase the congestion in the 
business district. The fabulous rents for sites 
around Times Square and on Wall Street in 
New York City would be impossible without 
her unequaled system of subways. And second, 
such transportation facilities as these have en¬ 
couraged the growth of cities, indeed have 
been the absolute essential to the development 
of large cities, and therefore of extremely high 
rents. 

The paradox in the rise and fail of land 

rents 

In the rise and fall of land rents, both agri¬ 
cultural and urban, is to be seen one of the 
paradoxes of economics. A rise in rents is an 
indication of growing scarcity, which should 
not be regarded as good. High rents for agri¬ 
cultural lands are characteristic of such over- 
populated countries as Germany, Italy, and 
Belgium, where food costs so much that people 
have to skimp in their use of it, and where even 
farmers, as farm operators, earn only modest 
incomes. Low rents are characteristic of 
sparsely populated countries where food is 
plentiful and cheap and farmers earn relatively 
hi^ incomes. A rise in rents, a drift toward 
the conditions prevailing in densely populated 
countries, should be regarded with Uttle more 
favor than the spread of the boll weevil or 
com borer, for its effects are somewhat the 
same. Yet, from 1890 to 1920, when both 
prices of farm products and rents were rising, 
the American people were generally happy and 
optimistic; whereas from 1920 to 1930, when 
bi^h prices and rents were declining, they 
suffered not only mental anguish as they saw 
their land increments fade away, but actual 
hardship, because the economic system did 
not function well when land values were de^ 
clining. 


The American ideal: risiiig land values and 

rents 

The truth is that to most Americans rising 
land values and rents represent about the high¬ 
est economic ideal, the mmmum bonum of 
local and national statecraft. Doubtless here is 
an important reason why every American is a 
‘‘booster"' for his home town, his state, and his 
nation, why he wants them to grow, not hi 
wisdom or culture or virtue, but in number 
of people. Increasing population raises land 
values and rents. Every town big enough to 
support a high school must also have a chamber 
of commerce whose main function apparently 
is to boosflhe town, in population. To accom¬ 
plish this, it tries to secure convention meetings 
for the town, hoping tliat they will bring in 
new residents; to the same end, it sometimes 
offers free land sites and tax reductions as in¬ 
centives to industrial concerns to move there. 
In recent years many states have set up state 
development commissions to bring in indus¬ 
tries and foster industrial development within 
their borders, and so increase population and 
raise land values and rents. All these efforts 
are largely vain, for, like advertising, they are 
mutually defeated by the fact tliat all towns 
and states are in the boosting business, and 
each renders fruitless the efforts of the others. 

In their zeal for increasing population, most 
Americans do not realize that this benefits only 
the landowners, in the long run. If the popula¬ 
tion of a town or city grows, various other 
classes may gain in the short run. Merchants 
may be able to increase their sales if there are 
not too many merchants among the newcom¬ 
ers; barbers and'^ professional men may profit 
from an increase in business if there are not 
too many barbers and professional men among 
the new residents; house owners generally gain 
because of the larger number of people seeking 
homes. In the long run, however, none of these 
classes stand to gain appreciably, because mer¬ 
chants and barbers and doctors and lawyers 
will move there and set up business, and c5om- 
petition will be as keen as before. Houses will 
be built until their prices and rentals are 
brought down , to the normal level diat pre¬ 
vail^ before. But with the increased popula-* 
tion, the land, particularly business sites, will 
command higher rents. C^ly landowners gain, 
in the long run. 
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Peculiarities of rent as income 

Rent is a heterogeneous income, in this re¬ 
spect differing somewhat from wages, and even 
moi-e from interest Rents for diflFerent tracts 
of land do not tend toward equality but on the 
contrary remain persistently different; they 
show every variation, from the penny or two 
per acre paid for the poorest grazing land to 
the million dollars or more paid for the most 
valuable sites in New York City. Wages differ 
much less and are not permanent in the same 
way, for men and women grow up, decline, 
and die, and other persons take their places. 
Interest is fairly homogeneous, for capital shifts 
without great friction from one place to an¬ 
other and from one industry to another, in 
response to differences in the rate of interest. 
Profits, as we shall see, are highly heterogene¬ 
ous; but, except monopoly profits, they are 
generally transient and tend to disappear in 
the long run. Only rent is a heterogeneous and 
permanent income. 

Rent as a surplus above cost 

Rent is usually considered to be a differen¬ 
tial surplus above costs of production. To the 
individual farmer and businessman, it is a cost 
like interest and wages; but from the broad 
social point of view, it is not a part of costs of 
production and it does not enter into price. 
There are several lines of reasoning by which 
this may be proved. The first argument holds 
that the costs of production are reckoned at 
the margin, where no rent is paid. The prices 
of products must be—^perhaps we should say 
they are —^liigh enough to cover the costs of 
production on marginal land; and the costs of 
production must be reckoned there, because if 
they are reckoned on superior land they will 
include rent, and this will involve circular 
reasoning—^rent entering the determination of 
costs of production and hence of normal price, 
and price in turn determining rent. 

A second line of argument follows from the 
conception of rent itself. Urban rent, for in¬ 
stance, measures the advantages of doing busi¬ 
ness on a given site as compared widi a no¬ 
rent site*-—the advantages of easy access to city 
crowds, in the case of retailing. Theoretically, 
rent measures these advantages. The entre¬ 
preneur using a high-rent site cannot have 
higher selling costs than the one using a no¬ 
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rent site, because the disadvantage of paying 
the high rent is just balanced by the advantage 
of making more sales on this site. He could 
never say: "My rent is high, therefore I must 
charge high prices," for his costs, including 
rent, per unit of sales, are no higher than those 
of retailers on marginal sites. Neither could a 
merchant on a marginal site say: "My rent is 
low, and therefore I can sell cheaper than the 
merchants in the high-rent section of the city." 
His rent is low; but he has fewer customers, 
his turnover is slower, and his unit costs, in¬ 
cluding rent, are theoretically the same as those 
of the merchrmts in the high-rent sections. 
"Walk around the corner and save $10 on a 
suit" is not a sound economic appeal—costs 
and prices are just as high around the comer. 

A third argument for the exclusion of rent 
from costs oi production and for the refusal 
to concede that it enters into price, arises from 
the definition of cost. To the individual farmer 
or urban entrepreneur, as we have already 
said, rent is a cost; but to society as a whole 
it is not a cost in the same sense that wages 
and interest are costs. Land is the gifts of na¬ 
ture, not the creation of man; the fertility of 
agricultural lands, the locations for cities, were 
here long before he came. It is true tliat he 
liad to do much to make the land available 
and useful—^he built roads and streets and 
houses and improvements of many kinds—^and 
the interest on improvements is often difficult 
to distinguish from the rent on the land; but 
wo make the distinction as well as we can, and 
recognize the rent as a payment for what nature 
provided, not a payment for sacrifices made by 
men. Men have to tvork to earn wages, they 
must save to earn interest; but the rent on a 
good farm or a well-located urban site is paid 
for no sacrifice. If no wages were paid labor, 
little work would be done, and the laborers 
would presumably be obliged to starve. It 
"costs” society the wages of labor to have 
work done; or we may put the costs in the 
form of the food, clothing, and houses that 
labor must consume in order to be able to 
work. If no interest were paid on capital, the 
amount of savings might be somewhat but 
perhaps not much less than it is. It **cosksr 
society the interest payments to secure our 
present savings. On the other hand, if no rent 
were paid landowners,—^if the state took It 
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from them, for instance—^thare would be no 
reduction in the amount of land, for rent is not 
a payment for any sacrifices made in producing 
the land, and it cannot be eliminate. This is 
an important principle in taxation. 

Rent as unearned income 

Adam Smith looked upon landowners with 
a critical eye, accusing them of loving to "reap 
where they never sowed'* but softening this 
with the admission that in this they are "like 
all other men.” That he believed rent was 
fundamentally unearned is indicated clearly in 
his discussion of taxation: ""Both ground-rents 
and the ordinary rent of land are a species of 
revenue which the owner, in many cases, en¬ 
joys without any care or attention of his own. 
Though a part of this revenue shoudd be taken 
from hiin in order to defray the expenses of 
the state, no discouragement will thereby be 
given to any sort of industry.” Ricardo went 
even further, declaring that ""what the landlord 
gains in this way [from rent], he gains at the 
expense of the community at large. There is 
no absolute gain to the society by the reproduc¬ 
tion of rent; it is only one class profiting at 
the expense of another class.” John Stuart Mill 
regarded rent as mainly or entirely imearned: 
‘Tbe ordinary progress of a society which in¬ 
creases in wealth, is at all times tending to 
augment the incomes of landlords; to give them 
both a greater amount and a greater proportion 
of the wealth of the community, independently 
of anj^ trouble or outlay incurred by them¬ 
selves. They grow richer, as it were in their 
sleep, without working, risking, or economiz¬ 
ing.” Still later, Henry George expressed the 
same idea in much the same way: ""Co, get 
yourself a piece of ground, and hold posses¬ 
sion. . • . You may sit down and smoke your 
pipe; you may lie arotmd like the lazzaroni of 
Naples or the leperos of Mexico; you may go 
up in a balloon, or down a hole in the ground; 
and without doing one stroke of work, without 
adding one iota to the wealth of the commu¬ 
nity, in ten years you will be rich.” 

In the light of the drastic declines in land 
values and rents, from 1920 to 1939, some of 
these observations seem rather fantastic today, 
yet the general principle is fundamentally 
sound. We must careful, however, in our 
definition of terms. For one thing, rent must 


be defined as a payment for what nature pro* 
vides, not for what the owners contribute. 
Some of the difiBculties in distinguishing land 
from capital, and rent from interest, have al¬ 
ready been pointed out; but rent must often 
be separated also from wages, for landowners 
frequently do some work in connection with 
their land or with the capital which is used 
on it. They may also assume some risks and 
responsibilities as entrepreneurs; and if so, the 
rent will be mixed with profits. Thus many 
farm owners who do not cultivate or live on 
their land devote some time and energy to 
managing their farms, and some furnish part 
of the capital used in cultivation. Urban land- 
owners similarly may own the buildings on 
their land and may have to attend to the rent¬ 
ing of their property. Practically all landowners 
who lease their land to others have some work 
to do in connection with the details of the 
rental contract, and those who use their own 
land must of course manage it. When we refer 
to landowners we mean landowners only in 
their function as owners of land; and when we 
refer to rent we mean the income which re¬ 
mains when all other forms of income—^inter¬ 
est, wages, and profits—^have been sifted out. 
It is pure rent, as thus defined, that is un¬ 
earned. 

In what sense is rent unearned? The dis¬ 
tinction between earned and unearned income 
must, however, be drawn with care. In exactly 
what sense is rent unearned? The farmer who, 
after working and saving for thirty years, buys 
a farm and retires to the neighboring town tc 
live on the rent from his farm—has he not 
earned his rent? How does his position differ 
from that of the farmer who invests his savings 
in bonds or stocks and lives on the interest or 
dividends? There is no difference at all; in 
both cases, the farmer has earned his income. 
But suppose that the rent on the first man's 
farm doubles while he sits in his home in town 
and twiddles his thumbs. Well, suppose the 
interest or dividends on the other farmer's 
bonds or stocks double during the same period* 
There is an element of speculation in all in* 
vestments, and land has probably not been a 
much better investment than stocks or bonds; 
that is, there has probably been little more un¬ 
earned increment in rent than in the interest 
on bonds or in dividends on stocks. 
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But suppose a fanner homesteaded his land, 
paying nothing for it, and thirty years later 
finds himself with a substantial rent, enough 
to enable him to live in idleness the rest of 
his life; can he have earned his rent? Here also 
the answer is clear. Many homesteaders even¬ 
tually found themselves possessed of valuable 
land which represented more than a fair re¬ 
turn for their years of labor; but many others, 
after years of hard work and privation, found 
themselves the owners of land which was 
nearly worthless. As a rule, frontiersmen took 
up their land with little idea as to its produc¬ 
tivity or the value it might finally have; some 
of them had to clear it of trees and brush; 
almost all of them had to sell their produce at 
very low prices, because the free land titles 
enticed so many into farming that farm prod¬ 
ucts were always plentiful and cheap, and the 
frontier farmers therefore had to live very 
meagerly. In the hope that their land titles 
would some day be valuable, they worked for 
next to nothing for years; and the average rent 
increment they ultimately received was prob¬ 
ably little or no more than fair compensation 
for their time and the hardships of pioneering. 

It is doubtless true, similarly, that the aver¬ 
age return to owners of urban land has not 
been more than their time and money would 
have earned in other investments. Although a 
few land buyers in some of our large cities 
have made great fortunes, there is a vastly 
greater number who have bought in towns 
that never attained metropolitan size and have 
lost sums which, in the aggregate, would prob¬ 
ably equal the gains of the fortunate investors. 
There is scarcely a crossroads hamlet in the 
United States that has not been through from 
one to a dozen land speculation booms, and 
this might be said of hundreds of towns no 
longer on the map; in many of even the large 
cities can be seen streets and sidewalks run¬ 
ning far out into the country, with a few houses 
scattered here and there—speculative "addi¬ 
tions'' that never panned out. Americans have 
always been ‘land value animals,” much given 
to land speculation, but only a small propor¬ 
tion of them have profited from their specula¬ 
tion. 

In what sense, then, can we say that rents 


are unearned? In the sense that they are not 
earned by productive activity. Consider, for 
instance, the pioneer who "earned” his land 
title and rent by living in poverty for many 
years, until an increased demand for farm 
products raised prices to the point where he 
could earn enough, as a farmer, to enjoy a 
fairly good life. To the extent that in the early 
years he produced crops and sold them, he was 
of course engaged productively; but the fact 
that those crops were very cheap in the mar¬ 
kets indicates that his contribution to society 
was not much wanted. He lived mainly on his 
own products, a sort of Robinson Crusoe life. 
If men had not been lured to the frontier by 
the promise of land titles, they would have 
moved west only when they could make a rea¬ 
sonably good living as farmers; that is, when 
the prices of farm products rose high enough 
so that farmers could make a fairly good living 
producing them. Their work would have been 
more productive, and doubtless they would 
have lived better. Our pioneers wasted billions 
of dollars’ worth of labor by pioneering too 
fast, in their restless search for land titles. 

Urban rents, although probably earned in 
the sense that they are worth no more than has 
been invested in them, are similarly not earned 
by productive activity. A man who invests his 
money in a new business building or in a fac¬ 
tory or in machinery helps to create new 
wealth; but the man who buys land does not 
create any more land, since land cannot be 
created. He only raises its price. As Carver 
says: 

The more men there are buying tools, machinery, 
buildings, etc.—^for that is virtually what invest¬ 
ment means—the greater will be die demand for 
such tilings, and the more their production will be 
stimulated. The normal result of this kind of invest¬ 
ment is to increase the world’s stock of tools, ma¬ 
chinery, buildings, etc. But the more men there 
are buying land, but not themselves improving it, 
the higher the price of land goes, and that is tlie 
end of the process. No more land is produced, be¬ 
cause land cannot be produced, and the world is 
no better supplied with land than it would be if 
men did not invest in it. Much of the investing 


talent of the country is perverted to this tmpro- 
ductive purpose.* 


* T. N. Carver, Essays in Social Justice, pp. 301-302. By permission of the Harvard University Ptess, 
publishers. 
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A good way to visualize this di£Ference is to 
contrast the economic results of the business 
investments of Henry Ford and the Astors. By 
investing liis savings in capital, in new plant 
and machinery. Ford built up the huge plants 
which produce millions of automobiles for the 
use of the people; to the extent that the Astors 
bought land, the Astors built nothing. 

In thus indicting rent as an income gained 
by no productive or socially useful service, we 
must be careful not to suggest any moral con¬ 
demnation of the recipients of rents; we are 
concerned only with the economic principles 
involved. Since society recognizes private own¬ 
ership of land and private appropriation of 
rent as legitimate, businessmen may be ex¬ 
pected to buy land whenever they think that 
it will be profitable to do so. Few of them are 
likely to understand the economic consequences 
of the business anyhow, for businessmen are 
generally very obtuse regarding the relation of 
their own activities to the general welfare, 
partly, perhaps, because they are not much in¬ 
terested in such questions. Private ownership 
of land is one of the rules of the capitalist 
game, and as Norman Thomas shrewdly ob¬ 
serves, '‘Men who envy the Astors do not try 
to change the rules because, to paraphrase an 
old hymn, they 'want to be an Astor, and with 
the Astors stand/ 

The newer conception of rent 

We are now prepared to consider in greater 
detail the more recent concept of rent, referred 
to at the beginning of this chapter, as any sur¬ 
plus, in wages or interest or rent itself, above 
the “minimum amount necessary to keep that 
factor in its present occupation.” According to 
this concept, there is in nearly all wages some 
surplus above what is necessary to keep labor¬ 
ers working at their jobs, which may be called 
rent. That is, if wages, instead of ranging from 
$3 a day to $500,000 a year, ranged only from 
$3 a day to $10,000 a year, we should have 
practically all the services that we now have, 
and we could tax away this surplus in wages, 
just as we might tax away aU land rent, with¬ 
out reducing economic output. This implies 

^ Norman Thomas, Americana Wag Out, p. 26. ^ 

® A. P. Lemer, The Economics of Control, p. 234. 


that if no salaries above $10,000 were paid 
anywhere in the United States, the managers 
of our great corporations would serve for $10,- 
000 as eificiently as they now do for much 
higher salaries, as would also our high-salaried 
movie actors and actresses, singers, surgeons, 
and lawyers. Lemer believes that there is much 
more of this type of surplus in wages than in 
land rent.® 

There is much logic in this, yet there are dif¬ 
ferences between rent and other surpluses. In 
the first place, aU rent is a surplus, whereas 
only a part of wages and interest can be so re¬ 
garded. We could tax away all land rent with¬ 
out reducing the supply of land or of the prod¬ 
ucts of land; but tax confiscation of wage sur¬ 
pluses, if carried far enough, would reduce the 
incentive to work. In the second place, the wage 
and interest surpluses are gained by the produc¬ 
tive functions of working and saving, but land 
rents are not earned by productive functions, for 
landownership is not really a function. There 
would clearly be less equity in taking part of 
the income of a great surgeon than in taking 
the land rents of an unproductive landowner, 
for the surgeon at least works for his income. 
And finally, although taxation of wage or in¬ 
terest surpluses—or rents—might not reduce 
the amount of economic production, it would 
not increase it; the taxation of land rents, on 
the other hand, would increase economic pro¬ 
duction by forcing unproductive landowners 
into useful work and by reducing wasteful land 
speculation. 

Land is different from labor and capital, and 
land rent is different from wage and interest 
surpluses. This is shown clearly by the fact 
that our federal government has now socialized 
practically all the land resources it still owns, 
and is steadily increasing its ownership and 
control. It is following this policy not as the 
result of any preconceived theory, but as the 
result of its experience in dealing with land. 
The government has found that the principles 
of free enterprise do not operate well when 
applied to most kinds of natural resources. 
This will be discussed further in the following 
chapter. 
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QUESTIONS 

1. In what different senses may land be productive? 

2. “Land values in New York are said to be created by man—^by the congestion of population 
there—^while land values in the Kaw Valley are created by nature." Do you agree? Why or 
why not? 

3. Distinguish between economic rent and business rent. When would they be identical? 

4. ‘‘Rent is not an evidence of the bounty of nature, but rather of the niggardliness of nature.” 
Do you agree? Why or why not? Would there be any rent if there were no law of diminish¬ 
ing returns? Would there be any rent if all land were equally fertile? 

5. If the government confiscated all rents, what would be the effect on prices, on the intensive¬ 
ness of cultivation, on the amount of rent paid by tenants, on the price of land? 

6. “There are tnree kinds of values: those created by the owner, as in a garage that he himself 
builds; those created by others, as in fortunately located urban lands; and those created by 
nature, as in a tract of rich, undeveloped agricultural land." Criticize. 

7. If the government forbade payment of rent, what would happen to rent? What would a per¬ 
petual lease without rent payment amount to? If the state owned all land, would we pay rent? 

8. Is marginal com land likely to command rent? 

9. “Marginal productivity measures but does not determine rent.” Explain. 

10. “The market price of wheat must cover the costs of the marginal producer on marginal land.” 
Why do we have to use “must" in this sentence? 

11. Does high rent mean high costs of production? Explain. What does it measure? 

^2. Rent is always a surplus of what above what? 

13. Argue that rent is not a cost of production from the broad social point of view. 

14. “With an increase in the price of farm products there is a shift at both the extensive and in¬ 
tensive margins." Explain the two margins. Does either margin have anything to do with the 
determination of rent? 

15. What is the effect of a rise of wages on rents? Of a rise in the rate of interest? 

16. Rents are usually high and wages low in a densely populated country. Do the same factors 
that make the rents high make the wages low? Explain. 

17. In analyzing the long-run price of goods, the price of labor (wages), and the price of capi¬ 
tal (interest), we emphasized costs of production heavily. Need we do this in the problem 
of rent? Explain. 

18. Why did the automobile depress rents in the cities? If the output of dairy cows could be 
doubled without increasing their feed, what would be the effect on rents? 

19. “It is fortunate that scarce urban sites command a high rent." Why? • 

20. “Our prices are lower than those of our competitors because we do not have to pay as much 
rent as they do." Is this good economics? Explain. Would a tenant farmer ever make a similar 
statement? Discuss. 

21. “Rents in retail business actually increase, not only absolutely but relatively as well, on pass¬ 
ing from poorer to better locations, or from small to large towns.” Why may this be true? 

22. What do you mean by quasi-rent? In what respects is it like rent? 

23. “The truth is that high land prices are an economic and a social calamity. They make it 
harder for the struggling worker to purchase land for a business, a farm, a home. They ac¬ 
centuate the trend toward tenancy, as against ownership by the user of the land."^ Why then 
are businessmen so anxious to see land values and rents rise? 

24. Can rent be said to be unearned income? Explain your answer, using any qualifications that 
may be necessary, 

25. Suppose your home town puts on an advertising campaign and gets 10,000 more people to 
Come to it What economic classes will profit from the increase, in the long run? Explain why. 

^ H. G. Brown, The Economic Basis of Tax Reform, p. 118. 
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The single tax 

The idea of meeting the expenses of gov¬ 
ernment through a single tax on economic rent 
goes back nearly two hundred years, but the 
plan is generally associated with the name of 
Henry George, who crusaded eloquently for it 
more than half a century ago. George went to 
California in 1858 at the age of eighteen, and 
there he saw some of the vices of a particu¬ 
larly vicious land system. Part of the best land 
was in the hands of a few grantees of the for¬ 
mer Mexican government, and much of the 
rest had passed into the hands of land thieves 
and speculators who withheld some of it from 
use. In contrast to this was the growing army 
of landless laborers in San Francisco who were 
unable to secure farms and, in spite of fairly 
high wages, lived in poverty and insecurity. 
When later he went to New York for a short 
time, he was equally appalled by the luxury 
and want everywhere evident in such sharp 
contrast. Pondering on why poverty persisted 
in the midst of opulence led him to the conclu¬ 
sion that it was because *Vith the growth of 
population, land grows in value, and the men 
who work it must pay more for the privilege.’" 
A few years later, in 1879, he brought out his 
famous book. Progress and Poverty, in which 
he elaborated this general conclusion and for¬ 
mulated his proposal for a single tax on rent 
which was to replace all other taxes and bring 
greater equality of wealth and a better life for 
the masses. Throughout his life he preached 
the gospel of the single tax eloquently and un¬ 


tiringly and won a modest following, although 
he never saw his scheme adopted anywhere in 
the United States.^ 

Progress and poverty 

Why does poverty persist in a nation of in¬ 
creasing wealth? That was the question Henry 
George set out to answer. 

Unpleasant as it may be to admit it, it is at last 
becoming evident that the enormous increase in 
productive power which has marked the present 
century and is still going with accelerating ratio, 
has no tendency to extirpate poverty or to lighten 
the burdens of those compelled to toil. It simply 
widens the gulf between Dives and Lazarus, and 
makes tlie struggle for existence more intense. The 
march of invention has clothed mankind with 
powers of which a century ago the baldest imagina¬ 
tion could not have dreamed. But in factories 
where labor-saving macbinciy has reached its most 
wonderful development, little children are at work; 
wherever the new forces are anything like fully 
utilized, large classes are maintained by charity or 
live on the verge of recourse to it; amid the greatest 
accumulations of wealth, men die of starvation, 
and puny infants suckle dry breasts; while every¬ 
where the greed of gain, the worship of wealth, 
shows the force of the fear of want. The promised 
land flies before us like the mirage. The fruits of 
the tree of knowledge turn as we grasp them to 
apples of Sodom that crumble at the touch.^ 

Why is this true? Malthus explained it in 
terms of the birth rate, but George repudiated 
the Malthusian doctrine as utterly unsound, 
and pointed to private appropriation of rent as 


^ Arthur N. Young, The Single Tax Movement in the United States. 
* Progress and Poverty, 10th ed., pp. 7-8. 
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the Mephistopheles of the tragedy. As the 
population grows, the increasing subdivision of 
labor raises its productivity, but the landown¬ 
ers are in a position to appropriate the gains, 
and in some cases even more, through increases 
in rents. As the population grows and rents 
rise, labor must pay more for the privilege of 
using the land, and is thus held down to a sub¬ 
sistence level of wages; while the landowners 
enjoy steadily rising incomes, not from produc¬ 
tive labor but from the 'Value created by the 
whole commum^/.” Private appropriation of 
rent is thus responsible for great economic in¬ 
equality, with the prizes going to non-produc¬ 
ing landowners. "The fundamental law of na¬ 
ture, that her enjoyment by man shall be con¬ 
sequent upon his exertion, is thus violated. The 
one receives without producing; the others pro¬ 
duce without receiving. The one is unjustly en¬ 
riched; the others are robbed.” 

The logical remedy for this, according to 
George, was to take the rent fiom the land- 
owners by a tax. He thought that this tax 
would yield all tlie necessary revenues—hence 
the designation single tax—and that all other 
taxes could be abolished. This tax, he believed, 
would be simple and easy to apply; it would 
discourage no form of productive activity, since 
rent is not paid for productive effort; it would 
raise wages and tend to equalize incomes; and, 
by removing want and the fear of want, it 
would give free play to man’s nobler, unselfish 
impulses. In the meantime, “with all the [tax] 
burdens removed which now oppress industry 
and hamper exchange, the production of 
wealth would go on witli a rapidity now un¬ 
dreamed of.” 

Land rent and economic inequality 

George believed that the receipt of rent by 
private individuals was an important cause of 
economic inequality, but whether he was cor¬ 
rect is not certain. A few individuals and cor¬ 
porations have indeed made great unearned 
fortunes through the ownership of land of vari¬ 
ous kinds. Ill colonial times a great many of the 
fortunes were in the form of land, given as 
royal grants by the British crown or granted by 
the governors, Washington, perhaps the richest 
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man of his time, owned some thousands of 
acres, mostly farm land; Benjamin Franklin 
left a fortune of around $150,000, mostly in 
land; Stephen Van Rensselaer owned a huge 
landed estate. The ‘'big money” in land, how¬ 
ever, came after the Revolutionary War, and 
mostly in the cities. Stephen Girard made most 
of his money in shipping and finance, but he 
owned large tracts of land in Philadelphia 
which rose rapidly in value. The Astor family, 
beginning with John Jacob Astor in 1789, 
bought New York land whose estimated total 
value today is 450 millions. In the same way, 
the Coelcts pded up a fortune of some 200 mil¬ 
lions, the Rliinelanders 100 millions, the Wen¬ 
dells 50 millions, and the Schermerhoms a 
“very considerable” fortune; and literally hun¬ 
dreds of other people acquired land which 
eventually was worth hundreds of thousands 
and in some cases millions. Marshall Field’s 
fortune included 30 million dollars’ worth of 
Chicago real estate and around 10 millions in 
New York and elsewhere, and Chicago real 
estate worth 10 millions was credited to Levi 
Leiter. On his death in 1863, the first Nicholas 
Long worth left a fortune of 15 millions, largely 
in Cincinnati real estate, worth much more 
now. The Rockefeller interests have recently 
invested heavily in land in New York City. 
Such a list as this might be extended indefi* 
nilcly, for most of the billions of dollars^ worth 
of land in the big cities is owned by someone, 
and its value is unearned increment that has 
been appropriated by the various owners since 
the Indians held it,® * 

The records of some plots of land in New 
York City read like fairy tales. One farm ac¬ 
quired by Jolm Jacob Astor at a cost of $25,000 
in 1800 was said to be worth 50 millions in 
1929; another, bought for $20,000, increased 
in 120 years to a value of between ^ 16 and 20 
millions. In 1830 an impecunious young law¬ 
yer named Bixby bought a tract of land be¬ 
tween Thirty-ninth and Fortieth streets for 
$200; today it is worth about 15 millions. 

Landownership and the increment of value 
In land have created vast fortunes in other 
countries as well. The Earl of Derby’s estate 
near Liverpool, England, was bought in 1724 


®See Arthur Pound, The Golden Earth; and Gustav us Myers, History of the Great American For¬ 
tunes. 
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for $35,000 and is said to be worth some 
$7,500,000 now. Lord Bute, owner of much of 
the land in Cardiff, the largest city in Wales, 
not long ago sold his ground rents for 100 mil¬ 
lion dollars. On this land were 20,000 houses, 
250 saloons, and 1000 retail shops, among 
other business establishments. After the sale he 
owned only 117,000 acres of land, eight cas¬ 
tles, two town houses in London and one in 
Edinburgh, and coal lands that net $550,000 
annually in royalties. The Duke of Bedford for¬ 
merly owned 250 acres in the choicest pait of 
London and 86,000 acres outside the city, 
much of it granted to an ancestor by Henry 
VIII. Something of the nature of the landown¬ 
er s “function” may be gained from the rental 
terms for the great Covent Garden fruit and 
vegetable market when it was owned by the 
Duke. His agents at the market levied a tax of 
from 1 to 5 cents on every crate, box, and bar¬ 
rel of fruit or vegetables sold; and this netted 
him about $125,000 a year, in addition to other 
rentals amounting to $100,000 more. All tins 
because Henry VIII gave this land to an an¬ 
cestor of the Duke a few centuries ago! The 
British King and other members of the royal 
family also hold immensely valuable lands in 
London and elsewhere. In England as in the 
United States, more and more rents are being 
taken by taxation, and landownership is not 
what it used to be.^ 

A large number of fortunes were made in this 
country through the acquisition of natural re¬ 
sources of various kinds, timber, coal, oil, iron, 
and range lands. Frederick Weyerhaeuser be¬ 
came one of the wealthiest men in the country 
through his ownership of timber lands, bought 
at very low prices or secured in other ways. 
The Guggenheims made much of their fortune 
through the ownership and exploitation of min¬ 
eral l^ds; the Vanderbilt and Gould fortunes 
included some profits from the direct or in¬ 
direct ownership of coal lands. Stephen B. 
Elkins, the 'lord” of West Virginia, got his 
start by acquiring a Mexican land claim of 
nearly 2,000,000 acres in New Mexico—a 
claim of highly doubtful validity—and later, as 
Senator, by persuading Congress to legalize 
this claim* James J. Hill owed some of his for¬ 
tune to the seizure of iron lands in Minnesota, 


and of copper and other mineral deposits in 
Montana. Henry Miller, a German immigrant 
boy, acquired nearly 15 million acres of land 
in California and Oregon, and boasted that he 
could drive cattle from Mexico to Canada and 
water them every night on his own land. Le- 
land Stanford owned the Vina vineyard of 
100,000 acres, and other ranches and great 
tracts in San Francisco. In the form of railroad 
land grants, the public lands contributed to the 
fortunes of many railroad capitalists. A large 
proportion of the big land holdings secured by 
individuals and corporations, throughout our 
westward expansion, was acquired by graft and 
by the corruption of local land agents, state 
legislatures, Congress, and federal officials. 

Although private appropriation of land and 
the rent from land have thus created many 
large fortunes, tlie government's policy of giv¬ 
ing settlers free homesteads distributed land 
values and rents widely among farmers. It is 
impossible to say whether the concentration of 
wealth would be less or greater if the govern¬ 
ment had never permitted private ownership 
of land. There would be no such fortunes as 
those of the Astors, the Wendells, and the 
Weyerhaeusers, but on the other hand there 
would not be some millions of farmers who 
own their ovm farms and enjoy modest rents 
from them. 

The single tax a burdenless tax? 

Henry George was correct in his analysis of 
the nature of rent, in his assumption that it is 
not earned by productive labor but is created 
by the community. His arguments for a heavy 
land tax are also largely sound, although the 
cost of government has risen so much recently 
that such a tax would by no means pay the en¬ 
tire cost, as he thought it would. The land tax 
would therefore have to be supplemented by 
other taxes, and so perhaps should not be 
called a “single tax”; but this does not affect 
the fundamental validity of the principles in¬ 
volved. The tax would be as easy to impose as 
most other taxes; it would lighten the burden 
of taxation on productive wealth and labor, 
and so would tend to encourage the formation 
of capital and the increase of wealth. T. N. 
Carver argues convincingly that, when the eco- 


^ Kansas City Star, June 23, 1938. 
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nomic system had become adjusted to it, the 
tax wotdd be practically burdenless. The cor¬ 
ollary to this is that if the tax had been im¬ 
posed at the beginning of our history, it would 
now yield perhaps 2 or 3 billion dollars a year 
and would burden no one. 

But suppose that the government, instead of 
retaining title to the land, had turned it over 
to private ownership but from the first had 
taxed away part or all of the rent. If it had 
taken all the rent, no one would have cared to 
own land unless he wished to use it. There 
would presumably have been no speculation in 
land, although if long-term leases had been 
granted at fixed rents there might have been 
speculation in leases. No one would have been 
burdened by the tax on rent, for no one would 
have been permitted to appropriate rent. 
Those who used land would have been as well 
off as they are now, for while they would have 
had to pay all the rent to the state, they would 
have paid nothing for the land. Assume, for 
instance, that a business site yields $4000 a 
year in rent and that the interest rate is 4 per 
cent. It would make no difference to a busi¬ 
nessman using this site whether, under a sys¬ 
tem of private ownership, he bought it for 
$100,000—^the capitalized value of the rent at 
4 per cent—or, under the single tax, received 
the title free, with the obligation of paying the 
government $4000 a year in rent. In either case 
it would cost him $4000 a year to use the land. 

The same principles apply when only part 
of the rent is taken. Suppose the government 
had from the beginning taken one-half the rent. 
To the extent that land is valued for the sake 
of the income it yields, it would have been 
worth only half as much as it was when none 
of the rent was taken, and the tax would have 
burdened no one. Investors in land would have 
received the same income on their investment, 
for they would have paid half as much for the 
land and would have retained only half the 
rent, paying the rest to the government. Active 
business entrepreneurs would have paid the 
same rent that they actually did pay and would 
have gained by lower taxes on their capital and 
business operations. 

A land tax imposed from the beginning 
would thus be a burdenless tax in the sense 
that it would never burden either landowners 
or actual business operators, and also in the 
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sense that it would cause no reduction in the 
supply of any useful good. Since land is defined 
as the gifts of nature and is fixed in amount, 
government appropriation of rent would not 
reduce the supply either of the land or of any 
of its products. In this respect a tax on land 
differs from a tax on man-made wealth, for the 
latter tax tends to reduce the supply of such 
wealth. Thus a tax on houses reduces the sup¬ 
ply of houses; a tax on forests discourages the 
planting of trees; a tax on automobiles reduces 
the number of automobiles; a tax on the pro¬ 
duction of beer—to use an illustration common 
with economists—reduces the supply of beer. 

A tax on land must be paid by landowners, 
and it cannot be shifted to tenants through 
higher rents because presumably the tenants 
are already paying the full economic rent to 
the landlord and cannot afford to pay more; 
nor can it be shifted to consumers of products 
in the form of higher prices. Such a tax does 
not affect the supply of or the demand for land, 
or the intensiveness of cultivation, or the in¬ 
come of tenants, or the supply of or demand 
for products; it only reduces the amount of 
rent that landowners keep for themselves. 

Practical application of the single tax 

A land tax was not imposed in the begin¬ 
ning, however, and today millions of individ¬ 
uals own land for which most of them have 
paid honestly earned money. How, without 
gross injustice, could the state take back this 
land, or assess a land tax which would amount 
to exproprialun? Henry George favored con¬ 
fiscation of rent without compensation to land- 
owners, and argued that there would be no 
great injustice in such a policy; but his mes¬ 
sianic enthusiasm undoubtedly blinded him a 
little on this point. At any rate, it is certain 
that no program of outright confiscation will 
be adopted in this country in the predictable 
futme. Yet land taxes have risen steadily for 
many years, until slate governments are now 
taking most or all of the rent on some of the 
poorer land. Although legislators have gen¬ 
erally known little or nothing about Henry 
George's philosophy, a few of them have un¬ 
wittingly reached tibe single-tax goal. 

Certainly nothing could be gained by state 
appropriation of lands or rents if the state com¬ 
pensated the owners of the land or the redpi- 
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ents of the rent. If, for instance, it took over 
all the land and paid the owners a fair price, 
it would have to borrow the money by issuing 
bonds, and would have to pay in interest as 
much as it received in rent. There would be no 
financial profit in such a transaction, no en¬ 
couragement to productive enterprise or the 
creation of capital, and no discouragement of 
unproductive activities. Tlie owners of the new 
bonds could live in idlnesss on the income of 
their bonds quite as well as they formerly lived 
on the rent they received. The government 
might purchase certain kinds of land for other 
reasons—^badly eroded farm or cut-over timber 
lands—^but it would buy them for the sake of 
their better protection, not to reduce parasit¬ 
ism or waste of human energy. 

The Idnd tax in future tax systems 

If confiscation of land or rent is ethically in¬ 
defensible, and if state appropriation with fair 
compensation offers no important advantages, 
what point is there to any discussion of the 
single tax? Of what significance is it to con¬ 
clude that it would have been well if the gov¬ 
ernment had adopted such a policy from the 
beginning, since the government did not do so? 
The logical answer might seem to be that it is 
of no significance, but this is not correct. The 
principles we have elaborated are of practical 
importance today in various ways. In the first 
place, many autl^rities on taxation maintain 
that while it is too late for the state to appro¬ 
priate past "unearned increments” in land, it 
should provide for the capture of future incre¬ 
ments. It might assess the land today, and pro¬ 
vide for the appropriation of future increases 
in value. This is very difficult to do, because 
the present value of land is to some extent de¬ 
termined by the chance of future increase in 
value; but as far as possible, the government 
should take future increments. 

In the second place, since a tax on land, or 
rent, has definite advantages over taxes on cap¬ 
ital or productive enterprise, the state should 
move in the general direction of heavier land 
taxes whenever it is necessary to increase rev¬ 
enues. Any new tax, any change in the tax 
system, involves some injustice because it im¬ 
poses a burden which the people have not in¬ 
cluded in their calculations. Even so, when the 
state and federal governments change their tax 


systems, as they frequently do, they might well 
consider the relatively less burdensome land 
tax. If injustice must be done, let it be done in 
the furtherance of an intelligent general pol¬ 
icy. It is no more unjust to raise taxes on land 
than to raise taxes on capital, and the long-run 
effects, as we have seen, are less harmful. 

Public ownership of natural resources 

National parks. The single-tax movement 
has never gained much public support in the 
United States, but within the past half century 
or more the federal government and some state 
governments have moved steadily toward pub¬ 
lic ownership of natural resources. This policy 
was first applied to scenic lands when the Yel¬ 
lowstone National Park was established, in 
1872, as a national playground for the people. 
Since that time, twenty-two other such parks 
have been created and are visited by several 
million people each year. The general purpose 
behind their creation is the preservation of 
their scenic beauty, flowers, and wildlife, and 
the forestalling of private claims within these 
areas. There is a fundamental incongruity in 
tlie private monopolization of the great scenic 
wonders created by nature, and private hold¬ 
ings have often interfered with the proper ad¬ 
ministration of the parks, as in the case of the 
Yosemite National Park, At one time a private 
mining company owned the only trail down 
into the Grand Canyon, and so much of the 
shore of beautiful Lake Tahoe is owned pri¬ 
vately today tliat tourists driving around the 
lake sec mostly the garbage pails and ash cans 
in the back yards of the private homes. With 
increasing use and enjoyment of our national 
parks, the wisdom of the policy of public res¬ 
ervation becomes more evident each year. Our 
national park system is rather unique, although 
a few countries have copied it to some extent. 
Canada has several national parks of great 
scenic beauty, managed in somewhat the same 
way as our own. Many of our states have also 
established state parks, covering areas of mod¬ 
est scenic or historical interest, to serve as rec¬ 
reation areas for the people. 

National forests. The creation of national 
forests dates from 1891, when Congress au¬ 
thorized the President to set aside forested 
areas on the public domain, to be owned and 
administered by the federal government as na- 
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tional forests. Under the provisions of this law, 
a total of some 165,000,000 acres have been 
set aside for this purpose. Although these are 
mainly in the western states, there are small 
areas in the Appalachian and White Mountains 
which the government is enlarging as rapidly 
as funds are made available. It is the plan of 
the United States Forest Service eventually to 
buy up much of the Appalachian Mountain 
area, much of the region around the Great 
Lakes, and certain rough and eroded sections 
in various part*? of the country, and restore 
them all to forest uses. Some of our states have 
likewise been building up state forests, and a 
few cities have developed municipal forests 
that are also used as parks. 

In almost all advanced countries the central 
government has found it necessary to take over 
at least part of the nation’s timber lands and 
to regulate cutting on privately owned forests. 
Unregulated private ownership has been tried 
in various countries, as in the United States, 
and generally with disastrous results. China 
probably affords the most tragic lesson in for¬ 
est management. The private owners of forest 
lands on the upper watersheds of her rivers 
have for generations been permitted to cut 
timber without restriction; and today many of 
these forests are gone, and every rain washes 
vast quantities of top soil or subsoil down into 
the rivers, which deposit this as silt farther 
downstream. Consequently, not only is much 
of the timber gone, but much of China's rich¬ 
est farm land is subject to devastating floods 
which sometimes cost millions of lives, China 
today represents the terrible end toward which 
the United States is drifting, to some extent 
because of private ownership of our forest 
lands and the wasteful methods of lumbering 
which are often employed. This culmination 
would be much nearer if our government did 
not own some of our forest lands. 

But private ownership does not necessarily 
result in devastation if the cutting of timber is 
carefully regulated by the government and 
adequate requirements are made for reforesta¬ 
tion. Some of the forests in Sweden, Finland, 
and Germany are owned privately, but the 
governments regulate cutting very carefully, 
and there is no such devastation as much of 
our own privately owned timber lands show. 
The history of forest exploitation—often called 
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“development” by Americans—vindicates that 
conservation can best be insured by govern¬ 
ment ownership of the land and strict regula¬ 
tion of timber cutting on private lands. 

Why cannot private owners afford to cut 
timber conservatively and make proper provi¬ 
sion for reforestation? Why do they cut and 
slash, cleiir the lands as quickly as possible, 
and then move on to others to repeat the proc¬ 
ess? The answer is to be found largely in the 
great cost of holding standing timber—^the 
taxes, fire prevention, and, even more impor¬ 
tant, the interest charges on the heavy invest¬ 
ment required. With interest compounded at 
6 per cent—^thc rate which private owners 
often have to pay—^and with even a modest 
lax rate and expense for fire protection, stand¬ 
ing timber would have to doul3le in value about 
every ten years to make its preservation prof¬ 
itable, and the value seldom increases so fast. 
The result is that private owners are obliged to 
cut their timber lapidly and recklessly. For the 
same reason that they cannot afford to hold 
standing timber long, they cannot afford to re¬ 
forest cut-over land. In the time required for 
most trees to grow to maturity, even a com¬ 
paratively low reforestation cost would mount 
up, at compound interest, to a sum greater than 
the owners could realize in the market. The 
government has two advantages over private 
individuals in the ownership of timber: it can 
hold it at a lower rate of interest, and there¬ 
fore at an investment figure which does not 
rise so rapidly, and it is not restricted to purely 
profit considerations. It can afford to hold tim¬ 
ber oven at a loss, for the protection of moun¬ 
tain watersheds or for any other good pur¬ 
pose. 

Desert lands and range lands. Somewhat 
the same considerations that led to the creation 
of our national parks and forests have led the 
government to retain title to most of our desert 
lands and the poorer grades of grazing lands. 
Most desert lands are worthless, but if, as 
sometimes happens, minerals are discovered on 
them, it is well for the government to be in a 
position to regulate their exploitation. On mil¬ 
lions of acres of grazing lands in the West, the 
grass seiTes not only as forage for cattle and 
sheep but as a protective cover for the land. 
The latter is often the more important of the 
two, for destruction of this grass cover leads to 
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erosion and to the deposit of silt in the im¬ 
pounding reservoirs used in irrigation. The his¬ 
tory of our western range lands proves that 
private ownership often leads to overgrazing 
and grave injury to the grass cover, to which 
the public must not be indifiFerent. 

Congress in 1934 passed the Taylor Grazing 
Control Act, which authorized the federal gov¬ 
ernment to withdraw from private entry 80,- 
000,000 acres of range lands as a federal graz¬ 
ing reserve. All our remaining public land 
should have been thus reserved, and the Tay¬ 
lor Act represents only a good start toward the 
intelligent administration of such lands. 

Mineral reserves. The reservation policy 
has also been applied to various mineral re¬ 
sources. As a result, the federal government in 
1936 owned 30,000,000 acres of coal lands that 
contain more than 200,000,000,000 tons of 
coal; 500,000 acres of phosphate lands that 
can supply 8,000,000,000 tons of fertilizer; 65 
developed oil and gas fields with an annual 
production of 33,000,000 barrels of oil; 4,000,- 
000 acres of oil shale land, from which ap¬ 
proximately 60,000,000,000 barrels of oil can 
be extracted when oil prices are high enough 
to warrant the cost; and an undetermined acre¬ 
age of potash deposits. 

Irrigated lands. Irrigated lands need not 
be owned by the government, but the trend 
here, as with most kinds of land, has been to¬ 
ward more and more government intervention 
and control. For many years irrigation was re¬ 
garded as a private function, and a great deal 
of land was irrigated by private companies. 
Later the states were granted public land on 
condition that they irrigate it, but little was 
done by the states. Finally, in 1902, the fed¬ 
eral government entered the field and under 
the Reclamation Act has built a considerable 
number of irrigation projects, some of them, 
like Boulder Dam and Grand Coulee, of vast 
magnitude. Although these projects have not 
been profitable and in some cases have even 
cost the government a heavy net expense, there 
is no reason to believe that the federal govern¬ 
ment will abandon its irrigation work. On the 
contrary, it is probable that it will do much of 
the work that is done in the future. 

Swamp lands. The history of swamp land 
drainage has followed that of irrigation in 
many respects. At first, drainage was left to 


private enterprise. Later some millions of acres 
of swamp lands were turned over to the states 
for drainage, but the states did little with these 
lands; and in recent years the federal govern¬ 
ment has assumed more and more responsibil¬ 
ity in the work of drainage. 

Water power. The federal government 
controls navigable rivers, and therefore the de¬ 
velopment of water power on such rivers; but 
private operators have developed many proj¬ 
ects on smaller rivers. The water power on the 
public domain in the West originally belonged 
to the federal government, but private interests 
acquired many valuable sites before the gov¬ 
ernment, during Theodore Roosevelt’s admin¬ 
istration, reserved all the sites that were left. 
This policy was the result of the persistent work 
of GiflFord Pinchot, who devoted his life largely 
to the cause of conservation. In recent years the 
federal government has built a number of tre¬ 
mendous hydroelectric plants, among the best 
known of which are Boulder Dam, Grand Cou¬ 
lee Dam—the latter the largest in the world 
and reputed to be the greatest structure, by 
cubic content, ever erected by man—Bonne¬ 
ville Dam, and the chain of dams in the Ten¬ 
nessee Valley. Such great projects may provide 
not only power but water for irrigation, and in 
some parts of the country they aid in the con¬ 
trol of floods. In the production of power they 
of course serve to conserve the fuel that would 
otherwise have to be used in engines; and fur¬ 
ther development is to be hoped for. Only 
about one-fourth of our potential water power 
has been developed. 

To the extent that it has been applied, gov¬ 
ernment ownership of natural resources repre¬ 
sents a fine democratic movement. No un¬ 
earned fortunes have been made on govern¬ 
ment-owned lands. All the increment in the 
national parks, forests, and mineral reserves 
goes to the people as a whole and not to a few 
fortunate individuals. The advantages of this 
may be seen in Wyoming, where the state owns 
much of the oil lands and leases them to pri¬ 
vate operators. Here the oil royalties, which 
under private ownership would go to build a 
few millionaires’ homes, are used for building 
roads and schools and for other purposes that 
benefit all the people in the state. If the gov¬ 
ernment of the United States had from the be¬ 
ginning retained title to all our subsoil mineral 
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deposits, as some other countries have done, 
our wealth would be more equally distributed 
and our economic and political institutions 
would be on a higher plane. 

Although this policy may seem radical, it is 
the land policy of our federal government to¬ 
day. The government no longer sells lands but 
keeps them in the public domain; moreover, 
it is buying up some kinds of land—^forests, 
for instance—as rapidly as funds are available. 
It is true that the government shut the barn 
door only after .nost of the horses weie stolen, 
but now the door is tight latched. 

The record of private enterprise in land use 

In the utilization and exploitation of natural 
resources, except farm lands, private enterprise 
has on the whole done a sorry job. Adam Smith 
thought that under laissez-faire capitalism any¬ 
one who sought his own private gain was led 
by an "invisible hand” to do well for society 
generally; and for many kinds of economic ac¬ 
tivity he was correct. The merchant, seeking 
his own gain, must operate a good store and 
render a useful public service if he is to pros¬ 
per; the doctor, the dentist, the bilker, the can¬ 
dlestick maker likewise do well for the public, 
generally, in seeking private gain. In the ex¬ 
ploitation of natural resources, however, there 
is no such identity of individual and public ad¬ 
vantage. We have already seen that landown¬ 
ers do no useful service for the rent they re¬ 
ceive. Oil men have often made fortimes while 
wasting much of the irreplaceable oil pro¬ 
duced, and all the natural gas; lumbermen 
have piled up fortunes in wasteful operations 
which left barren tracts behind them; coal op¬ 
erators have sometimes made profits precisely 
because they were willing to waste much of the 
coal whose conservation would have cost them 
money. Farmers, in their quest for profits in a 
generally unprofitable industry, have wasted 
and in some cases ruined farm land that was 
steep and easily eroded; and city real estate 
men have sought profits in badly planned sub¬ 
urban developments which meant the per¬ 
manent disfigurement of the sections involved. 
Private enterprise in the ownership, use, and 
exploitation of most natural resources has not 
been justified by its results. One of the tasks 
facing our government during the next century 
will be to repair the ravages resulting from 
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three centuries of waste and spoliation under 
private enterprise. 

The vital need for an integrated land-use plan 

Government ownership or control of natural 
resources, except ordinary farm lands, is supe¬ 
rior not only because it guards against waste 
more effectively, but because the government 
can better coordinate the various uses of land 
and the appropriate measures needed for its 
protection. Private owners who waste their 
land may do grave injury to others, perhaps 
hundreds of miles away. Thus if the rancher in 
Montana overgrazes his land, the soil may wash 
into the Missouri River, and from it into the 
Mississippi, to be deposited as silt in the bed 
of the stream, increasing floods throughout the 
length of the river and perhaps interfering with 
navigation. 

All the various uses of land can be regulated 
only by federal action. They should be coordi¬ 
nated throughout the country to give the opti¬ 
mum benefit to the largest number of people 
for the longest possible time. This means pan¬ 
ning, over-all planning, by the federal govern¬ 
ment; it means conservation of forests, range 
lands, scenic areas, farm lands, and subsoil 
minerals; it means the building of dams, the 
development of irrigation projects and of parks 
and other recreational facilities, the protection 
of streams, lakes, and ocean beaches from pol¬ 
lution, the protection and propagation of some 
forms of wildlife, including fish, and the lim¬ 
itation or eradication of certain other injurious 
forms and of many kinds of insects. Most of 
these functions must be carried on by the fed¬ 
eral government on a nation-wide scale; and 
some of them, as for instance the protection of 
migratory wild fowl, call for international co¬ 
operation. 

The problem of farm lands 

Ordinary farm lands present a somewhat 
different problem, for such lands are owned 
privately in most countries, except Russia. Ap¬ 
parently many people have a strong ‘land hun¬ 
ger,” a hunger that in some cases seems almost 
an instinct; hence private ownership of fann 
lands may be a wise policy because, or as long 
as, it satisfies this hunger. However, the owner¬ 
ship of such land is gradually passing from the 
operators to absentee owners, banks, and mort- 
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gage and insurance companies; almost every 
decade has shown a decline in the percentage 
of owner-operated farms. If this shift of owner¬ 
ship process to the point where, as in Eng¬ 
land, most of our farm lands are owned by ab¬ 
sentee owners, with landless tenants doing the 
farming, the case for private ownership will no 
longer be very strong. 

Tenancy 

The kind of tenancy that is developing in 
the United States is hardly consistent with our 
democratic ideals, and is socially harmful in 
various ways. Many tenants move every two or 
three years, and therefore they take little inter¬ 
est in maintaining soil fertility or in develop¬ 
ing a healthy social life in the community. In 
a community of tenant farmers there can be 
little of that pride of ownership which builds 
up good homes and attractive farmsteads. Al¬ 
though conditions of tenancy vary greatly in 
different sections of the country, on the whole 
they are not such that we can view them with 
any complacence. 

There are three different ways of attacking 
the tenancy problem. We might, in the first 
place, recognize it as inevitable and try to make 
the conditions as tolerable as possible. This 
would involve the dictation of leases which 
would guard against waste of either land or 
improvements, would encourage tenants to 
make improvements by indemnifying them, in 
case they moved, for all they had made, and 
would, in general, encourage terms fair to both 
tenant and landowner. This is the policy fol¬ 
lowed by the British government for many 
years; but of course conditions of life are much 
more stable in England than in this country. 
It is not uncommon for one farm to remain in 
the hands of the same tenant family for gen¬ 
erations. 

A second method of attack would be recog¬ 
nize tenancy as inevitable but to make the 
state the landowner. Whether the state would 
be able to arrange better terms of tenancy than 
private owners is a question which cannot be 
answered dogmatically; but state ownership is 
so contrary to American traditions that it is un¬ 
likely to be tried, except perhaps in the case of 
grazing lands and certain other marginal and 
submarginal land. The federal government 
might well buy up the land now being culti¬ 


vated in the Dust Bowl of Kansas, Colorado, 
Oklahoma, and Texas, allow it to regain a grass 
cover, and then lease it to cattle men, wiA 
careful restrictions to prevent overgrazing. 
Leasing such land would of course be far sim¬ 
pler than leasing farms in Iowa and Illinois. 

A third line of attack would be to recognize 
tenancy as a serious threat to American de¬ 
mocracy and reduce it to the minimum. This 
might be done in several ways. The govern¬ 
ment might lend money to tenants at a low 
rate of interest to enable them to purchase 
land. This has been done in several European 
countries and is being done in the United 
States, although the rate of interest, 4 to 4.5 
per cent, is too high to be very effective. 

More effective than such loans would be 
government restrictions on absentee owner¬ 
ship. The government might, for instance, for¬ 
bid any but farm operators to buy farm land, 
and require all other owners to sell their farms 
within a certain period of time; or it might im¬ 
pose particularly heavy taxes on farm land 
owned by non-farmers. By thus restricting 
landownership to farm operators, the govern¬ 
ment could keep the price of land down to 
where tenants could afford to buy and could 
make their payments from the returns on the 
land. One of the imiportant reasons why ten¬ 
ants cannot buy land is that the price is too 
high; it is kept high partly by the purchases of 
absentee buyers who are satisfied with a lower 
rate of return than the tenant must have if he 
is to make his payments. If, for example, land 
yields a rent of $5 per acre, a tenant can barely 
afford to pay $100 for it unless he can pay all 
or most of the purchase price at once. But the 
absentee banker or lawyer, with money to in¬ 
vest, can afford to invest for a 2 per cent re¬ 
turn, for that is as much as government bonds 
yield. This means that he can afford to pay 
$250 for this land, for $5 rent per acre will 
yield 2 per cent on that price, and thus he 
can bid the land away from the tenant, whose 
interest rate is about 5 per cent. This is one 
cause of the rise in tenancy. The absentee 
bankers, lawyers, and businessmen who invest 
in farms represent "scab" competition in the 
land market, somewhat as their wives and 
daughters do in the labor market. Just as such 
women can afford to work for less than self- 
supporting women must have» so these town 
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and city men, and also the farmers who own 
other land, can afford to pay a price that yields 
a lower net income than the tenant buyer must 
have if he is tb make his payments.® 

The problem of large landed estates 

Any plan for keeping farm lands in the hands 
of farm operators might well incorporate a rea¬ 
sonable limitation on the size of farms, the size 
varying, of course, with the type of agricul¬ 
ture. Many countries lack the fundamental 
basis of democ.itic government to some ex¬ 
tent because of the prevalence of great landed 
estates owned by men who constitute a sort of 
feudal aristocracy. This was once true of Mex¬ 
ico, although the present government is trying 
to break up the large holdings and parcel them 
out in small farms; it is true in many countries 
of South America, and is one of the reasons 
why some of them find it difficult to maintain 
a democratic government; before the war it 
was true in parts of Prussia, where large land- 
owners made up much of the nobility and the 
backbone of German militarism; and it is true 
in England, where a landed nobility with great 
estates maintains some of the traditions of feu¬ 
dalism and offers a fairly united front against 
advances in political and economic democracy. 
The United States has presented a fairly demo¬ 
cratic situation in the ownership of farm lands, 
but conditions are changing for, as we have 
seen, in some of the fruit-producing sections of 
the West the one-family fruit ranches are be¬ 
ing displaced by big corporate ranches culti¬ 
vated by armies of propertyless and migratory 
laborers. Such a situation cannot serve as the 
basis of a genuinely democratic government or 
of genuinely free enterprise. Even if one-fam¬ 
ily farms are less efficient than large corporate 
ranches, they should be maintained. Some 
tilings are more important than efficiency, and 
democracy is one of them. 

The decline of agriculture 

The increase in tenancy is only one aspect 
of the generally declining status of farmers in 
the United States, and indeed in many other 
^countries of the world, since 1920. Before 
1920, American farmers as a class were gen¬ 
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erally fairly hopeful and prosperous. Their in¬ 
comes were modest and in some cases rather 
meager, but they enjoyed greater economic se¬ 
curity than most other classes, and rising land 
values helped them to build up small fortunes. 
Although there were periods of recession and 
hardship, such as the years between 1873 and 
1896, farmers on the whole constituted a self- 
reliant and moderately prosperous middle class 
far different fiom the European peasant farm¬ 
ers. From 1896 to the onset of the First World 
War in 1914, farm incomes and land values 
rose rapidly; and during the war and until 
1920 farmers enjoyed unprecedented prosper¬ 
ity and land values climbed to fantastic levels. 
There was a rather widespread belief that 
farming was destined to be a bonanza for the 
indefinite future. 

Then suddenly, in the later months of 1920, 
prices of farm products started a precipitous 
decline from which there was no genuine re¬ 
vival until the outbreak of the Second World 
War twenty years later. American industry re¬ 
vived in 1922 and rolled along with increasing 
momentum until 1929, but farmers shared lit¬ 
tle in this prosperity as producers, and land 
values continued their steady decline. The 
crisis of 1929 hit both industry and agricul¬ 
ture, and neither staged a substantial and sus¬ 
tained recovery until the beginning of the Sec¬ 
ond World War, From 1921 to 1940, agricul¬ 
ture remained in the doldiums, prices of farm 
products were at almost the lowest level in our 
history, farm land prices sagged persistently, 
and farms fell by the thousand to mortgage 
holders or were sold for taxes. For a few years 
farmers looked forward hopefully to the pos¬ 
sibility of recovery; but it finally became clear 
that there might be no genuine recovery, that 
agriculture was down for the count. The era 
of rising agricultural prosperity was apparently 
at an end, with no definite promise of revival. 
It seemed that American fanners were falling 
to the peasant status which has been that of 
most fanners throughout history, everywhere 
in the world. 

Not all classes of farmers suffered equally or 
in the same way, although few were able to 
maintain their living standards, entirely unr 


^ See University of Illinois Agricultural Exper&nent Station, Bulletin 502, for an excellent discus^on 
of this problem. 



ECONOMICS 


458 

dianged. Southern sharecroppers had always 
lived miserably, in many cases below the level 
of European peasants, but their situation grew 
even worse, whereas the dairymen in Wiscon¬ 
sin and Minnesota and some fanners in New 
England and other eastern states maintained 
their standard of living without very drastic 
changes. The worst sufiFerers were probably 
the wheat and cotton farmers and some of the 
small fruit growers in the West. 

What were the causes of this rapid decline 
and persistent depression in agriculture? To 
some extent it was connected with the general 
economic depression after 1929; but the agri¬ 
cultural recession had begun in 1920, eight 
years earlier, and farmers had gained little 
during industry's seven fat years from 1922 to 
1929, while they su£Fered heavily in the gen¬ 
eral economic distress that followed. The in¬ 
dustrial paralysis of 1929 to 1939 aflFected agri¬ 
culture in two ways. In the first place, unem¬ 
ployed laborers and bankrupt businessmen 
could not provide a good market for farm 
products. What was commonly regarded as 
agricultural overproduction was largely under¬ 
consumption resulting from lack of purchasing 
power. In the second place, the industrial stag¬ 
nation and unemployment in our cities stopped 
the exodus of men and women from the farms, 
where with the shift to power farming they 
were no longer needed. In fact, during some 
of these years there was a reverse migration 
back to the farms. It has been estimated that 
in 1939 tliere were some 10,000,000 more peo¬ 
ple on farms than were needed to produce that 
year's agricultural output. Between 1940 and 
1944, however, more than 5,000,000 persons 
14 years old and over left the farms. 

While the general economic depression in¬ 
tensified the distress, it was not the only cause 
of it, for there were other factors which af¬ 
fected agriculture in particular. The develop¬ 
ment of the internal combustion engine in 
trucks, automobiles, and tractors played an im¬ 
portant part. Tractor fanning tended to in¬ 
crease overproduction by increasing the 
amount of land that farm^s could cultivate, 
by enabling them to farm land which could 
not be profitably cultivated with horses, and 
by releasing for the production of human food 
millions of acres that had formerly produced 
the feed for the horses that furnished the 


power. Trucks and automobiles took the place 
of horse-drawn vehicles and so reduced the 
demand for feed. Since in some measure this 
was happening in many other* parts of the 
world too, the foreign demand for American 
farm products tended to decline. 

This reduction in the foreign demand for 
our farm crops, particularly for wheat and cot¬ 
ton, was a second factor in the undermining of 
our agricultural prosperity. During much of 
the period following Ae Civil War, the United 
States was the world's great exporter of cotton 
and grain; but a few decades ago other coun¬ 
tries—Canada, Australia, Argentina, India, 
and Russia—^began to claim more and more of 
this trade. This competition was not disastrous 
prior to the First World War, and of course 
during that war there was need for all that 
could be produced; but soon after the end of 
the war American farm producers found stiff 
competition in the markets of Europe. 

During this time too, notably ^ter 1918, 
many of the great food-importing nations of 
Europe were striving to attain self-sufiSciency 
in their food requirements by various means, 
particularly by tariffs on food imports. Such 
barriers to our export markets would have been 
less serious if the United States, shortly before 
the outbreak of World War I, had not severely 
curtailed immigration. Had immigrants con¬ 
tinued to crowd into this country and to settle 
in cities, they would have increased the do¬ 
mestic market for farm products and thus com¬ 
pensated for the loss of our foreign markets. 
Our restriction of immigration was a wise and 
beneficial policy, but it did tend to reduce the 
price of farm products. 

It was not foreign tariffs alone that curtailed 
the export markets for our farm products. Our 
own tariff policy has had the same effect. Our 
high duties, imposed largely for the benefit of 
our manufacturing industries, have reduced 
exports and lowered the prices of some of our 
great export crops, such as cotton, wheat, and 
fruits, while at the same time they raised the 
prices of some manufactured products that 
farmers have to buy. 

In considering the prices of farm products, 
we must remember that the demand for most 
food products is rather inelastic—^highly so for 
some of them, as for instance wheat—and that 
therefore a small increase in the supply may 
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reduce prices considerably. Low prices of most 
farm products do not necessarily indicate very 
great overproduction. 

Another reason for the decline of agriculture 
has been suggested in the chapters on price. 
As we saw there, agriculture is an almost 
purely competitive business, whereas urban in¬ 
dustries are all more or less monopolized. 
Fanners have little or no control over the prices 
of their products, and their horizontal average 
revenue curve gives them no incentive to re¬ 
strict production, even in times of depression 
and low prices. They have a heavy investment 
in land and machinery which yield no return 
if not used, and most of them do much or all 
of their own work and cannot shift easily to 
other kinds of work. Since they can get no bet¬ 
ter price for a reduced output, they tend to 
maintain production at a fairly steady level. 
Farmers are the only economic class that pro¬ 
duce about all they can, in good years and 
bad, and dump it onto the market for what it 
will bring. So in our economy this highly com¬ 
petitive, individually operated business of 
agriculture is pitted against the highly organ¬ 
ized, integrated, and more or less monopolized 
corporate urban industries; and of course agri¬ 
culture fares badly. 

How much the farmers* economic condition 
declined after the First World War is indi¬ 
cated by a comparison of per capita income in 
urban states and agricultural states for 1919 
and 1939. 
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Peb Capita Ikcomb* 



1910 

1989 

Urban states 

Connecticut 

$717 

$768 

Delaware 

79« 

848 

New York 

874 

825 

Rhode Island 

720 

666 

Massachusetts 

788 

705 

Agricultural states 

Nebraska 

702 

421 

North Dakota 

515 

362 

Kansas 

602 

411 

Iowa 

706 

446 

Mississippi 

S51 

203 


Americans often boast of their high plane of 
living, but most of our farmers do not live very 
comfortably. Only 33 per cent have electricity 
in iheir homes (this figure was 15 per cent be¬ 
fore the Rural Electrification Service began its 
work), only 27 per cent have kitchen sinks and 
drains, only 17 per cent have cold water and 
only 8 per cent have hot water piped into the 
house, only 9 per cent have flush toilets, and 
only 8 per cent have furnace heat. A consider¬ 
able proportion of our farm population usually 
has an inadequate and badly balanced diet; 
and in educational, dental, and medical facil¬ 
ities farmers are generally at a serious disad¬ 
vantage as compared with town and city peo¬ 
ple. 

World War II brought farm prices up to 
highly profitable levels which have persisted 
since; but it is doubtful if they can be main¬ 
tained for many years without some form of 
government support. 


QUESTIONS 

1. What are some of the evils in the private appropriation of rents? In what ways is it wasteful 
of human energy? 

2. How would a heavy land tax affect the wages of farm labor, the wages of management of 
farm operators, the intensiveness of cultivation, the rents that tenants pay, the amount of 
farm improvements made, the supply of farm products, the number of retired farm owners? 

3. What advantages does a heavy land tax have over a tax on incomes or capital? 

4 . Is there any more justice in taking a man's land rent from him if he has paid for the land, 
than in taking his bonds or stocks? Would it not be unjust to expropriate land without com¬ 
pensating the owners, and unprofitable to pay them what the land is worth? If so, what is the 
point of talking about a single tax? 

5. A heavy progressive income tax is in some respects like a heavy land tax. Explain. 

6. Why should all natural resources, except ordinary farm land, be owned by the government? 
What advantages has the government over private individuals in owning such resources? 

• The 1919 figures are from Oswald W. Knauth, Distribution of Income by States in 1919; the 1989 

figures are from John L. Martin's study in Survey of Current Business, October, 1940. 
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7. Why is it important that forest lands be protected with particular care? Why do the federal, 
state, and local governments do more and more to provide recreational facilities for the peo¬ 
ple? Can we not trust private enterprise to do this? 

8. The percentage of tenant-operated farms has declined slightly in the last ten years. Is this de¬ 
cline likely to continue? Why worry about tenancy? In what three ways could the problem 
be attacked? 

9. In 1940 the farm population constituted about 25 per cent of our total population but re¬ 
ceived less than 9 per cent of our national income. Why do farmers fare badly as compared 
with city people? \^at remedies would you suggest for the depressed state of agriculture? 



Chapter 32. 

Profits 


Profits defined 

There are many concepts and definitions ot 
profits, but we shall define this tenn as the re¬ 
turns accruing to the entrepreneur for his serv¬ 
ices (1) in managing a business enterprise and 
(2) in assuming the risks inherent in a dy¬ 
namic, changing economy, Ihe entrepreneur, 
as Taussig has said, “stands at the helm of in¬ 
dustry and guides its operations.” He is the 
one who furnishes the “steam,” the driving 
power, in a capitalist society; he is the one who 
applies that power in the direction which 
promises the greatest profits to him. He con¬ 
trols the accelerator and the steering wheel. 
Lured by the chance of gain, he Jiires the la¬ 
bor, borrows the capital, and rents the land; 
or if he has his own capital and land, he allows 
himself “imputed” interest and rent on them. 
If his business operations yield him a surplus 
above the amount needed to pay for these fac¬ 
tors of production, that surplus is his profit. 
Profit in tlMs sense thus includes the two ele¬ 
ments of wages of management and pure prof¬ 
its, if any, tlie latter representing the surplus 
above wages of management. 

The concept of profits as including wages of 
management and pure profits, if any, calls for 
some explanation. Clearly profits must cover 
wages of management in the long run, because 
wages of management, including the reward 
due for risk taking, which is one of the func¬ 
tions of management, are a cost of production 
as truly as ordinary wages, interest, or rent. If, 
for example, the price of butter is not high 
enough to cover the wages of management of 
dairymen, some men will leave the field and 


g(j into the production of something else, the 
supply of butter will be reduced, and the price 
will rise again to a point where it will cover 
costs, including wages of management. 

In a competitive business, however, price 
cannot remain above cost of production in the 
long run, and therefore the entrepreneur can 
earn nothing above wages of management. In 
short, he must get wages of management, and 
he can get no more than that. Are not profits 
and wages of management therefore identieal? 
The answer is in the afiBrmative, But why then 
have we defined profits as including pure prof¬ 
its? Because there are some pure profits in the 
short run under competitive conditions, and 
there are vast monopoly profits, pure profits, 
which may persist indefinitely. Even in the 
most purely competitive industry—^farming— 
entrepreneurs sometimes make pure profits, 
something above wages of management, 
through changes in market priees. Such pure 
profits cannot last, however. Monopoly profits 
may last in the long run because there is no 
freedom of entry into monopolized industries. 

Another reason for including pure profits in 
our concept of profits is that it is very difficult 
to draw a distinction between wages of man¬ 
agement and pure profits, difficult to tell how 
much of an entrepreneur’s inco ne is due to his 
ability as a manager and how much is due to 
other factors. In the long run, all should be re¬ 
garded as wages of management; for if he 
earns a high income consistently throu^ many 
years, it is evident that he is an able man and 
that the income measures the value of his serv* 
ices as manager. Yet he does sometimes re** 
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ceive pure profits, and therefore we can in¬ 
clude them in our concept. 

Profits the reward for management and risk 

taking 

Management and risk taking are the two 
functions of the profit maker. Neither alone 
is sufiScient. One who merely manages is a 
laborer of a high order; to be sure he runs 
the risk of losing his job if he does not man¬ 
age well, but every laborer faces the same risk. 
Risk taking alone is not enough either. Any¬ 
one who leaps out of a second-story window 
or plays catch with sticks of dynamite assumes 
a risk, but he does not for that reason earn 
profits. The risks must be taken in connection 
with the management of a business enterprise; 
furthermore, they must be of a non-insurable 
character, for if they are insurable they cease 
to be necessary risks. 

Management functions of the entrepreneur 

The management functions of the entrepre¬ 
neur are almost infinitely varied. He must, for 
example, appraise the risks of the undertaking 
with judgment; this requires a prophetic eye, 
a long view, and the ability to see future op¬ 
portunities for profits. When the opportunities 
for profit in a given venture are clearly real¬ 
ized by the average, unimaginative entrepre¬ 
neur, they are no longer very great. Further¬ 
more, if the entrepreneur is to avoid losses, he 
must be able to see any difficulties ahead and 
give them due weight; for unreasoning and 
imwarranted enthusiasm, the inability to fore¬ 
see possible difficulties and expenses, have 
been the cause of unnumbered failures in busi¬ 
ness. Having chosen the field he will enter, the 
entrepreneur must manage his business well, 
which means that he must make countless de¬ 
cisions as wisely as possible. He must employ 
the most profitable combination not only of 
land, labor, and capital, but of the various 
units of these factors. A clothing merchant, for 
instance, should have not only the best com¬ 
bination of land, labor, and capital, but the 
right relative investment in the various items 
in his equipment and stock, the right number 
and type of employees, neither too expensive 
nor too cheap for his kind of business. He must 
choose his sta£F with an understanding of hu¬ 
man nature, and must get the best out of them 


by using the right relative amounts of com¬ 
pulsion and encouragement. 

By “right amounts*' of each of the factors of 
production, we mean the relative amounts 
wliich will yield the maximum profits. There 
is a conceivable adjustment of all the factors 
used in a business which will yield maximum 
profits, an adjustment which would be secured 
by using each factor up to the point where its 
marginal productivity equals its price. The 
size of the business and the amount of all the 
factors used will of course depend finally on 
the ability of the entrepreneur. 

Management and the development of new 

methods 

Profits are sometimes assumed to be the re¬ 
ward for the development ^ new methods, 
new inventions, and new imiistries; but we 
may well include these under the general func¬ 
tion of management, for it is one of the tasks 
of good management to move ahead and con¬ 
stantly improve ways of doing things. Profits 
are often earned by striking out on new paths, 
by improving upon traditional methods. Wool- 
worth made his profits by developing a chain 
of stores in which low prices and rapid turn¬ 
over were emphasized. Carnegie was one of 
the important figures in the development of 
the steel industry. Before the formation of the 
United States Steel Corporation he was usu¬ 
ally several jumps ahead of most of his com¬ 
petitors in his technological methods, and was 
therefore in a position to demand the lion's 
share of the profits made in the creation of 
that great monopoly. Henry Ford, something 
of an inventor himself, made much of his vast 
fortune by keeping technological]]^ ahead of 
his competitors, by advancing mass produc¬ 
tion to a stage hitherto unknown; but he lost 
much of his leadership and some of his fortune 
when he went to sleep on his Model T car 
while the Chevrolet car was being improved. 
George Westinghouse made a large fortune as 
an inventor and businessman, and founded the 
business which bears his name; Thomas Edison 
earned a considerable fortune in the same way. 

Profits and risk 

Ours is a dynamic and changing economy. 
Industries grow up and perhaps decline or 
shift from one regfou to another; government 
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policies change unpredictably from year to 
year, bringing new opportunities for profits in 
some industries and losses in others—a factor 
that is assuming growing importance because 
the government is intervening more in busi¬ 
ness* Natural resources and raw materials are 
exhausted in certain regions and new supplies 
are found in other sections—consider illustra¬ 
tions in the lumber and oil and gas industries; 
new methods of transportation bring geo¬ 
graphical shifts of population and industry— 
such as came from the development of the au¬ 
tomobile, bus, and truck; consumer tastes and 
demands change with kaleidoscopic rapidity 
—consider the effects of the change to short 
skirts on the relative demands for woolen 
cloth, silk hose, and depilatories; price levels 
move up and down mercurially, transferring 
billions in wealth and income from one class 
to another. There is much evidence of increas¬ 
ing changefulness in our economy, with in¬ 
creasing risks to be borne by the entrepre¬ 
neurial class in those industries which are still 
severely competitive. In such a changeable 
economy, if goods are to be produced, someone 
must assume the risks, and here appears per¬ 
haps the second characteristic function of the 
entrepreneur, the function by which pure 
profits, if any, are earned. 

Are there on the whole any net pure profits? 

As already suggested, pure profits are char¬ 
acteristic of the short run in a competitive sit¬ 
uation; they appear here and there with the 
changes in a dynamic economy, but they tend 
to disappear in the long run. Now the assump¬ 
tion of risks necessarily means that there is a 
chance to lose, perhaps heavily—^that is, to 
make less than wages of management—as well 
as a chance to make something above wages 
of management, pure profits. Whether pure 
profits outweigh the losses is a question which 
cannot be answered dogmatically. According 
to Taussig, they do; but Frank Knight ques¬ 
tions this. Simon Kuznets estimates that from 
the period 1879-1888 to 1938 capital forma¬ 
tion grew in volume at a cumulative rate of 
about 3.1 per cent per year, which was 
scarcely enough to cover compound interest at 
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the prevailing rate and left nothing for pure 
profits.^ These figures are for the economy as 
a whole, including the monopolized portion; 
and if we assume that monopoUzed industries 
generally make profits, we must conclude that 
competitive businesses yield net losses. It is 
impossible to be very definite about this, how¬ 
ever, and we may well reserve final judgment. 

Resemblance of profits to other income 

In some of their various aspects, profits re¬ 
semble certain other income, particularly 
wages and rent. To the extent that they are 
the reward of competent management, they 
resemble wages rather closely. Like wages, 
they depend in large measure on productivity, 
and again like wages, they vary with the im¬ 
portance of the work done. In some kinds of 
work men move from tlie wage-earning class 
to entrepreneurship and back again, some of 
them rather frequently, as for instance carpen¬ 
ters who undertake a construction job occa¬ 
sionally but work at their trade the rest of the 
time, and clothing salesmen who work for 
wages a few years, then set up a little shop of 
their own, and return again to wage labor if 
the venture fails or if they become discouraged. 
In farming, and in some of the smaller retail¬ 
ing lines, the entrepreneur does not earn a la¬ 
bor income much above that of the laborers he 
hires, if he hires any. 

The resemblance of profits to rent has often 
been noted. The ability to manage and to as- 
siune risks successfully is largely a natural gift, 
scarce like land and highly heterogeneous like 
land. Like a well-located business site or a very 
fertile farm, the exceptional ability of a capa¬ 
ble entrepreneur is very productive; or, to put 
this another way, just as labor and capital are 
more productive if employed on good land, so 
they are more productive if managed by an 
able entrepreneur. Rents would be low if there 
‘Were a large amount of the best land, and prof¬ 
its similarly would be low if there were a large 
number of the ablest entrepreneurs. They 
would also be low if business geniuses could 
be developed from ordinary college students 
by means of suitable training in business. If 
this were possible, business incomes would 


^ Simon Kuznets, Capital Formation, 1879--19S8, Universi^ of Pennsylvania Bicentennial Canfer<» 
ence. 
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tend toward equality and would be just high 
enough to cover costs of production, that is, to 
give compensation for the time, energy, and 
money spent in training. Business ability of 
the highest order, however, seems to be largely 
inherited, largely a gift of nature, like land; 
and its income cannot be greatly afPected by 
the competition of college-trained men of or¬ 
dinary abilities. The Fortune study of business 
managers indicates that big corporations often 
secure fairly able men from the colleges, that 
the colleges “can be counted on to supply lieu¬ 
tenants and captains, but few colonels and 
generals.”* Costs of production have little more 
eflFect here than they do on the value of Wall 
Street business sites. 

The profits of businessmen present greater 
difiPerentials than the incomes of professional 
men. There are of course great differences in 
the incomes of doctors, lawyers, dentists, en¬ 
gineers, and accountants, differences that cor¬ 
respond roughly vdth ability and industry. A 
few doctors and lawyers have accumulated a 
million dollars or more. According to gossip, 
Charles Evans Hughes at one time earned a 
million dollars a year as a lawyer in New York, 
and the Kansas goat gland specialist, Dr. John 
Brinkley, was once reported by newspapers as 
receiving an income, presumably gross, of a 
million dollars a year; while, on the other hand, 
there are many other lawyers and doctors who 
are barely able to make a living. Yet business 
incomes vary even more. No professional man 
has ever built up a fortune approaching that 
of Ford, Rockefeller, Astor, or Morgan; and 
the lowest business incomes are probably on 
the average less than those of the least success¬ 
ful professional men. The incomes of teachers 
and preachers vary least of all; but this may be 
not because abilities vary less in these fields 
than in the other professions and in business, 
but because teachers and preachers are pre¬ 
sumed to be little interested in making money,' 
as indeed they must be if they are to be happy. 

Profits as residual income 

Profits are often referred to as residual in¬ 
come—what is left after wages, interest, and 
rent are subtracted, the rate of these three 
being determined by the principle of demand 


and supply. This view is sound for the short 
run. In the long run, however, pure profits 
tend to disappear, so that only the wages of 
management remain; and wages of manage¬ 
ment are not residual in this sense, for even in 
the long run they must be paid, just like wages, 
interest, and rent, if business is to be carried 
on. They are included in the costs of produc¬ 
tion. 

Profits in corporate business 

The concept of profits is usually discussed 
in connection with the individual entrepre* 
neurship, and this seems to be necessary, for 
profits are difficult to single out in a corpora¬ 
tion. What are ordinarily referred to as the 
profits of a corporation include interest, and 
sometimes other elements as well. 

Earned vs. unearned profits 

The profit motive, the itch for gain, is the 
driving force behind economic activity, but it 
does not necessarily impel men to engage in 
socially productive activities. To the extent 
that they are permitted, men may seek profits 
in socially unproductive activities; and profits 
have often been unearned, in one sense or an¬ 
other. 

It is difficult, however, to distinguish be¬ 
tween earned and unearned profits. In the 
first place, no precise meaning can be ascribed 
to the terms earned and unearned. In one 
sense, earned profits may be thought of as due 
to hard work, and unearned profits as due to 
inherited ability. In another sense, earned prof¬ 
its may be said to include those secured by 
providing goods or services that the public 
wants, whereas unearned profits«^ire made by 
doing things that the public does not want 
done, such as robbing corporations from the 
inside. In still another sense, the distinction 
may hinge on whether the goods or services 
provided are good for people or not—^good 
books vs. marijuana or hair tonic. In yet an¬ 
other sense, it may turn on whether the entre¬ 
preneur's activities are good for the public 
generally or promote only his own interests. Fi^ 
nally, the distinction may depend on whether 
profits are due to the entrepreneur s abilities 
and efforts or to luck or circumstances. 


* Fortune, February, 1940, pp. 58 ff. 
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In the second place, it is di£Scult to distin¬ 
guish clearly between earned and unearned 
profits because profits are often partly earned, 
in one sense or another, and partly unearned. 
Andrew Carnegie made his fortune partly by 
producing steel eflBciently, partly by grinding 
the very life out of thousands of laborers, partly 
by charging the exorbitant prices for steel 
which the protective tariff permitted, partly by 
being lucl^, partly by bargaining shrewdly 
with J. P. Morgan when the United States 
Steel Corporation was formed, and partly 
through monopoly. Rockefeller’s fortune was 
made by efficient management, on the one 
hand, and, on the other, by practically every 
unfair and monopolistic practice known. Rail¬ 
road promoters built the transcontinental rail¬ 
roads or saw to it that someone else did, but 
some of them made their millions .by looting 
the railroads and the people scandalously. 
Many lumbermen achieved their wealth by 
stealing much of their timber holdings, ruth¬ 
lessly destroying the timber, and leaving a bar¬ 
ren waste behind them; but tliey did provide 
cheap lumber for consumers for a while. 

Taking as an example the distinction be¬ 
tween profits earned by socially useful produc¬ 
tion and those gained through no useful serv¬ 
ice, and applying the principle of relativity, 
we find every shading, not merely from profits 
which are entirely earned to those which are 
entirely unearned, but from those which are 
more than earned to those which are more 
than unearned^ that is, from those which rep¬ 
resent only a part of the entrepreneur s entire 
useful contribution to those which are gained 
by infiicting injury on the public. The Wool- 
worth fortime might be considered represen¬ 
tative of the first extreme, for it represents only 
a small fraction of the social contribution made 
by Woolworth in developing mass marketing 
of inexpensive goods. Similarly, for every dol¬ 
lar of profits that Edison earned, the ppblic 
undoubtedly received many dollars’ worth of 
benefit in various forms. Those who regard the 
automobile as the greatest good in life will 
probably say that Ford s fortune represents 
only a fraction of the total joy he contributed 
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to American life. On the other hand, many 
fortunes have been piled up by the manufac¬ 
turers of useless or positively injurious cosmet¬ 
ics and patent medicines, by businessmen who 
have corrupted city, state, and national gov¬ 
ernments, and by others who have imposed a 
loss on society gieater than the amount of 
their gains. Between these two extremes are 
various shadings from pure earning to pure 
stealing. 

Granting the impossibility of drawing clear 
and precise distinctions between earned and 
unearned profits, we shall do the best we can. 
The profits discussed early in this chapter are 
assumed to be earned, earned by management 
and lisk taking; and we turn now to unearned 
profits. 

Sources of unearned profits 

Monopoly. The most important source of 
unearned profits is monopoly. The following 
records of profits, selected from monographs 
of the Temporary National Economic Commit¬ 
tee, mostly from Clair Wilcox’s monograph, 
“Competition and Monopoly in American In¬ 
dustry,” give a good picture of the green pas¬ 
tures in which some monopolies have been 
foraging.® 

From 1896 to 1906, Standard Oil’s average 
“net income ranged between 48.8 per cent and 
84.5 per cent of the cost of its properties, with 
annual average of 61 per cent.” 

“From 1890 to 1904, American Tobacco’s 
annual return never fell below 41 per cent of 
the value of Its tangible assets; in the years 
1895 to 1900 it ranged from 16 per cent to 31 
per cent; in the years 1901 to 1908, it varied 
from 30 per cent to 37 per cent. The average 
annual profit during these 19 years was 34.5 
per cent.” 

The Aluminum Company of America; “In 
the 50 years from the time of its incorporation 
in 1888 up to 1939 its total net income was in 
excess of $335,000,000. In the 24 years from 
1889 through 1912 it made $33,000,000 on 
an original investment of $2,000,000. Its aver¬ 
age annual return on invested capital stood at 
35.7 per cent from 1905 to 1908, at 17.6 per 


• Monograph No. 21; Monograph No. 28, p. 99. The word profits is not used in these records in Ae 
sense in which we are using it. Some of the figures include what would be called interest in Strictly 
economic terminology, and others represent returns above wages of management. They indicate dearly 
endU|^i however, me extraordinaiy earnings of some monopolies. 
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ceut from 1909 to 1914, at 19.3 per cent from 
1915 to 1918 ” 

The Hartford-Empire Company (glass¬ 
ware) : *‘From 1912 though 1937 the average 
annual return on its investment was 9.99 per 
cent It made 16.64 per cent in 1934, 23.59 per 
cent in 1935, 48.24 per cent in 1936, and 67.77 
per cent in 1937.” Pittsburgh Plate Glass made 
27.8 per cent in 1923, and 17.1 per cent in 

1937. Libby-Owens-Ford made from 10 to 28 
per cent on net worth between 1933 and 1938. 

The Climax Company, which contrails mo¬ 
lybdenum, made no profits between 1918 and 
1932. “In that year [1932] it realized 3.12 per 
cent on its invested capital; in 1933 it made 
14.42 per cent, and in 1934, 26.45 per cent. 
In 1935 the company added a ‘discovered in¬ 
crement* of $70,500,000 to its appraisal of its 
ore deposits, raising the valuation of its in¬ 
vested capital from $7,500,000 to $78,000,000. 
On the new basis of valuation it realized 7.65 
per cent in 1935, 6.65 per cent in 1936, 9.10 
per cent in 1937, 9.97 per cent in 1938, and 
13.13 per cent in 1939. On the former basis 
of valuation its profit would have appeared to 
be 10 times as large, rising from 76.5 per cent 
in 1935 to 131.3 per cent in 1939.” 

Western Electric Company, in fifty-five 
years, made “a net income on cash paid—^in 
capital that exceeded 20 per cent in 41 years, 
50 per cent in 25 years, and 100 per cent in 
6 years.” 

Fifteen of the major pipe-line companies en¬ 
joyed an average return of 28.4 per cent in 

1938. 

The Westinghouse Air Brake Company, 
starting with $500,000 capitalization in 1869, 
by 1923 increased it to $50,000,000 entirely 
out of earnings, at the same time paying a good 
dividend rate to its stockholders; in 1937 it 
earned 13.7 per cent on its net worth. 

The Freeport Sulphur Company earned an 
average profit of 13.3 per cent from 1919 to 
1938 and, over a period of twenty-five years, 
an average return of 24.75 per cent on the 
ledger value of its stock. The Texas Gulf Com- 
party, also a producer of sulphur, has done even 
better: “Over a period of 18 years, its divi¬ 
dends, on the basis of the original value of its 
stock, have amounted to 95.46 per cent per 
year.*^ 

Two of our great radio broadcasting systems, 


National and Columbia, enjoyed returns of 80 
per cent and 71 per cent respectively on tangi¬ 
ble property in 1938, 

The American Viscose Company, with a 
total initial investment of $930,000, “earned*' 
total net profits of $354,000,000 in twenty-four 
years, or more than 38000 per cent on the origi¬ 
nal investment. 

Milk distribution monopolies have had little 
trouble with the proverbial wolf at the door. 
From 1929 to 1934, a period of deep depres¬ 
sion, ten large processors and distributors real¬ 
ized an average return of 10.25 per cent on 
their stockholders* investment; and even in 
1933, when the depression was at its worst, 
some companies made from 12 to 25 per cent. 

Public utilities are popularly supposed to be 
regulated and their earnings limited to a rea¬ 
sonable return on the actual investment; but 
regulation has often been more or less of a 
farce, and earnings have sometimes been very 
high. The American Telephone and Telegraph 
Company has an impressive record of earnings. 
It “realized 18.4 per cent on the par value of 
its capital stock and paid an annual cash divi¬ 
dend averaging more than $15 on each $100 
share thereof during the years from 1881 to 
1899, declared a 100 per cent dividend in stock 
in 1900, realized 11.44 per cent on its doubled 
capitalization during the years from 1900 to 
1929, . . . and had accumulated an undis¬ 
tributed surplus of $400,000,000 by the end 
of 1931 which enabled it to maintain its $9 
dividend without interruption throughout the 
great depression.” 

Many other public utilities, despite alleged 
regulation, have done well. 

A legislative commission, examining 75 electrical 
utilities in New York State in 1928, found 56 of 
them realizing more than 8 per cent on the depre¬ 
ciated value of their capital investment, 34 of them 
more than 10 per cent, 15 more than 15 per cent, 
10 more than 20 per cent, and 1 more than 30 
per cent. Another legislative committee, examining 
53 gas and electric companies in Pennsylvania in 
1929, found 40 of them realizing more than the 
legal 7 per cent on their own valuation of their own 
property, 18 of them more than 14 per cent, 11 
more than 21 cent, 6 more than 28 per cent, 4 
more than 35 per cent, and 1 of them nearly 
70 per cent, 10 times the fair rate of return. The 
Federal Trade Cknnxnission, examining 36 gas and 
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electric companies in various parts of the United 
States^ found 22 of them realizing more than 25 
per cent on actual investment in some year between 
1922 and 1931, 17 of them more than 33 per cent, 
12 more than 50 per cent, 1 of them 128 per cent, 
a second 278 per cent, and a third 435 per cent. 
A few holding companies, siphoning off operating 
company revenues and pyramiding their dividends 
throu^ the holding company structure, did even 
better during the 1920’s, obtaining rates of return 
that reached well-nigh astronomical proportions. 

The profits vf some of the insurance com¬ 
panies, which to some extent are monopolized, 
have likewise been princely. ‘The original 
paid-in capital of the 25 now largest stock 
companies was $9,242,720. At the end of 1938 
these companies had declared dividends total¬ 
ing $173,563,434 and had accumulated a sur¬ 
plus of $137,913,582." 

Not all monopolies make large profits, and 
some are operated at a loss. Many of the rail¬ 
roads, which at one time were highly profitable, 
have in recent years earned little or nothing on 
their common stock and some not much on 
their bonded indebtedness, partly, in some 
cases, because they have at some time been 
looted from the inside, but mostly because of 
the business depression and the competition of 
automobiles, trucks, and busses. Many street 
railway systems, similarly profitable at one 
time, found their profits vanishing when auto¬ 
mobiles came into general use. The average 
revenue and cost cmves of a monopoly may be 
such that there is no price at which it can earn 
enough even to cover costs. 

Luck. A second source of unearned profits 
is luck. As we have seen, one of the functions 
of entrepreneurs is the assumption of risks, and 
where there are risks there will inevitably be 
some good luck and some bad luck. Some en¬ 
trepreneurs will have more than their share of 
good luck, and others more than their share of 
the bad; but if on the whole they have sized 
up the risks accurately, the bad luck should 
balance the good, and there will be no general 
gain from good luck. By assuming the risks, the 
entrepreneurs as a class have earned whatever 
they secure through good luck. Luck, however, 
may bring individual entrepreneurs profits out 
of all proportion to their abilities, and in this 
sense profits may be regarded as unearned. In 
a long life in business the good and bad luck 
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will tend to balance; yet in some cases a streak 
of one or the other may make the difference 
between success and at least partial failure. 

Some men stress luck as very important in 
business success, whereas others, including 
most successful businessmen, believe that only 
superior business talent and tireless application 
can avail in the long run. Julius Rosenwald, 
formerly president of Sears, Roebuck & Com¬ 
pany, once won refrigeration space in the 
hearts of his business contemporaries by de¬ 
claring that it does not require extraordinary 
brains to make money, tliat success is due 95 
per cent to luck and 5 per cent to ability. He 
said that any number of men in his employ 
could run his business as well as he could, but 
credited his own high position and huge for¬ 
tune to the fact that he had got the “breaks." 

In a few instances of business success, luck 
is doubtless the most important element. The 
history of gold mining contains many stories of 
lucky prospectors who made fortunes, some 
running into the millions, by the merest 
chance; and this is true also of oil dnlling. 
Some of the lucky discoverers of rich resources 
received only a small part of the total gain, 
and some lost all that they gained, because they 
lacked the judgment to manage the business 
that grew out of it, or to invest their profits 
safely. To make consistent profits in an enter¬ 
prise, an entrepreneur usually must be continu¬ 
ously lucky or competent, and he cannot well 
depend on the former. 

Although luck sometimes plays a less im¬ 
portant part, it is always an element in profits. 
The broad swings of business activity from one 
field to another inevitably make for unearned 
profits in some industries and unearned losses 
in others. In the rapid development of our rail¬ 
roads and shipping before the Civil War, profits 
were made by many who had the luck to be 
in those industries; similarly, in the decline 
of our shipping after that war, and of our rail¬ 
roads in more recent years, nniny competent 
men who had the bad luck to be connected 
with those industries suffered heavy losses. 
Carnegie and Rockefeller happened to be lead¬ 
ers in industries that were bound to develop 
rapidly dtiring the period following the Civil 
War; and their profits, as well as those of hun¬ 
dreds of other men in these industries, were 
in part due to this element of ludk. To some 
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extent, these men had entered such industries 
because they were sagacious enough to foresee 
their coming growth, but to some extent un* 
questionably, they happened to be riding the 
rising tide. 

The same may be said of the great profits 
sometimes made in the huge centers of wealth, 
as contrasted with the modest profits made in 
smaller places. Some of our ablest and most 
ambitious young men go to the big cities, but 
it is inconceivable that all of them do. Some 
of those who go make large profits, whereas 
few who remain in the small towns or on farms 
can earn very much. The ablest businessman 
in Lawrence, Kansas—a town of 15,000— 
made two or three millions while Carnegie, 
in Pennsylvania, was making more than 300 
millions. Carnegie may have been the abler 
of the two, although the writer doubts it. Cer¬ 
tainly the two fortunes measure not merely the 
difference between the abilities of the two men 
but, in part at least, the differences in the cir¬ 
cumstances under which they worked. Doubt¬ 
less there are some men of great business 
ability on farms, but it would take a business 
Napoleon to make as much as a million dollars 
on a farm, even if he had continuous and 
boundless good luck. 

From still another angle it is clear that great 
profits are due in part to luck or circumstances. 
Let us suppose the United States to be still in 
the simple economy of colonial days, almost 
entirely agricultural, with no large cities, with 
little trade among the various parts of the coun¬ 
try, and therefore with each community largely 
isolated and self-sufficient. In such an economy, 
how much could the ablest entrepreneur earn? 
Washington was reputed to be the richest man 
in the country when conditions were like this, 
and he was worth perhaps half a million dol¬ 
lars. Now let us picture the United States as 
she is today, largely urban, with great cities, 
with railroads and highways binding the differ¬ 
ent sections of the country together in an in¬ 
tegrated economy, and with a vast amount of 
trade among the various parts. Obviously the 
change to an integrated economy brings many 
opportunities for amassing huge fortunes out 
of profits. The fortunes of all our multimillion¬ 


aires are thus in part, perhaps largely, due to 
circumstances for which they can claim no 
credit. As we have already seen, one of the 
worst effects of our present highly Integrated 
capitalist system is its tendency to create differ¬ 
ences in income out of all proportion to differ¬ 
ences in ability. 

The business cycle. Vast unearned profits 
or unearned losses accrue to lucky or unlucky 
businessmen because of changes in business 
conditions and in the price level. Men who 
happen to enter business at the bottom of a 
depression and who build or buy their plants, 
machinery, and raw materials at depression 
prices are in a good position to make profits 
as business improves and prices rise. They may 
be able to establish themselves so finnly dur¬ 
ing the prosperity phase of the cycle that they 
can stand the impact of an ensuing depression 
without distress if they do not have excessive 
inventories of goods on hand or heavy out¬ 
standing debts. 

On the other hand, entrepreneurs who un¬ 
dertake business ventures at or near the peak 
of the prosperity phase, who build or buy their 
plants and machinery and raw materials at 
high prices, are almost certain to lose, particu¬ 
larly if they incur debts. Many of the young 
men who went out into the rosy world of busi¬ 
ness and farming during and immediately after 
the prosperous years of the First World War 
lost all tliey had in the decline of 1921. 

It may be argued, to be sure, that the men 
who choose the best time to engage in business 
are shrewd, and that their profits are the result 
of shrewd risk taking. This is true in some 
cases, but in many cases the element of luck 
is most important, for few men can see very 
far into the future.* Shrewd businessmen are 
generally rather cautious and do not ordinarily 
get into a position where a severe depression 
will ruin them; but all this means is that they 
will lose less than they would if they were less 
cautious. They lose in a depression and they 
profit during prosperity, however cautious they 
are. 

There are many illustrations of the impor¬ 
tance of this sort of luck in the building of 
great fortunes. Carnegie entered the iron busi* 


^For a humorous demonstration of the inability of leading businessmen to foresee business condi¬ 
tions, see Edward Angly, Oh YeahF The predictions of our business leaders horn 1928 to 1931 were 
almost uniformly wrong. 
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ness just before the Civil War, and the rise in 
the price of axles from 2 to 12 cents a pound 
made his business highly profitable. He might 
have lost his modest fortune during the de¬ 
pression that followed the war had he not hap¬ 
pened to make a fortunate speculation in Penn¬ 
sylvania oil lands which netted him a million 
dollars. Henry Ford bought out all the stock¬ 
holders in his company just before the depres¬ 
sion of 1921, contracting to pay some $77,000,- 
000. With the onset of the depression he found 
himself in a highly precarious position, and 
managed to scrape together the money he 
owed only by making the most highhanded 
demands on his agents. Had he been only a 
little more heavily involved, he might have lost 
most of his fortune and wound up his careei 
with a few million dollars instead of a few hun¬ 
dred million. 

Consumer exploitation. Profits are often 
gained partly by exploitation of consumers 
through the sale of goods at unreasonably high 
prices, or the sale of inferior goods. It is par¬ 
ticularly difficult to define exploitation accu¬ 
rately, because, as is true of most economic 
definitions, it is a question of more or less; but 
certainly there is a great deal of consumer ex¬ 
ploitation in the business world. The sale of 
one-fifth of a cent’s worth of germicide for a 
dollar is strongly suggestive of exploitation; the 
sale of five cents’ worth of tooth paste for fifty 
cents suggests that some manufacturer has 
merely reversed the old Rotarian saw lo read: 
“He serves best who profits most”; the sale of 
identical mattresses at widely varying prices 
may be only a way of allowing some people to 
establish their social position by paying a high 
price for something that they could as well buy 
more cheaply. 

The exploitation of labor. A fifth source of 
imearned profits is the exploitation of labor. 
In a very simple economy this would be rela¬ 
tively unimportant because the laborers could 
meet their employers on fairly equal terms. 
Even today, farmers are usually not able to 
exploit their hired hands to any serious extent. 
But where entrepreneurs employ thousands of 
laborers—^particularly if, as in the steel indus¬ 
try, the men are largely foreign and ignorant 
of the English language—^the laborers, unless 
well organized, are nearly helpless to protect 
their interests and have often been exploited 
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with little mercy. Carnegie, and later the 
United States Steel Corporation, are horrible 
examples. 

Changes in consumer demand. Changes in 
demand often result in profits or losses for 
lucky or unlucky entrepreneurs. Those, for in¬ 
stance, who happened to be in the optical busi¬ 
ness during the past two or three decades, or 
engaged in the manufacture of cigarettes, ce¬ 
ment, aluminumware, or plumbing supplies, 
have enjoyed a rising demand for their prod¬ 
ucts; whereas those who operate railroads and 
street railways, and the producers of wheat, 
cotton, wagons and buggies, harnesses, and fine 
jewelry have faced a declining demand and 
consequently declining or vanishing profits. 
The increased use of automobiles in recent 
years has led to a serious decrease in the de¬ 
mand for shoes. Published reports about the 
use of injurious amounts of lead and arsenic 
on apples, some of them doubtless exaggerated, 
caused serious losses to many apple growers. 
When petroleum was first discovered in Penn¬ 
sylvania, it was marketed in banels and the 
cooperage business was highly profitable; but 
when pipe lines were built, the coopers’ trade 
ran into evil days. Some producers are able to 
shift into other, perhaps allied, lines of pro¬ 
duction when the demand changes; but in 
some cases this is difiicult or impossible, and 
heavy losses result. 

Population shifts. Large profits, and less 
frequently heavy losses, may accrue from the 
growth, decline, or shift in the population. In 
the long run, as we have seen, the gains from 
an increase in population go largely or entirely 
to landowners; but in the short run, or as long 
as the population is growing, businessmen gen¬ 
erally make higher profits than they could if 
it were stationary or declining. Since the popu¬ 
lation of most of our large cities has usually 
increased, this has clearly been a rather com¬ 
mon source of unearned profits. 

Government policies, Anodier source of 
unearned profits is often inherent in the rela¬ 
tion of business to the government, in the out¬ 
right corruption of the government by busi¬ 
nessmen, or in the advantages that may aceme 
to some businesses, without any taint of ini- 
propriety, from changes in government policy^ 
Corruption and bribery have been rather com¬ 
mon in our history. In our land policy, for inr 
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Stance, frauds were so common as to arouse 
little comment. Thus, as early as 1795, a group 
of swindlers bribed the Georgia legislature to 
sell them several million acres of land for a few 
cents per acre. Laws which were seldom strictly 
or honestly applied enabled lumber operators 
to steal millions of acres of timber land in the 
South and West and in the Lake states; in 
fact, it would be no exaggeration to say that 
in some of, our richest timber areas nearly all 
the land that was obtained was stolen because 
there was no legal way of securing title to it. 
Grazing lands, oil lands, coal lands, mineral 
lands, and water-power sites were often taken 
fraudulently, in many cases tlirough bribery of 
government officials and at very small cost. 
This was the source of many of the fortunes 
made in the West. 

Government grants of land to the transcon¬ 
tinental railroads were partly responsible for 
the great fortunes of such men as Collis 
Himtington, Charles Crocker, Leland Stanford, 
and Mark Hopkins—^the “Pacific Quartette,” 
as they were sometimes called. Government 
subsidies to shipping and aircraft companies 
have made many princely fortunes, a part of 
which were certainly not earned. The shipping 
subsidies were supposed to be given for carry¬ 
ing mail, to encourage the development of our 
merchant marine; but they contributed more 
to the profits of the various companies, or per¬ 
haps only their officers, than to the building up 
of a merchant marine. The president of one 
shipping company received $971,660 in salary 
and commissions and dividends in 1928; and 
the president of another received commissions 
amounting to $698,750 for purchasing ships 
from the government at low prices. Consider¬ 
able graft has usually been connected with 
such subsidies. One aircraft company was re¬ 
ported to have "earned” $11,437,250 in seven 
years, on an investment of $1000, by selling 
airplanes to the government and carrying mail. 
Part of the fortunes amassed by Astor, Vander¬ 
bilt, Gould, and many other wealthy financiers 
represented profits resulting from corruption 
of the government, federal, state, or municipal. 
The oil magnates who bribed government offi¬ 
cials in the famous Teapot Dome scandal ex¬ 
pected to make several hundred millions out of 
the rape of the naval oil reserves, and they very 
nearly succeeded. 


Corruption In most of our large municipal 
governments has brought vast profits to certain 
men. Through much of our history, city admin¬ 
istrations have been dominated by corrupt ma¬ 
chines which mercilessly exploited the people. 
Tammany Hall, the New York City machine, 
began its long career of corruption as early as 
1800. Boss Tweed and his gang built a county 
courthouse worth $250,000, at a cost to the 
taxpayers of $8,000,000, listing chairs at $470 
each, and safes for the storage of valuable pa¬ 
pers at $400,000 each, Tweed was sent to 
prison, but Tammany was back in power 
within a few years and has, until recently, 
dominated the city’s politics much of the time 
since. Most of our cities have had their own 
Tammany Halls, under other names, which 
have made millions in profits. 

The relation of business to government does 
not always involve corruption, but government 
policies in the economic field inevitably have 
some influence on profits. Prohibition was ruin¬ 
ous to brewers and distillers and correspond¬ 
ingly beneficial to bootleggers; the building of 
the Panama Canal poured unearned profits 
into tlie coffers of shipping companies and sub¬ 
jected the transcontinental railroads to un¬ 
merited losses; the building of a large navy 
raises profits in the shipbuilding and steel in¬ 
dustries; air mail subsidies increase tlie profits 
in the aircraft business and reduce them in the 
telegraph and telephone industry. The rapid 
expansion of government activities in recent 
years has made this type of unearned profits 
increasingly important. 

Two government policies that have an influ¬ 
ence in this respect have to do vnth the tariff 
and taxation. The tariff is partly responsible for 
many of our great fortunes; Carnegie, for in¬ 
stance, is said to have made an annual profit 
of 100 per cent for several years by charging 
exorbitant prices for steel under the protection 
of our high tariff; the railroads, on the other 
hand, suffered a reduction in their profits be¬ 
cause of the high prices they had to pay for 
steel rails. Any change in the tariff, eidier up¬ 
ward or downward, is likely to bring unearned 
profits to some and unearned losses to others. 
Any change in our taxation policies is likely 
to have the same effect. Thus an increa^ in the 
excise tax on tobacco, or beer tends to lower 
the profits of those industries. 
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War. War always thiows huge unearned 
bounties Into the laps of some businessmen, 
but it may levy a heavy toll on others, A major 
war brings great unearned prosperity to the 
manufacturers of such war materials as steel, 
copper, chemicals, and munitions, whereas pro¬ 
ducers of non-essentials suffer losses; and the 
inflation which accompanies war brings losses 
to creditors through the depreciation in the 
value of money, while debtors gain. 

The record of the munition makers—^the 
‘Tiucksters of c^'^ath”—^is a ghoulish story of 
cold-blooded murder for profit. These buz¬ 
zards, operating in several countries and many 
of them closely connected thiough stock own¬ 
ership and otherwise, hire propagandists to 
work against the success of peace conferences. 
The Bethlehem Steel Corporation sent a lobby¬ 
ist to at least one of the European peace con¬ 
ferences presumably for this purpose. During 
the First World War the munition makers were 
so strong that European governments issued 
special orders to protect their plants from bom¬ 
bardment, and there is some evidence that they 
manipulated government policies to prolong 
the war. Armament makers in Germany and 
in other countries as well furnished much of 
the money used to finance Hitler's political 
campaign; the Comit6 des Forges, the associa¬ 
tion of the big French armament makers, is said 
to have contributed generously to his campaign 
funds, presumably with the knowledge that his 
success would mean another war and more 
profits. While millions of soldiers were being 
slaughtered in Flanders and Galicia during 
World War I, the munition makers—^the 
Krupps and Schneiders and Thyssens and Zara- 
hoffs—^were piling up hundreds of millions in 
profits. A nation at war must of course have 
munitions and other war supplies, and the pur¬ 
veyors of these goods thus earn part of dieir 
generally high profits; but in stirring up inter¬ 
national friction, in fomenting and prolonging 
wars—as there is some evidence that the Euro¬ 
pean munition makers did during the First 
World War—and in selling to bodi sides im¬ 
partially, they can hardly be said to have 
earned their profits. 

Other sources. There are many other 
sources of unearned profits. One of the most 


fruitful is undoubtedly foimd in the various 
kinds of manipulation practiced by corporation 
officers which have already been discussed.*^ 
Some men have made large profits by going 
through bankruptcy, in some cases several 
times, each time defrauding their creditors and 
saving something for themselves. The “re¬ 
ceivership racket" has also created some good- 
sized fortunes for lawyers and others on the in¬ 
side. When Samuel Insull's utility system col¬ 
lapsed, a total of $405,300 was paid to the re¬ 
ceivers and their lawyers, and receivership fees 
of almost $800,000—nearly half the company's 
assets—wer^ claimed when the American Bond 
and Mortgage Company went bankrupt. Not 
infrequently the receivers themselves take 
whatever can be salvaged from the business. 
Profits running into millions have been made 
in the reorganization of bankrupt railroads. A 
“great” newspaper owner in the West made 
millions, largely through learning of scandals 
in the lives of wealthy people and demanding 
“hush money" for silence—^blackmail, in other 
words—and the same man was reported to 
have received $350,000 in cash for changing 
his paper's policy regarding the introduction of 
natural gas into his city, one of the largest in 
the West. The stand taken by newspapers on 
public utilities, labor problems, and various 
other economic questions may be very impor¬ 
tant in determining public opinion; and some 
papers have made large unearned profits by 
adjusting their editorial policies to the require¬ 
ments of those who are willing to buy public 
support. Commercial bribery is doubtless more 
common than most people realize, and more so 
than it used to be. The purchasing agent of a 
corporation, for instance, choosing among dif¬ 
ferent brands of a given article or commodity 
needed by his firm, may find that a gift of a 
few thousand dollars from one of the salesmen 
helps him make a suitable choice. In the stock 
and grain and cotton markets, various shady 
manipulations have often been the means of 
making vast unearned profits for operators who 
know the ropes. Jay Gould's profit of some 
$11,000,000, made by cornering the gold mar¬ 
ket on “Bla^ Friday” in 1869, is a classical 
illustration; scores of others, less dramatic, 
might be mentioned. One stock market ogtxy 


^ See chap. 8. 



472 


ECONOMICS 


ator in New York was said to have paid nearly 
$300,000 in bribes to &iancial writers to puff 
certim stocks that he wanted to unload on the 
public. But the iniquities of the stock market 
are too numerous to discuss here; moreover, 
they are less serious today than they used to 
be. 

Earned profits again 

Our long list of unearned profits might make 
it appear that most pure profits, if we include 
monopoly profits, are unearned; and indeed 
most great fortunes are in part unearned, per¬ 
haps in several senses, particularly in the sense 
that they are gained to some extent by monop¬ 
oly. On the other hand, however, there are mil¬ 
lions of manufacturers, merchants, farmers, 
bankers, contractors, and other entrepreneurs, 
in enterprises which are effectively competi¬ 
tive, whose modest profits are earned mainly 
by productive services, by hard work and strict 
attention to business. To complete our picture 
of unearned profits, we may well concede too 
that some laborers and labor leaders receive 
incomes which are partly unearned. We might 
include also some doctors and lawyers and pol¬ 
iticians and bureaucrats and dentists and en¬ 
gineers and accountants and singers, and, quite 
possibly, even a few professors. It is not to be 
expected that earnings vrill everywhere be ex¬ 
actly proportioned to productive services. 

ITie incomes of farmers are perhaps more 
generally earned than those of any other eco¬ 
nomic class, partly because farmers sell in an 
almost purely competitive market, on the sell¬ 
ers’ side, and partly because farming offers so 
few opportunities for making money by un¬ 
productive activities. No farmer has ever found 
a salesmanship technique that would extract a 
single pound of extra product from an acre of 
land> a dairy herd, or a lot of beef cattle or 
hogs* Hard work and intelligent management 
are abcait the only means of making even 
modest profits in fanning. 

It is one the tasks of government to elimi¬ 
nate unearned profits as far as possible, to re¬ 
duce to a minimum the waste involved in im- 
produefive and predatory activities. Accord¬ 
ingly our Congress has passed legislation 
against monopoly, gambling, racketeering, mis¬ 


representation, adulteration of goods, oppres¬ 
sion of labor, manipulation of markets, and a 
hundred other unproductive activities. This 
legislative record is impressive, and there can 
be no doubt that in competitive fields of busi¬ 
ness enterprise the opportunities for gaining 
unearned profits are not what they used to be. 
Moreover, standards of business and profes¬ 
sional ethics are much higher today than they 
were a generation or two ago. The greatest 
sources of unearned profits that still remain in 
business are monopoly and corporation man¬ 
agement in general. Although the government 
has been able to put a stop to some of the 
abuses in the latter, irresponsible control of 
“other peoples money” still offers many op¬ 
portunities for unearned profits. 

Profits as a cause of the decline of capitalism 

Profits have been given a sinister significance 
in our economy by socialists and other critics 
of capitalism. In the chapter on business cycles 
we considered the charge that it is the extrac¬ 
tion of profits from the stream of social income, 
and the failure of entrepreneurs to invest their 
profits, which make it impossible for the masses 
of the people to buy all the goods produced, 
and so result in periodic breakdowns of our 
capitalist system. Something like this was the 
conclusion of the Brookings Foundation, al¬ 
though the Brookings Foundation did not 
single out profits from tlie other income re¬ 
ceived by the rich. 

Some radical economists find in profits the 
fatal cancer of capitalism. If business is to pro¬ 
ceed, entrepreneurs must have confidence that 
they will be able to make profits; but in the 
more or less monopolized industries profits de¬ 
pend on scarcity, and with the immense pro¬ 
ductivity of modern industry scarcity can be 
maintained only by keeping a great many la¬ 
borers in idleness. Strachey goes further and 
says; “A direct attempt to produce plenty 
without a change in the ownership of the 
means of production [socialism] wrecks itself 
at once, since it takes no account of the fact 
that plenty will destroy profits, and that profits, 
so long as the means of production are privately 
owned, are a necessary condition for any pro¬ 
duction at all*”® 


® John Strachey, The Nature of Capitalist Crisis, p. 102. 



PROFITS 


473 


Qualities of successful businessmen 

Much has been written about the qualities 
necessary to business success. Some idealists 
have been sharply critical. Thus John Ruskin, 
always bitterly hostile to the business civiliza¬ 
tion that was growing up in England, ap¬ 
praised successful businessmen as follows: “In 
a community regulated by laws of demand and 
supply, but protected from open violence, 
the persons who become rich are, generally 
speaking, industrious, resolute, proud, covet¬ 
ous, prompt, m 'thodical, sensible, unimagina¬ 
tive, insensitive, and ignorant."' 

Although economics is far removed from his 
special field, Albert Einstein once defined a 
successful businessman as “mostly one who 
receives from his neighbors far more than his 
services to them justifies." Even more critical 
of the profit makers was Charles Francis 
Adams, himself a very wealthy railroad execu¬ 
tive but at the same time a man of scholarly 
interests: “Indeed, as I approach the end, I 
am more than a little puzzled to account for 
the instances I have seen of business success— 
money-getting. It comes from a rather low in¬ 
stinct. Certainly, so far as my observation goes, 
it is rarely met with in connection with the 
finer or more interesting traits of character. I 
have known, and known tolerably well, a good 
many "successful' men—"big* financially—^men 
famous during the last half-century; and a less 
interesting crowd I do not care to encounter. 
Not one that I have known would I care to 
meet again, either in this world or the next; nor 
is one of them associated in my mind with the 
idea of humor, thought or refinement. A set of 
mere money getters and traders, they were 
essentially unattractive and uninteresting."^ 
Bertrand Russell believes that there is no rea¬ 
son to assume that financial success has any¬ 
thing to do with intellectual superiority. 

Oto the other hand, Francis A. Walker, 
America's leading economist a generation ago, 
regarded profits as due mainly to exceptional 
abilities a^ classified businessmen into grades 
solely on the basis of ability. His highest grade 
included “those rarely-gifted persons who, in 


common phrase, seem to turn every thing they 
touch into gold; whose commercial dealings 
have the air of magic; who have such insight 
as almost to seem to have foresight; who are so 
resolute and fiim in temper that apprehension 
and alarms and repeated shocks of disaster 
never cause them to relax their hold or change 
their course; who have such command over 
men that all with whom they have to do ac¬ 
quire vigor from the contact and work for 
them as they would not, perhaps could not, 
work for others"—entrepreneurial Tarzans, 
presumably. In the next class below these were 
the men “of a high order of talent, though with¬ 
out genius or any thing savoring of magic, 
whoso unquiilified success is easily compre¬ 
hended, even if it can not be imitated: men of 
natural mastery, sagacious, prompt and reso¬ 
lute." Below this are the ‘"men who enjoy a 
harmonious union of all the qualities of the 
f'liti-epreneur, though only in moderate de¬ 
gree"; and below this, the multitude of men 
“c‘ommonly in business because they have 
forced themselves into it under a mistaken 
idea of their own abilities."® 

It is easy to generalize too freely about the 
qualities of successful entrepreneurs. As Mar- 
.shall says: “The abilities required to make an 
ideal employer are so great and so numerous 
that very few persons can exhibit them all in a 
very liigh degree. Their relative importance 
however varies with the nature of the industry 
and the size of the business; and while one 
employer excels in one set of qualities, another 
excels in anoiiier; scarcely any two owe their 
success to exactly the same combination of 
advantages. Some men make their way by the 
use of none but noble qualities, while others 
owe their prosperity to qualities in which there 
is very little that is really admirable except 
sagacity and strength of purpose."® Taussig 
likewise insists that “too much stress must not 
be laid on any enumeration of the business 
man's qualities. . . . The varief^v among the 
men who prove to have the money-making 
capacity is a standing cause of wonder."^® Yet 
Taussig suggests imagination, judgment, cour- 


^ Charles Frauds Adams, An Autobiography, p. 190. By permission of Houghton MiflBUln Company, 
publi^erg. 

• Fiands A. Waflewp, ToliHcd Economy, 3rd ed., np. 238-239. 

® Alfred Marshall, Principles of Economics, p. 298. 

F. W. Taussig, Principles of Economics, 4th ed., vol. ii, pp. 169-173. 
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age^ and administrative capacity as essential to 
great business success. He believes further that 
surprises are more common in business than 
in any other walk of life; that the qualities 
which make for success not infrequently de¬ 
velop late, or at any rate show themselves late, 
and only under actual trial. Henry Ford, who 
did not begin to achieve success until he was 
forty years old, is a good example of this. 

Development of business leaders 

As far as home environment and training 
are concerned, it is clear that most business 
leaders come from business families. Taussig 
and Joslyn found that few come from families 
of laborers, that an increasing proportion of 
them have college training, and that about 
one-fourth have relatives who gave them their 
first position—pull” is apparently of some 
importance. The Fortune study already re¬ 
ferred to found that, of the presidents of 100 
large corporations, 54 had gone to college, 32 
were self-made in the fullest sense of the word, 
12 had inherited their positions, and only 9 
had been office boys.^^ These proportions prob¬ 
ably represent a change from those prevailing 
a generation or two ago. Probably the propor¬ 
tion of college men has increased, very likely 
the proportion of self-made men has declined, 
and there is some reason to believe that the 
proportion of men who achieve their positions 
through family connections has risen. 

Formal business training. The extent to 
which entrepreneurial ability can be developed 
by specialized training is a question about 
which there is some difference of opinion. The 
past few decades have seen the rapid develop¬ 
ment of business schools of various kinds, first 
in business colleges and later in high schools 
and universities* College training in business 
began in the Wharton School of Fmance and 
Economy at the University of Pennsylvania 
in 1881; today almost all our universities and 
many of our colleges have schools of business 
with a total enrollment of nearly 100,000 
students. 

Business training in the United States, as 
elsewhere, does not have as its main objective 
the development of entrepreneurs. As big busi¬ 
ness comes to dominate the economic field 


more and more, there are fewer and fewer 
opportunities for business leaders, and greater 
ability is needed by those who manage the 
large enterprises. Since most students are onlv 
moderately able, it would be futile to try to 
train all of them for such important positioxis; 
therefore business schools are devoted partly 
or mainly to training accountants, statisticians, 
salesmen, and other specialists, and to broaden¬ 
ing their students’ outlook through the study 
of economics and the other social sciences. 

Business ability of the highest order, like al¬ 
most all kinds of genius, has seldom owed much 
to formal education; and it is not likely that 
college training in business would have been of 
much direct benefit to such leaders as Carnegie, 
Rockefeller, and Vanderbilt. Indeed it might 
have reduced their power to earn and accumu¬ 
late money by enlarging their intellectual in¬ 
terests and reducing their interest in money. 

There are some reasons for believing, how¬ 
ever, that a business education may develop 
entrepreneurial ability in moderately able 
young men. A knowledge of such tool subjects 
as accounting and statistics is useful in any 
business. An understanding of the principles 
of economics, particularly such subjects as 
money and banking and business cycles, may 
enable a businessman to understand broad eco¬ 
nomic trends, avoid heavy losses in a crisis, or 
take advantage of a rising tide of prosperity. 
Some understanding of labor problems should 
enable him to get along with his employees 
more harmoniously than most businessmen do. 
Businessmen sometimes lose heavily as a result 
of strikes and labor trouble that they could 
avoid if they understood labor psychology bet¬ 
ter. Indeed a college education often proves 
useful in many ways, directly and indirectly; 
and as the amount of systematic knowledge of 
business increases, a college education will be¬ 
come more and more essential. Whether, as 
some predict, business will ever become a pro¬ 
fession in the sense that medicine and law are 
professions may well be doubted, for business 
is assumed to be based on the profit motive, 
whereas the professions are assumed to be 
based in part on other motives, such as the 
desire to render a public service. Nevertheless, 
business will no doubt tend toward the profes- 


Fortune, February, 1940, pp. 58 ff. 
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sional ideal. Such fields as accounting have education, in business as in any other vocation, 
already attained something approximately pro- is competently supervised training in doing the 
fessional status. things that the student expects to do later. 

Business education is usually not of such a Thus the business student should be trained to 

character as to bring out the students^ best solve the type of problems that ho will face 

talents. Some of the work is of no great im- later as a businessman. The development of 

portance; in some cases it represents merely this type of education may be seen in our law 

facts which are collected and loaded into the schools in the past few decades. At one time 

students* minds “as goods are loaded into law students were required to study “the law” 

trucks.” Marshall believed that the aim of as found in textbooks, a process very largely 

business training should be to develop power of memorizing decisions and principles as sum- 

rather than kno\/ledge, an aim which is ignored marized and digested by the writers of the 

in many courses commonly offered. His criti- textbooks. Dean Langdell of the Harvard Law 

cism of such training in England applies also School, believing this to be the wrong method, 

to that in the United States: “A great part of developed the case-book method, which re- 

the instruction, given in most schools and quires the students themselves to study and 

many universities, imparts information, with digest the cases and extract the correct prin- 

scarcely any education in the true sense of the ciplcs, just as they will have to do later when 

term: much of it even tends to hinder the practicing; and this method is now followed 

movements of faculty by clogging it with inert widely in law schools, although textbooks are 

matter. For indeed a man, whose own mind still used to some extent. In business training, 

is stagnant, can impart knowledge without the Harvard School of Business Administration 

effort: but the education of faculty is a task follows the same principle to some extent in its 

which calls for vitality and initiative on the use of the problem method, which consists in 

part of the educator.”^- training the students to solve problems taken 

There is good reason to believe that tlie best from actual business life. 

QUESTIONS 

1. Define profits. For what functions are they received? Distinguish wages of management from 
pure profits. 

2. In competitive areas of our economy profits tend to be balanced by losses. Why? Why must 
they include wages of management, even in the long run? 

3. Name some of the dynamic changes that may yield pure profits in the short run in a competi¬ 
tive economy. 

4. Why are profits not analyzed in terms of demand and supply, like wages, interest, and rent? 

5. How could an employer make pure profits by exploiting labor when other employers are bid¬ 
ding for it? Is it conceivable that an employer might reap losses because of exploitation by a 
labor union? If you think it is, give an illustration or two. 

6. Could a purely competitive producer make a profit by exploiting consumers? Could a mo¬ 
nopolistically competitive producer do so? Does consumer rationality have anything to do 
with the question? 

7. Why are farmers willing to work year after year when they never earn pure profits? 

8. A farmers net income averages $10,000 a year for twenty years. Is this, or any of it, pure 
profits? Why or why not? 

9. “Profit is merely one form of wages and is essentially in strict parallel with wages. Had 
usage so decreed, the two terms might well have been merged. Anywhere that wages are 
high, profits may also be expected to be high.” Do you agree? Explain. 

10. In what respects do profits resemble rent? Could you call them “quasi-rents*? 

11. Why do pure profits tend to disappear in a competitive industry, and to persist in mo¬ 
nopoly? 

Alfred Marshall, Industry and Trade, p. 356. 
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12. Must the profits be higher for entrepreneurs in unusuaDy risky businesses? On what theory 
of the character of businessmen do you base your answer? 

13. Since the only pure profits that tend to persist in the long run are monopoly profits, a tax 
on {U'ofits will not reduce enterprise appreciably and will be a reasonably fair tax. Do you 
agree? Discuss fully. 

14. If the most efficient manufacturers of cotton cloth are making 25 per cent on their invest¬ 
ment and the least efficient or marginal producers are making 7 per cent, will the price of 
cotton cloth tend to rise if, through taxation, the government confiscates all profits above 
20 per cent? Explain. 

15. "Tor unto everyone that hath shall be given, and he shall have abundance: but from him 
that hath not shall be taken away even that which he hath.” Give illustrations of this great 
economic law. 

16. Why are profits, including wages of management, low in individual retailing and the small 
service industries? Why are they high for the producers of patent medicines, drugs, and 
cosmetics? 

17. What are some of the difficulties in distinguishing earned from unearned profits? 

18. The Pratt and Whitney Aircraft Corporation was reported to have realized a total return 
of 1,142,725 per cent between 1925 and 1932. Were these profits ‘earned”? 

19. Mention some of the essential characteristics of successful entrepreneurs. Would it be fair 
to summarize them by saying .that the characteristics of businessmen are such as enable 
them to survive in business? 

20. The owners of privately owned public utilities insist that there are no profits in this field 
because the rates are regulated. Wliat evidence is there to the contrary? Name some mo¬ 
nopolies which earn no profits. 

21. If wealth is the basis of our humane and tender sentiments, are not our businessmen the 
“backbone of modern civilization”? 

22. Michael Faraday worked for a salary of £100 a year at the Royal Institution and, through 
his observations of electricity and magnetism, laid the basis for the telegraph, the radio, 
and the increasing use of the new force, electric power. Who got the profits from his work? 

23. “The easier a business is to enter, the lower the profits earned.” Why? 

24. “It is profits, monopoly profits, that make our economy a ‘scarcity system.' ” Do you agree? 
Argue that our economy would work better, would provide more jobs and more goods, if 
there were no pure profits. 



Chapter 33. 

Public Finance: The 
Governments Share 


Senate Finds 2 Billion Mighty Hard to Obtain 

Diary of the United States senate trying to find 2 billion dollars that it 
already had spent, but didnt have: 

Monday—Soak the rich, 

Tuesday—Begin hearing from the rich. 

Tuesday afternoon—Decide to give the rich a chance to get richer. 

Wednesday—Tax Wall Street sales, 

Thursday—Get word from Wall Street: '*Lay off us or you will get no 
campaign contributions'' So Thursday afternoon decide: was wrong 

about Wall Street." 

Friday—Soak the Utile fellow. 

Saturday—Find out there is no little fellow. He has been soaked till he is 
drowned. 

Sunday — Meditate. Next week same procedure, only more talk and less 
results. 

Yours, * 

Will Rogers. 


Not all the income goes directly to labor, 
owners of capital and land, and entrepreneurs. 
An increasing proportion of it goes to the gov¬ 
ernment to pay for its expanding functions. 
The government pays out a share of its income 
largely as wages to labor and interest on capi¬ 
tal It seldom rents land, but almost always 
buys what it needs, and receives "implicit” 
rent on it; and it does not hire entrepreneurs 


in the true sense of the word, because those in 
charge of government enterprises do not seek 
a profit for themselves. Although government 
revenues thus go ultimately to one or another 
of the producing factors, these revenues de¬ 
mand separate consideration; for to the extent 
of government activities—^at any rate beyond 
the elementary functions of preserving order, 
safeguarding property rights, and e^orcing 
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contracts—^we have not capitalism but social¬ 
ism. Nowhere is the trend away from private 
enterprise so clearly evident as in the increase 
in government functions and the rising burden 
of taxes. 

The rise in government expenses 

Government expenses have risen steadily 
since the establishment of our national govern¬ 
ment. The per capita cost of the federal gov¬ 
ernment was about $1 in 1791; in the seventy 
years from then to the beginning of the Civil 
War it rose to $2; before the First World War 
it was $10; in the years before the Second 
World War it amounted to $70, and during 
that war it soared to around $600. In 1945, 
the war budget called for more than 50 per 
cent of the national income. 

The expenditures of our state governments 
have risen less than those of the federal gov¬ 
ernment, yet their total increased almost 1000 
per cent between 1903 and 1928. Until the 
outbreak of World War II, the cost of munici¬ 
pal government roughly paralleled that of the 
federal government; the per capita expendi¬ 
tures of Boston, for instance, rose from $3.69 
in the period 1818-1821, to $76.34 in 1922. 

Disregarding for the present the increased 
cost due to war, to what causes shall we at¬ 
tribute this inexorable rise in the expenses of 
government? Clearly, one cause lies in the fact 
that a majority of the people want the govern¬ 
ment to do more for them, because they vote 
for the increases. They do not like to pay the 
taxes this requires, and many of them complain 
bitterly of our government’s "extravagance" 
and "waste" and "bureaucracy" and, in some 
cases, “crookedness”; but most of them seem 
unable to understand the connection between 
government functions and taxes, and when 
someone starts a campaign for a new school 
building or an armory or a memorial building 
or a park improvement, they jump onto the 
bandwagon and ride to the polls to vote for it. 

The people want the government to do more 
for them* With greater wealth and rising in¬ 
comes, they are in a position to spend more 
for government services, just as they can 
spend more for privately produced goo^ and 
services. The people spend more for furnaces, 


automobiles, radios, electric refrigerators, and 
tiled bathrooms; and so do they vote for gov¬ 
ernment expenditures for better schools, paved 
streets and highways, more public parks, li¬ 
braries, museums, and hospitals, and better 
armies and navies. Lutz cites figures which 
suggest that from 1890 to 1913 public ex¬ 
penditures rose less rapidly than the national 
income, but that between 1913 and 1926 they 
rose somewhat more rapidly.^ Certainly, after 
the onset of the depression in 1929, they rose 
much more rapidly tlian national income, at 
first because of the cost of public relief and 
“pump priming,” and later because of the cost 
of the war. 

In the second place, technological advances, 
the increasing interdependence of people and 
sections, and the growing complexity of our 
economic system call for more administrative 
and regulatory activities of various kinds. The 
largely self-sufficient pioneer farmer or small¬ 
town dweller did not require many government 
services beyond those of a sheriff or constable, 
a road overseer, a school teacher, and a few 
county oflBcers. Today people who live in cities 
—^where, thanks to the advances in technology 
an increasing proportion of the people live— 
demand and must have the services of many 
public officials. As the city water system super¬ 
seded the farm well, as the electric light re¬ 
placed the kerosene lamp, as the street car and 
bus displaced the horse and buggy, personal 
responsibility yielded more and more to public, 
collective responsibility, and public functions 
increased in number and importance. The 
growth of cities also created new demands for 
health protection which were met by the de¬ 
velopment of medical and sanitary services, 
partly as a public function. 

A third reason for the rise in public expendi¬ 
tures is the growing humanitarianism of recent 
times, itself largely a result of the wealth and 
comfort of the machine age. No longer do we 
view with indifference the plight of unfortu¬ 
nate people, but we provide various means of 
alleviating their har^hips. The cost of this 
relief has been rising for many years, but with 
particular rapidity since the beginning of the 
Great Depression. More and more we try to 
protect labor, to provide in some way for the 


^ Haiiey L. Lutz, Fuhlic Finance, 2nd ed., pp. 87 ff. 
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defective and the indigent~if not very weO, 
at any rate far better &an we did a few dec¬ 
ades ago. Even criminals receive far more 
humane and generous treatment than they did 
a generation ago, but at greater expense, of 
course. 

In the fourth place, this growing humani- 
tarianism has been accompanied by the devel¬ 
opment of political democracy; and, as Groves 
says, '‘Democracy tends toward liberal spend¬ 
ing.*' If today, as in colonial days, there were 
a property quaL'^cation for voting, property 
owners would doubtless be less inclined to vote 
for expansion of government expenditures. Not 
only has the vote been extended to a larger 
proportion of the people, but a smaller propor¬ 
tion of the people own property in any con¬ 
siderable amount. 

In the fifth place, it is often contended that 
a government agency, once established, con¬ 
tinually strives to expand its functions and its 
staff, and that this is an important cause of the 
increase in government expenditures. There is 
some truth in this, particularly for the agencies 
and departments which have grown very large. 
In some states, the highway department has 
become a strong enough political force to in¬ 
fluence its own appropriations to some extent. 
Particularly is this true where state highway 
departments provide healthful summer em¬ 
ployment for football players of the state 
schools. The Army and Navy Departments in 
Washington are often able to wield consider¬ 
able political power in the direction of gener¬ 
ous appropriations for defense. Generally, how¬ 
ever, although most government departments 
and bureaus naturally regard their work as 
important and try to secure funds for expan¬ 
sion, they can do so only if they have a case 
which will impress the legislators more strongly 
than the public clamor against high taxes. The 
main cause of increasing government expendi¬ 
tures is not to be found here. 

In the sixth place, the responsibility for our 
increasing public expenditures, and for some 
other cridcal problems as well, must to some 
extotit be charged to the organization of gov¬ 
ernment powers set up by our Constitution. 
Tfae>Fresident represents t^ pec^le of the en¬ 
tire country md is responsible to the entire 
Goiititry; but Senators and Congressmen repre¬ 
sent only tfahir own states or congsessional 
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districts and are responsible only to the people 
therein. They are not ordinarily held responsi¬ 
ble for the failure of broad governmental pdi- 
cies, such as the balancing of the budget, if 
they get something for the home folks; and the 
result sometimes is that, through logrolling and 
vote swapping, they pile up federal expenses 
imreasonably. When the bonus legislation was 
under consideration, for instance, several Presi¬ 
dents vetoed the various bills; but Congress, 
not daring to oppose the bonus on the grounds 
of economy, finally passed it over the presi¬ 
dential veto. President Franklin D. Roosevelt 
was often accused of gross extravagance in 
government affairs, and with some justice; yet 
it is doubtful if his record was worse than that 
of Congress. 

The common charge that government in¬ 
efficiency and graft are causes of the rise in 
public expenditures is certainly invalid. Ex¬ 
travagance there has been at all times, but the 
general trend in government activities has long 
been toward greater efficiency and higher 
standards of integrity. This will be evident to 
anyone who reads the sordid story of federal, 
state, and municipal government during the 
past century. 

For various reasons, federal expenditures 
have risen more rapidly than those of the states. 
One cause is the vast increase in war expendi- 
tures, which are paid by the federal govern¬ 
ment. Another important reason is that with 
our more efficient transportation and communi¬ 
cation, and the consequent closer integration 
of the country, state lines mean much less than 
they once did, and the federal government has 
assumed some functions that once belonged to 
the states, or in some cases to the local govern¬ 
ment units. When people rode in wagons and 
buggies, most roads wero cared for, if they 
were given any care at all, by the township 
road overseer. Later, when the automobile 
came in and better roads were needed, the 
states assumed much of this responsibility; and 
still later, when interstate traffic became im¬ 
portant, the federal goveriunent assumed part 
of the cost of road building. Similarly, in the 
apprehension of criminals, a function once as¬ 
sumed by the county sheriff, town marshal, or 
city police, the federal government is taUng an 
increasingly important part through . ^ Fed¬ 
eral Bureau of Investigation, and at a gtoat iar 
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crease in the risks attending criminal adven* 
ture. The federal government probably will 
expand its functions at the expense of the 
states even further, because many that now be¬ 
long to the states, such as the regulation of 
corporations, can be performed better by the 
federal government 

Federal expenditures 

Before World War II, the federal govern¬ 
ment spent about a billion dollars for national 
defense and about 7 billions for other federal 
functions. In the fiscal year ending June 30, 
1945, it spent 88 billions for national defense, 
and nearly 11 billions for other purposes. Esti¬ 
mates for the fiscal year 1946, the first postwar 
year, run as follows (in millions of dollars): 


National defense $60,400 

Interest on the public debt 4,500 

Tax refunds 2,725 

Veterans* pensions and benefits 2,612 

Aids to agriculture 410 

Social Security program 408 

Work relief 14 

Retirement funds (government employees) 480 

General public works program 304 

General government expenses 1,143 

Supplemental items and adjustments 347 


Total $82,532 


The cost of war has thus risen to fantastic 
figures. The First World War is estimated to 
have cost all the nations involved a total of 211 
billions, exclusive of allowances for lives lost 
and other non-monetary losses. The cost to the 
United States was more than 40 billions. The 
Second World War cost us about twice this 
amount, annually. Wliy this astronomical in¬ 
crease? Of the many causes for it, the most 
important is the complexity and expensiveness 
of present-day weapons, and the vast scale on 
which wars are now fought, on sea, on land, 
and in the air. A modem battleship costs 60 
million dollars or more; a superbomber, half a 
^million; a heavy tank, $114,000; it costs about 
$1000 to fire one 16-inch cannon. The equip¬ 
ment used on a battlefront of 300 miles costs 
hundreds of millions of dollars and it is worn 
out rapidly. The government spends some $50,« 
000 merely to train a bomber pilot. 

Obviously a nation fighting for its life will 
not skimp on military equipment but will buy 
all it can afford; and, for a rich nation, this is 


of course a great deal. The cost of such equip¬ 
ment is high, partly because much of it repre¬ 
sents emergency and consequently high-cost 
production, and partly because the monopolies 
controlling the production of most war equip¬ 
ment take advantage of the government's sud¬ 
den and imperious needs. 

Other federal expenses have been increasing 
too, but much less rapidly; and the increase has 
been due largely to the growing cost of vet¬ 
erans' pensions and interest on the public debt, 
both indirect war expenses. Veterans' pensions, 
which cost 550 million dollars in 1939, rose 
to 2612 millions (estimated) in 1946, and will 
of course rise further in future years. Interest 
on the public debt, only 941 millions in 1939, 
rose to 4500 millions in 1946. 

State expenditures 

State expenditures are made largely for what 
are called “developmental” purposes, that is, 
for the general social welfare. Of the total of 
5892 million dollars spent in 1943, contribu¬ 
tions to the unemployment compensation fund 
accounted for 1171 millions, schools 1113 mil¬ 
lions, highways 965 millions, welfare expendi¬ 
tures 913 millions, hospitals 267 millions; 
smaller sums were spent for public safety, 
health, correction, libraries, interest on debts, 
recreation, and conservation of natural re- 

Local expenditures 

Local government expenditures are made for 
somewhat the same purposes as those of the 
states, with schools, charities, hospitals, and 
correction constituting the most important 
items. Policing, health and sanitation, recrea¬ 
tion and libraries also call for considerable 


The effects of public expenditures 

It is often assumed that government ex¬ 
penditures represent largely a waste of money, 
a mere subtraction from the income of society; 
on the other hand, many people think that 
government disbursements of money are bene¬ 
ficial, irrespective of the objectives sought, be¬ 
cause they “put money in circulation." There 
is only a mo^cum of truth in either view. As 
to the first, there is indeed some waste of public 
funds in the sense that some public spending 
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yields less satisfaction than would the private 
spending of the same amount of money. If 
all our people paid equal amounts of taxes and 
received equal benefits from government ex¬ 
penditures, there would be less wasteful spend¬ 
ing; for every taxpayer would balance cost 
against benefit and presumably would stop 
voting for public spending when the marginal 
utility secured by publicly spent dollars just 
equaled the marginal utility afforded by pri¬ 
vately spent dollars. Maximum satisfaction 
would tlius be sc::ured. 

Unfortunately, however, not all share 
equally in costs and benefits. Almost everyone 
is familiar with the congressional pork barrel 
for building post offices, dredging rivers and 
harbors, and otherwise spending public money, 
sometimes wastefully, in communities strongly 
represented in Congress. The costs of such 
projects are borne by all the taxpayers in the 
country, but only a few receive the benefits, 
if any. This is more or less true of many kinds 
of government expenditures. Every public 
building, every public park or forest or high¬ 
way or airfield, every government grant for 
any purpose whatsoever, is sure to be of much 
greater benefit to some than to others; and on 
every legislative calendar there are bills ap¬ 
propriating public money largely for the benefit 
of a few minority classes. Through the familiar 
political strategy of logrolling a few interested 
groups may combine to pass such bills, with 
resulting waste of public funds. Some of the 
shipping and air mail subsidies and the railroad 
and pension grants of the past were of this 
character, and in recent years some of the 
more extravagant old-age pension schemes rep¬ 
resent efforts to raid the public treasury for 
the benefit of a minority group. There is always 
a great deal of such waste in wartime, partly 
because of the speed required in a national 
crisis, and partly because selfish interests can 
often take advantage of the general excitement 
and confusion and reach into the public purse 
with one hand, while waving the flag with 
the other. 

The theory that public expenditures are 
beneficial because they **put money in circula¬ 
tion’* need not detain us. They may be justified 
as a depression "^shot in the arm,” as a way of 
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priming the pump, but we have pointed out the 
general fallacy of all such theories. 

Despite the common criticisms of govern¬ 
ment waste and extravagance, the people prob¬ 
ably get as much from their tax dollars as from 
the dollars they spend personally; but the gov¬ 
ernment spends for a different type of goods 
and ser\dces, usually for "immaterial” ends— 
education, charities, health, and sanitation— 
rather than for groceries and automobiles and 
gasoline and refrigerators. For the long run its 
expenditures certainly seem as wise as those of 
most individuals. Our bill for public education 
is apparently not much higher than the bill 
for peibimeiy, cosmetics, and tobacco; and our 
public expenditures for health and sanitation 
are less* than the amount spent for chewing 
guru. Although people may get more immediate 
satisfaction from perfumery and cosmetics and 
candy and gum than from education and from 
public health and sanitation, in the long run 
the latter are unquestionably more important. 
Much of the governments expenditures not 
only contribute to production, at any rate in 
the Irtng run, but raise the quality of life. 

The long-run view which the government 
takes is essential in many activities. The future 
welfare of the countiy depends on the educa¬ 
tion of the children of today, on their protec¬ 
tion from disease and unhealthful surround¬ 
ings. Conservation is necessarily a government 
problem. Private lumbermen made high profits 
by slashing the timber on the mountainsides, 
oil producers oi^teii found it profitable to waste 
all tlie natural gas and much of the oil; and 
farmers could at least make a living exploiting 
the virgin soil, for a while; but when it became 
evident that the interests of future generations 
were being ignored, the government had to 
step in. The government must expand its con¬ 
servation activities very greatly if it is to guard 
the future welfare of the people. 

Public revenues: classification 

There is no perfectly logical classification of 
pubUc revenues, but the following, adapted 
from Lutz, will serve as well as any:* 

1. Commercial revenues 
Public industries 
The public domain 


140-141. 
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2. Administrative revenues 

Fines 

Fees 

Special assessments 

3. Taxation 

4. Public loans 

Commercial Revenues 

Public industries 

Public industries are much less important 
in the United States than in some other coun¬ 
tries. In several European countries, and In 
Australia, New Zealand, and Canada, the gov¬ 
ernment, national or state, operates some or 
all of the railroads; in France and several other 
countries the government conducts the tobacco 
industry as a state monopoly; and various cities 
diroughout the world operate some or all of 
the public utilities. Our federal government 
has no important industries, except the post 
ofiBce, certain types of banks, and a few giant 
hydroelectric plants, including the Tennessee 
Valley Authority and the Boulder and Grand 
Coulee Dams. None of these were established 
for the purpose of securing revenues, and none 
have yielded net revenues; in fact, most of 
them were unattractive to private enterprise— 
a common reason for government operation. 

The states, like the federal government, en¬ 
gage in few commercial enterprises, although 
North Dakota has experimented with state 
operation of a bank, a flour mill, and terminal 
elevator, and with building homes, all of which 
yielded deficits instead of net revenues. Cities 
have gone much further. Most of our city water 
systems are municipally operated, as are a 
considerable number of electric and gas utili¬ 
ties and street railway systems. Some cities 
operate wharves, docks, and public markets 
as a needed public service, not as a means of 
raising revenues. 

If we could appraise correctly the results of 
the municipal operation of utilities, we could 
throw some light on the problem of private 
enterprise versus socialism; but it is difficult 
to assay the resiilts and draw definite conclu- 
sions. Students of the problem are by no means 
in agreement. Some assert that municipally 
operated utilities are usually Subject to politics, 
badfy managed, and unprogressive, and that 
their rates are no lower riian those of the pri¬ 
vately operated utilities; others insist that they 


are no more subject to political pressure than 
the private utilities, that their management is 
quite as good, and that dieir rates are generally 
lower. From the mass of conflicting evidence 
and opinion, a few conclusions seem justified. 
There is no reason to believe that municipal 
operation is more subject to politics than pri¬ 
vate operation, although it may be subject in a 
different way. Privately operated utilities have 
often exerted a corrupting influence on munici¬ 
pal affairs; in fact, it would scarcely be an 
exaggeration to say that most American cities 
have usually been dominated to some extent 
by them. Cities ruled by corrupt machines, as 
most of our cities have been, are in somewhat 
the same position whether the utilities are pri¬ 
vately or publicly operated. Privately operated 
utilities are likely to corrupt the government, 
and publicly operated utilities are sometimes 
corrupted by the government. Privately op¬ 
erated utilities are often exploited by financial 
insiders, and publicly operated utilities by 
political insiders. In either case, the public pays 
the bill. 

As to management, some municipal plants 
have been badly managed by incompetent 
political appointees, but some privately op¬ 
erated plants—^those in the Insull and Hopson 
holding companies, for instance—^have also 
been mismanaged and exploited. On the other 
hand, some municipal plants have been man¬ 
aged very well and have offered exceptionally 
low rates; some have made enough profit to pay 
a considerable part of the general expenses of 
the city. Here again the character of the city 
administration is the decisive factor. With an 
honest and efficient administration, a city is 
likely to secure fair service from its utilities, 
whether they are privately or publicly operated; 
witb a corrupt or inefficient government, it is 
likely to have poor service regardless of how 
the utilities are operated. There is this qualifi¬ 
cation: however well a city may be governed, 
it cannot regulate utility rates effectively, be¬ 
cause such rates are regulated not by the dty, 
but by a state commission; and rate regulatum 
is not generally effective. 

Tfie public dontain 

UnHke publi^ operated industries, the 
puUic domain is very important, although it 
yields no net revenue but on die contrary is 
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maintained at a net expense to the Treasury. 
When the national government was estab< 
lished, Alexander Hamilton, Secretary of the 
Treasury, adopted the policy of selling the 
public domain, in large or small tracts, in order 
to raise badly needed revenues for the new 
government. In 1841 the Preemption Act pro¬ 
vided for settlement in tracts of not more than 
160 acres, and payment of $1.25 an acre; and 
in 1862 the Homestead Act abandoned the 
idea of revenue entirely, allowing settlers to 
take up 160 ac. of land and receive a title 
free, after five years of occupancy and cultiva¬ 
tion. Still later, about 1891, the government 
began to shift from this policy of rapid settle¬ 
ment to a policy of reservation of most kinds of 
public lands, as a result of which we have a 
public domain of considerable magnitude. Tlie 
new policy was adopted not with the idea of 
gaining revenues from leasing the public do¬ 
main but rather to conserve it; and there is lit¬ 
tle chance that it will yield any considerable 
net revenues, at any rate for many years in the 
future. Most of it is land that private interests 
did not appropriate because they did not think 
it worth taking 

Administrative Revenues 

Administrative revenues accrue from various 
administrative functions of the government 
which are conducted not for the sake of 
revenues, but because they are necessary to the 
general welfare. They are most important in 
local governments. Fines are or should be im¬ 
posed not for the purpose of securing revenues 
but to preserve the peace. A violation of this 
principle used to be seen in the arrest and 
fining of passing iriotorists by the constables of 
small towns through which important high¬ 
ways run. Fees are supposed to cover merely 
the cost of the service rendered, although they 
are often too high or too low for that; when too 
high, they become to that extent taxes. Special 
assessments are often levied against real prop¬ 
erty to cover the cost of improvements, street 
paving for instance, which are presumed to 
benefit the property. They are supposed to be 
Ihnited to the amount of the benefit received, 
but actually they are sometimes assessed with 
little regard to benefits. For all these reasons, 
there is much to be said against administrative 
X^nues, partieularly fees* 


Taxation 

Taxes yield almost all the revenues received 
by the federal, state, and local governments, 
except those secured by borrowing. In 1937— 
to take a year before the Second World War 
—^the total tax revenues of the various govern¬ 
ment units were $12,500,000,000; of this, the 
federal government received $5,000,000,000, 
the states about $3,000,000,000, and the local 
units, including the cities, about $4,500,000,- 
000. This was approximately $100 per capita 
and constituted about 18 per cent of the total 
national income, obviously a fairly heavy bur¬ 
den. In 1944 the total tax revenues had risen 
above 50 billions. 

Theories of taxation 

Before analyzing the tax systems of the vari¬ 
ous government units, it will be well to con¬ 
sider certain questions relating to the general 
theory of taxation; and our initial task is to 
distinguish between two theories of the func¬ 
tion of taxation, the pure financial and the 
politico-social. Acc*ording to the pure financial 
theory, the function of taxation is to get the 
money needed, in the cheapest and fairest way 
possible, without much regard to the effects of 
the taxes or expenditures on the distribution of 
income among the different classes of society, 
and with no program for remaking society in 
any way. Taxes should not be too heavy and 
should be proportional to income rather than 
progressive—^at a. higher rate on the larger in¬ 
comes. The politico-social theory, on the other 
hand, looks to the use of taxation as a means 
of social reform. It calls for progressive taxes 
and generous expenditures for the benefit of 
people with low incomes. 

This country, like all the others, is moving in 
the direction of the politico-social theory; for 
as the burd^ of taxation increases, it becomes 
more and more necessary to consider its effects 
on the social well-being. Various tax measures, 
both federal and state, have followed the po¬ 
litico-social theory to some extent, with the 
dear purpose of changing our society in one 
way or another. Our steeply progressive income 
and death taxes are designed to reduce eon* 
nomic inequalities and establish a more demo¬ 
cratic society; our sales and poll taxes tend to 
make society more aristocratic; heavy taxes on 
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cigarettes and liquor are intended to discourage 
injurious and sinful habits; corporation income 
taxes, graduated according to the size of in¬ 
come, are designed to reduce the size of corpo¬ 
rations and even to discourage the corporation 
form of business; severance taxes, imposed on 
current yields of timber and minerals, are to a 
slight extent calculated to discourage the ex¬ 
ploitation of natural resources and encourage 
their conservation; taxes on chain stores tend 
to preserve individual proprietorships in re¬ 
tailing; heavy hunting licenses tend to conserve 
wild life. 

justice in taxation 

A great deal is said about justice in drawing 
up tax programs; but unfortunately the word 
"justice” is very diflBcult to define. Almost 
every tax has been defended as just or con¬ 
demned as unjust. Yet the concept of justice is 
not quite meaningless. It may be said, for in¬ 
stance, that there is some justice in almost any 
old tax, and that a new tax inevitably imposes 
injustice. Let us assume that the tax system 
has been unchanged for thirty years, that all 
the taxes are old, and their rates the same for 
all these years. There has been time for people 
to become accustomed to the taxes, to take 
them into consideration in their business cal¬ 
culations. The prices of farm lands have been 
adjusted to the land tax; city homes sell at 
prices which allow for the taxes on such prop¬ 
erty; most businessmen have chosen their fields 
of activity with due allowance for the taxes 
they must pay; salaries have been adjusted to 
the taxes imposed on incomes. In such a situa¬ 
tion brewers or saloon keepers would have no 
right to complain if their taxes were high, be¬ 
cause they would have entered the business 
with full knowledge of the fact that the taxes 
would be high. Now suppose that the tax sys¬ 
tem is revised and the rates on some businesses 
and some kinds of property are raised, and on 
others lowered. Clearly some injustice will be 
done, for some people will reap unearned gains 
throu^ the reduction and others will suffer 
unmerited losses. This does not mean that the 
tax system should never be changed, for bad 
taxes should be replaced by better ones when¬ 
ever possible; but it does show that there is 
some logic in the claim that old taxes are just 
and that new ones involve injustice. 


Apportionment of the tax burden 

There are various theories as to the proper 
apportionment of the tax burden, but we shall 
consider here only three: the benefit theory, 
the ability theory, and the minimum sacrifice 
theory. According to the benefit theory, the tax 
burden should be imposed on the various 
taxpayers in proportion to the benefits re¬ 
ceived from the expenditure of the tax rev¬ 
enues. There is a measure of validity in this 
theory, and it is employed in the imposition 
of many fees and of all special assessments. 
The gasoline tax squares with the theory fairly 
well, if the proceeds are used only for road 
construction and maintenance. Generally, how¬ 
ever, the benefit theory is of little use in formu¬ 
lating an enlightened tax system. For one thing, 
it is impossible to calculate the benefit which a 
taxpayer receives from any given government 
expenditure. Moreover, it would be practically 
impossible to apportion most taxes on this 
basis, for the poor receive perhaps even greater 
benefits from many government services than 
the rich, yet they could not pay taxes in any 
such proportion. 

The ability theory meets the practical re¬ 
quirements of a tax system better, even though 
the taxpaying ability of a particular individual 
cannot be determined exactly. Ownership of 
property was at one time thought to be a satis¬ 
factory criterion, but, particularly in recent 
years, many farmers and others who own con¬ 
siderable amounts of property have had small 
net incomes. The best test of ability would per¬ 
haps be net income; yet it might make a great 
deal of difference from what source the income 
is derived—^from property, for instance, or 
from labor. A man who receives $2000 a year 
from property he owns is in a much better 
position than a man who earns the same 
amount for his labor because the latter's in¬ 
come ceases in the event of illness or in¬ 
capacity. 

A common argument against the use of the 
ability theory is that it may penalize the able, 
energetic, and thrifty for having got them¬ 
selves in a position where they are “able” to 
pay taxes; while it rewards tihe weak, lazy, 
and shiftless with tax exemption. To the extent 
that wealth, income, and taxpaying ability are 
the result of natural, hereditary qualities, this 
may not seem unfair or unjust» for the strong 
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iiiay properly be expected to carry a tax bur¬ 
den proportioned to their strength, but to the 
extent that wealth and income are the reward 
of hard work and saving, there is an element 
of unfairness, and even social folly, in penaliz¬ 
ing the successful with heavy taxes. In spite of 
all this, however, the ability theory must be 
weighted heavily, if for no other reason than 
because when the government needs revenues 
it must go to those who are able to pay. 

The minimum sacrifice theory of taxation 
calls for such apportionment of taxes as will 
involve the minimum total sacrifice, which 
means equal sacrifice for all. There is nothing 
wrong with this theory as an ideal, and it is 
used to some extent—in the income tax, for 
instance, which levies a higher rate on large 
than on small incomes—^biit it results in some¬ 
what the same tax system as the ability theory. 
In weighing sacrifice, however, we must dis¬ 
tinguish between direct and indiiect sacrifice. 
If only direct sacrifice is to be considered, this 
theory would call for extremely high taxes on 
the rich and complete exemption of the poor, 
because the rich could pay a great deal with 
less sacrifice than the poor could pay even a 
little. With the direct sacrifice, however, must 
be included the possible indirect sacrifice re¬ 
sulting from taxation—^reduced incentives for 
enterprise, savings, and capital investments, 
and therefore reduced production of goods. 
The poor might sacrifice a great deal, indi¬ 
rectly, if all the taxes were paid by the rich, 
for this might kill the goose that lays the 
golden eggs. It is doubtful if we have gener¬ 
ally taxed the rich so heavily as to bring these 
unfortunate consequences, but it is not outside 
the realm of possibility. 

The tax burden and economic classes. All 
this brings up the question as to how the bur¬ 
den of taxation should be apportioned among 
the various economic classes—^the rich, the 
poor, and the middle classes. Regressive taxes 
bear most heavily on people of small means. 
General sales taxes are regressive, because peo¬ 
ple of small means spend a larger proportion 
of their income for commodities subject to 
sales taxes, and therefore pay a higher rate on 
their income than the rich. The tariflF is for the 
same reason regressive. Proportional taxes bear 
equally, that is, at the same rate, on people of 
different incomes. The general property tax. 
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levied at a certain rate on property of all kinds, 
is proportional, as would be also an income 
tax levied at the same rate on all incomes. Pro¬ 
gressive taxes are levied at higher rates on the 
higher incomes. The income tax is progressive 
in practically all countries. 

Few people argue openly for regressive tax¬ 
ation, although most of the well-to-do business 
classes favor taxes which are legressive—sales 
taxes and tariffs, for instance. The usual tax 
arguments relate to progressive as opposed to 
proportional taxation, and to the rate of pro¬ 
gression to be adopted. The history of our tax 
policy is to some extent the story of a continu¬ 
ous battle between the rich and well-to-do on 
the one hand, and the poorer classes and cer¬ 
tain social-minded intellectuals on the other, 
the former fighting for regressive and propor¬ 
tional taxation, and the latter for progressive 
taxation. During most of our history, the for¬ 
mer were in control, and the federal, state, and 
local tax systems were generally regressive or 
proportional; but when the Constitution was 
amended and the federal progressive income 
tax was adopted in 1913, the pendulum swung 
in the other direction, toward heavier income 
taxes and steeper rates of progression. 

Arguments for and against progressive taxa¬ 
tion. One argument in favor of progressive 
taxes holds that the principle of progression 
squares with both the ability and the minimum 
sacrifice theories. A man with a large income 
can pay a greater proportion of his income in 
taxes than a man with a small income. An in¬ 
come of $10,000 a year is only five times as 
large as an income of $2000; but if we assume 
that $1500 is required for a decent living, the 
man with $10,000 has seventeen times as 
much above decent living requirements as the 
man who receives $2000, or $8500 as com¬ 
pared with $500. With a 25 per cent income 
tax, he will sacrifice much less in paying $2500 
than the poorer man will in paying $500, be¬ 
cause he will still be able to afford the essen¬ 
tials of a fairly luxurious life. This principle 
stands out even more clearly in the taxation of 
huge incomes, those, let us say, of $100,000 
and over. Taxation of such incomes, even at 
very high rates, does not deprive the recipients 
of any important comfort or luxury, but only 
of the prestige and power which very large in¬ 
comes give. Some even argue that Ae steeply 
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graduated taxation of such incomes does not 
diminish the prestige satisfaction of the rid) 
appreciably as long as it leaves them in the 
same relative position as before. Those who 
were wealthiest before are still the wealthiest; 
John Doe is still a jump or two ahead of Rich¬ 
ard Roe—albeit a shorter jump—and the so¬ 
cial hierarchy is not altered appreciably. The 
argument seems soimd, as far as the prestige 
value of income is concerned; but of course the 
power of the rich—economic, social, and po¬ 
litical power—^would suffer from high taxation. 

A second argument for progressive taxation 
holds that it is needed to reduce the grotesque 
inequalities of wealth which make political 
democracy difiBcult to maintain. Most people 
do not distinguish between economic and po¬ 
litical democracy and placidly assume that be¬ 
cause each man has one vote—^perhaps if his 
skin is white and he has paid his poll tax— 
American democracy is on a firm foundation. 
Students of politick science insist, however, 
that an economic oligarchy like the United 
States cannot be a political democracy in the 
best sense; that inevitably a few powerful cap¬ 
italists and financiers will assume power in po¬ 
litical affairs which is inconsistent with genuine 
democracy; and that the only way to maintain 
a real political democracy is to restore eco¬ 
nomic democracy through progressive taxation 
or otherwise. This of course follows the polit¬ 
ico-social theory of taxation. 

A third argument for at least a few progres¬ 
sive taxes claims that some taxes are regressive 
and should be balanced by progressive taxes. 
Sales taxes, poll taxes, and customs duties are 
regressive and should be balanced by progres¬ 
sive income and inheritance taxes to make our 
tax syst^ as a whole proportional. 

A number of arguments have been advanced 
ki opposition to progressive taxation. Its op¬ 
ponents maintain that it is unfair and unwise 
to discrimhiate against our most productive 
class, the men who, according to the implicit 
assumptions of a capitalist society, have pros¬ 
pered greatly because they have contributed 
greatly. They argue that disproportionately 
heavy taxation of the rich tends to slow down 
the accumulation of wealdi in two ways: by 
dfecouraging the most capable classes from 
putting fordi their full energies, and fay taking 
eaoney from the class which would save the 


largest proptxrtion of it. These arguments call 
for some consideration. 

As to the unfairness of progressive taxation, 
it must be conceded that if wealth and income 
were distributed strictly in proportion to social 
contribution, there might be an element of un¬ 
fairness in taxing the rich at a higher rate than 
the poor. Indeed even proportional taxation in¬ 
volves an element of unfairness. An industri¬ 
ous, thrifty, capable farmer builds a good 
home and contributes generously not only to 
the supply of farm products but to the eco¬ 
nomic and social welfare of his community, 
and we reward him with heavy taxes on the 
wealth he has created; whereas a lazy, shift¬ 
less, incompetent farmer exploits his land, 
builds nothing, lets what buildings he has fall 
into decay, produces little farm stuff, and con¬ 
tributes little to his community’s economic and 
social life, and we reward him with reduced 
taxes. Any tax on man-made wealth or on the 
income therefrom is a penalty on industry and 
thrift and an encouragement to laziness, im¬ 
providence, and incompetence. Yet it is inevi¬ 
table that taxes should be levied in this way 
because tlie state must get revenues from peo¬ 
ple who have money. Furthermore, the case of 
the industrious farmer, in a highly competitive 
industry, is different from that of a wealthy 
monopolist, or of a corporation executive who 
takes a salary of half a million. 

As to the tendency of progressive taxation to 
slow down the accumulation of wealth, it is 
probable that the rates of progression which 
prevailed before the Second World War had 
little if any effect on the energy with which 
wealth was sought. It would be difficult to find 
many businessmen or others who received high 
incomes abandoning productive work because 
they were taxed too heavily. To the extent of 
their tax payments they were of course obliged 
to reduce their savings, but the amoimt of sav' 
ings has been too great in recent years. If we 
had not employed the principle of progressiem 
in our income tax, if we had taken less from 
the rich, and therefore had necessarily taken 
more from the poor and middle classes, we 
should have greater inequalities of wealth, our 
economic system might work less efficiently 
than it does, and there might be leas v*ealth 
rather than more. 

it 1$ sometimes argued that progressive tax^ 
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atkm, pacticularly if fhe rate of progression is 
very steeps leads to evasion. Jensen suggests, 
however, that while very high taxes do taid to 
encourage evasion, their progressiveness does 
not appear to make much difference/ Presum* 
ably the rich would under no circumstances 
pay more than they have to—^that is, they 
would evade taxes when possible—^for even 
under proportional taxation their taxes would 
be large enough so that it would be worth their 
while to hire lawyers to help keep them as low 
as possible. rich can frequently evade 
taxes in various ways, even when people with 
smaller incomes are obliged to pay, because 
the small fry cannot a£Ford to hire good law¬ 
yers or to set up the corporations so often used 
in tax evasion; but the rich would generally be 
able to do this whether taxes were progressive 
or not One practice employed by the rich, the 
purchase of tax-exempt bonds, is often referred 
to as tax evasion but is not really evasion at all. 
When a man buys at par a 2 per cent tax- 
exempt bond when taxable bonds are selling 
to yield 3 per cent, he is not evading taxes; he 
is paying them in a lump sum. 

Whatever our conclusion as to the wisdom 
of progressive taxation, there is little doubt 
that it is here to stay. The arguments will con¬ 
cern merely the rate of progression to be ap¬ 
plied. 

Requirements of a sound tax system 

A sound tax system should have the virtues 
of adequacy, economy, convenience, elasticity, 
simplicity, and diversity. It must be adequate, 
because the government must have a certain 
amount of revenue; and no matter how attrac¬ 
tive a tax system may be in other respects, if 
it will not raise the revenue needed, it will not 
serve. The system should be economical, first, 
hi collection costs, because these costs, which 
must be paid by the taxpayers, yield nothing 
for the government and Aerefore represent 
waste; and second, in the sense that it should 
cause the minimum indirect harm through dis¬ 
couraging industry, enterprise, or thrift. We 
have seen that the tariff, as a tax which im¬ 
poses on consumers a burden of costs that is 
several times as great as the revenue accruing 
to the govOTunent, grossly violates this prin¬ 
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ciple. Taxes should be convenient to pay, as to 
time, place, and manner of payment. Inherit¬ 
ance taxes violate this canon conspicuously, 
unless the period in which payment may be 
made is fairly long; for they may not be paid 
in installments and hence may require the side 
of some of the assets of an estate at an in¬ 
convenient time or in a poor market. When 
aluminum coins were used, sales taxes grossly 
violated the canon of convenience in small pur¬ 
chases, for the tax collected was sometimes not 
enough to pay for the time and trouble in¬ 
volved in collecting it. This meant a 100 per 
cent cost of collection. 

Not all the taxes in a tax system need to be 
elastic, but some must be elastic enough to per¬ 
mit adjustment of the revenues to changing 
needs. The income tax provides a fair amount 
of elasticity for the federal budget. A tax sys¬ 
tem should be as simple as it can be made, al¬ 
though, as Lutz points out, '‘The form of a tax 
can never be more simple dian the economic 
facts to which the tax is applied.^’ The federal 
income tax was at one time so complicated that 
leading tax authorities could hardly under¬ 
stand some of its provisions, but it was later 
simplified and clarified somewhat. Finally, a 
sound tax system should be diversified; it 
should include a number of taxes, properly co¬ 
ordinated. Diversity is a requisite, not only be¬ 
cause no one tax can yield enough revenue but 
because a diversified system will to some ex¬ 
tent equalize the injustices that always result 
from the imposition of a tax. Diversity is de¬ 
sirable for the additional reason that it subjects 
the maximum number of people in every class 
to some form of tax, and so to some extent 
tends to make everyone conscious of the bur¬ 
dens and responsibilities of citizenship. A large 
number of people exempt from all or nearly all 
taxes might well be a social menace, for they 
might vote for heavy government expenditures 
without due thought of the costs involved. 

The shifting of taxes 

Before taking up the analysis of the Ameri¬ 
can tax system we must consider one more 
group of theoretic^ principles, those relating 
to the shifting of taxes. A tax may not be paid 
in the long run by the one on whom it is leV- 


^ J^s P. Jensen, Public Finance, 220. 



ECONOMICS 


488 

ied, but may be shifted to others through an 
economic process which we shall now discuss. 
It must not be supposed that this shifting is 
colored with illegality or dishonesty, for it is 
a purely economic process; and a tax may be 
imposed with the express intention that it will 
be shifted. This is true of the excise taxes on 
cigarettes and liquor. 

Taxes may be shifted either forward or back¬ 
ward, or in part forward and in part backward. 
The tax on the manufacture of tobacco, for in¬ 
stance, may be shifted forward to consumers 
or backward to the tobacco growers, or partly 
in both directions; and the extent to which the 
tax will be shifted in each direction will be de¬ 
termined by the relative position of consumers 
and producers. Or it is possible that the manu¬ 
facturers may be unable to shift all the tax, 
may pay part of it themselves and shift the 
rest forward or backward. 

A tax that is assessed as a certain amount 
per unit of output raises the supply or cost of 
production schedule and shifts the point of in¬ 
tersection of the cost and demand schedules to 
fix a higher price for a smaller output; but the 
relative extent to which price and output are 
affected depends on elasticity of demand and 
supply, the slope of these two curves.* 

The extent to which a tax can be shifted and 
the way in which it may be shifted depend on 
whether the industry taxed is purely competi¬ 
tive, monopolistically competitive, or monopo¬ 
lized. In the chapter on long-run competitive 
price we analyzed the shifting of taxes imposed 
on commodities produced competitively, at in¬ 
creasing, constant, and decreasing cost. A tax 
on such a commodity must theoretically be 
shifted, for producers are presumably selling at 
cost, and cannot sell for less in the long run. 

For monopolistically competitive industries, 
the shifting of taxes is somewhat more com¬ 
plicated, because such industries vary widely 
with respect to the relative amount of compe¬ 
tition and monopoly in their market situations. 
A monopolistically competitive industry which 
deviates only a little from pure competition, 
such as the cotton manufacturing industry, 
makes little or no pure profits, and a tax will 
tend to be shifted largely to consumers through 


the elimination of the highest-cost producers. 
These producers will be making only enough 
to cover costs before the tax is imposed, and 
the tax will raise their costs above their aver¬ 
age revenues and so eventually force them out 
of business. This will reduce the output, and 
prices will rise enough to cover all or most of 
the tax. In an industry which more nearly ap¬ 
proaches monopoly, prices may be far above 
the costs of manufacture; but if selling costs 
are high, as for instance in the sale of certain 
cosmetics and toilet articles, there may be no 
pure profits. In this case, the producers may be 
able to cut advertising or selling costs enough 
to meet part or all of the tax. To the extent tliat 
advertising results merely in taking business 
away from each other—^that is, to the extent 
that it is mutually self-canceling—a reduction 
in it would not decrease sales, and the produc¬ 
ers could assume the tax without loss. It is un¬ 
likely that all the tax would be absorbed in this 
way, but some of it might be; the rest would 
be shifted forward or backward, doubtless 
mostly forward onto consumers. This analysis 
suggests as a corollary that a tax on advertis¬ 
ing might be nearly burdenless since it would 
merely reduce the amount of mutually self¬ 
canceling advertising, and so would cost the 
producers nothing and would not raise prices. 

A tax imposed on commodities produced un¬ 
der conditions of monopolistic competition in 
which the producers make monopoly profits 
will be similar in effect to a tax on a monopo¬ 
lized product produced at a profit; and to this 
we now turn. Let us suppose that a tax of 2 
cents a pound is imposed on the production of 
sulphur, and that the sulphur monopoly, sell¬ 
ing at a price of 10 cents a pound, has been 
making a monopoly profit of 4 cents. Fig. 42 
shows that the sulphur monopolist formerly 
produced 10 million pounds at average total 
unit costs of 6 cents. Now he finds that the tax 
raises his marginal costs and average total unit 
costs by 2 cents and establishes new curves, 
M'C' and A'T'C/'C'. The M'C' and MR curves 
now intersect to fix his output at 9 million 
pounds, which is produced at average total 
unit costs of a little less than 9 cents and is 
sold at 11 cents. The tax of 2 cents has raised 


* The student should draw graphs to illustrate different situations. It will be well for him to review 
the general principles of price determination at this point, for the shifting of taxes offers excellent il¬ 
lustrations ot the principles of price determination. 
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the selling price 1 cent, and the producer is 
making a monopoly profit of a little over 2 
cents. In other words, he has shifted half of 
the tax. 



Fig. 42. A Tax on a Profit-Making Monopoly. 


But suppose the tax is imposed not on the 
unit output but as a fixed sum which will not 
vary with output—let ns say in the form of a 
license tax. In a competitive industry there will 
be no reduction of output in the short run, and 
no shifting of the tax. Marginal producers were 
formerly earning just enough to cover their av¬ 
erage total unit costs, and now they will not be 
able to cover total costs, which are higher by 
the amount of the lax; but since the license tax 
represents an increase in fixed costs, which 
decline per unit with increased output, there 
is no incentive to reduce production, but on 
the contrary actually an incentive to increase 
it. An increase in fixed costs, it will be remem¬ 
bered, shifts the average total cost curve, and 
therefore the lowest point on that curve, to the 
right. To reach lowest costs, the individual pro¬ 
ducer will now have to increase output. This, 
however, will reduce price—Slower the average 
revenue curve—and so increase his loss. The 
tax has really reduced the value of his physi¬ 
cal plant by taking part of his income from it, 
but there is nothing he can do to shift it, in the 
short run. 

In the long run, however, some or all of the 
tax will be shifted. Since producers formerly 
earned only enough to cover total costs, in¬ 
cluding of course fixed costs, they will now 
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earn less than this. No new investments will be 
made in plant and equipment because this is 
now unprofitable, and some of the old plant 
and equipment will gradually wear out. The 
amount of capital in the business will decline, 
and therefore output will decrease, until the 
price rises enough to cover the tax, or at any 
rate most of it. Therefore in the long run the 
tax will tend to be shifted. 

A license tax on a plant operated by a mo¬ 
nopoly would not affect output in the short 
run, because the monopolist presumably would 
have fixed his price and output at the point 
which yielded maximum monopoly profits, and 
that same price and output will still yield maxi¬ 
mum profits. Even in the long run it is doubtful 
if the monopolist can shift much of the tax, 
unless it is so heavy that it takes more than his 
entire monopoly profit. If it leaves any profit at 
all, or if it leaves only enough to cover total 
costs, the monopolist will gain nothing by re¬ 
ducing output, for the license tax, unlike the tax 
on unit output, remains the same no matter 
how much or little he produces. It is therefore 
difficult to see how he can shift the tax. 

In Fig. 43, which illustrates this situation, 



Fig. 43. A Fixed Tax on a Monopoly. 

we assume that the license tax doubles the mo¬ 
nopolist's fixed costs and establishes a new 
fixed cost curve, F'C', and a new average total 
unit cost curve, A'T'l/'C', but that marginal 
costs and marginal revenue are not affected. 
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Increases in output add no more than formexfy 
to total costs. After the license tax is imposed, 
as before, the monopolist produces to the point 
where his marginal costs equal his marginal 
revenue; this is Oo, the same point as before. 
The price. Of, is also the same.as it was before. 
The only change indicated is that the tax takes 
the monopoly profits eff'e^ formerly earned by 
the monopolist. The amount produced is the 
same as before, the price is the same, and the 
tax is not shifted. 

All this illustrates a few of the many possi¬ 
bilities. To discuss all the ramifications of tax 
shifting would be an endless job. In general, 
the extent to which taxes are shifted depends 
on conditions, particularly the elasticity, of de¬ 
mand and supply.^ 

Taxes are generally shifted through a reduc¬ 
tion in the supply of the commodity taxed; and 
a tax that does not reduce supply is not shifted. 
For this reason it is usually conceded that a 
tax on land, proportioned to its rent, cannot be 
shifted. Land being a gift of nature, its supply 
is fixed; and therefore a tax on it must be paid 
by the owner, for he cannot shift it to the ten¬ 
ant or to consumers of the products of land or 
to anyone else. 

A tax on certain other things which are in 
the nature of land cannot be shifted for the 
same reason. As we have seen, business ability 
is largely a natural gift, somewhat like land, 
and its supply is to some extent fixed; there¬ 
fore, to the extent that income represents the 
wages of business ability, an income tax will 
not greatly afiFect the supply of business ability 
and will not be shifted, unless it is extremely 
high. If, however, the tax is high enough to 
drive a considerable number of entrepreneurs 
out of productive business or reduce their 
working energy, the supply of business ability 
will be reduced, the production of goods will 
drop, and prices will be higher. Thus the tax 
will be partly shifted. 

It is important, but difiBcult, to distinguish 
between the shifting of taxes and certain ef¬ 
fects of taxation. A moderate tax on the in¬ 
come earned by business management is not 
^lifted; but it nevertheless reduces die amount 
available for private business investment, and 
so may reduce the amount of private produc¬ 


tive wealth and of consumers’ goods« Any tax 
is a subtraction from private income. To the 
extent that the income taken would have been 
invested in productive capital, any tax reduces 
the supply of private productive capital; and 
to the extent that the income would have been 
spent for consumers' goods, any tax reduces 
the consumption of privately produced goods. 
This, however, is only half the story. The state 
may invest the tax money in productive wealth, 
such as school buildings, public forests, land 
terracing, highways, and hospitals; or it may 
provide consumers' goods for the people in the 
form of parks, public orchestras, library books, 
and relief for the indigent. Taxes reduce the 
supply of private goods and substitute public 
goods. 

Tax revenues in the United States 

It would be misleading to speak of the tax 
system of the United States, for there are 175,- 
000 taxing jurisdictions in this country. But the 
federal government, the states, and the local 
units have more or less systematic tax schemes, 
which to some extent overlap and in some re¬ 
spects are unscientific and out of date but are 
in process of being steadily improved. 

Federal revenues 

The federal government gets its revenues 
mainly from the personal and corporation in¬ 
come taxes, the liquor tax, tobacco tax, pay¬ 
roll tax, customs duties, the death tax, gasoline 
tax, gifts tax, and miscellaneous taxes, usually 
in the order named, although the relative 
yields of the different taxes vary considerably 
from year to year. The revenue accruing from 
the income tax, for instance, has ranged from 
one-third to two-thirds of the total federal rev¬ 
enue. 

The amounts yielded by some of the most im¬ 
portant federal taxes are estimated as follows, 
for the fiscal year 1945 (in millions of dollars): 


Personal income tax $16,000 

Estate tax 474 

Gift tax 80 

Corporation income tax 4,561 

Excess profits tax, current 10,680 

Excess profits tax, back 808 

Declared value, excess iHrofita tax, current 188 

Dedared value, excess profit^ tax, back 81 


^For an exhaustive analysis of the ddfting of taxes, see Otto von Mering, The Shifting and Inci¬ 
dence of TaxotUm. 
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Capital stoek tax 

872 

Liquor taxes 

2 ,oes 

Tobacco taxes (mostly on cigarettes) 

921 

Stamp taxes 

62 

Retailers excisetaxes (jewelry, furs, etc.) 

420 

Total excise taxes 

5,664 

Customs duties 

326 

Employment taxes 

1,806 


The personal income tax. Prior to the Civil 
War, the federal government depended largely 
on the tariflF and on the sale of public lands for 
its revenues, but in the stress of the war an in¬ 
come tax wt" imposed. Badly drawn, badly 
administered, and generally unpopular, it was 
repealed in 1872. In 1894, President Cleve¬ 
land fathered a new income tax law, but the 
Supreme Court managed to find grounds for 
quashing this dangerous piece of radicalism as 
unconstitutional. The substantial industrialists 
of the time preferred to have the people pay 
the taxes in the form of a tari£F, and for a while 
they had their way; but in 1913 the Constitu¬ 
tion was amended to permit the passage of an 
income tax law, and such a law was promptly 
enacted. Its rates, moderate at first, were 
raised drastically during the First World War 
and have remained fairly high ever since. On 
our entry into the Second World War they 
reached heights which would have seemed 
fantastic a few years earlier. 

The income tax applies to the incomes of 
both individuals and corporations, but we shall 
take up the personal income tax first. It would 
be unprofitable to discuss this tax in great de¬ 
tail because it is changed frequently, and will 
doubtless be changed further before this book 
appears in print. It will be suflScient to say that 
the law allows exemptions—^larger for married 
than for single persons, and an additional ex¬ 
emption for each child—^for taxes, interest 
payments, and similar necessary expenses; and 
that the tax rate ranges from a low of 19 per 
cent on small incomes (in 1944) to a high of 
about 91 per cent on the largest incomes. 

The personal income tax fits most of the re¬ 
quirements of a good tax. It is adequate, for it 
yields large revenues; it is fairly economical in 
collection, fairly convenient to pay, and more 
elastic than most taxes. Unless extremely high 
it “stays put,"' that is, it is not shifted. Better 
than most taxes it meets the principle of abil¬ 
ity to pay. It is not and cannot be made sim¬ 
ple, bmuse &e economic facts to which it ap¬ 
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plies are not simple; but its complexities are 
not too great for fairly successful administra^ 
tion. The individual who pays the tax may find 
some value in working out a balance sheet of 
income and outgo, and for economists and the 
public there is great value in the vast amount 
of information on economic inequality and 
other important economic problems that the 
tax returns provide. 

Aside from the common argument of con¬ 
servatives that the personal income tax is an 
unfair and unwise burden on productive en¬ 
terprise, there are certain flaws in the tax, some 
of them inevitable in any form of income taxa¬ 
tion, and others due to defects in the drafting 
or administration of the tax law. Thus there 
has been a considerable amount of evasion, 
legal or illegal. The purchase of tax-exempt 
bonds, as we have seen, is not evasion; yet tax- 
exempt bonds present a serious problem when 
the government needs increased revenues. 
Those who have bought them cannot be made 
to pay more, because they paid their taxes in 
a lump sum when the tax rate was lower. If 
the tax rate were lowered, the holders of these 
bonds would be paying higher taxes than those 
who bought taxable bonds; but unfortunately 
tax rates have seldom been lowered. The issue 
of tax-exempt bonds is unwise and will doubt¬ 
less be less common in the future. 

A common and legal way of evading the 
personal income tax is the practice of “plow¬ 
ing back” or reinvesting corporation earnings 
instead of paying them as dividends to stock¬ 
holders. The profits thus plowed back increase 
the wealth of the stockholders as truly as if 
they were paid to them in dividends, but for 
years they were not taxed as income. To cor¬ 
rect this situation and force the corporations to 
pay out their earnings. President Roosevelt in 
1936 secured a law imposing a special tax on 
undistributed corporate income; but business¬ 
men complained bitterly about it, and two 
years later it was reduced so drastically as to 
have little effect. There is much to be said both 
for and against this tax. Reinvestment of cor¬ 
porate earnings is not altogether an evil. It has 
come under heavy criticism in recent years be¬ 
cause it enabled wealthy stockholders to evade 
taxes, and because some business cyde au¬ 
thorities contend that it was one of the sources 
of the oversaving which prolonged the depres* 
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sion; but on the other hand it is argued that in 
profitable years corporations should be allowed 
to set up reserves for rainy days. It is also ar¬ 
gued that the undistributed profits tax falls 
with particular weight on small, struggling cor¬ 
porations which are trying to build up finan¬ 
cial strength.® 

Still other methods of income tax evasion 
have been used in the past. The income tax 
law has permitted taxpayers to deduct from 
their incomes capital losses sustained during 
the fiscal year, and many wealthy men have 
escaped taxation through this provision. If they 
held stock which had depreciated in the mar¬ 
ket during the year, they sold it, perhaps to 
wife, son, daughter, or friend, thus establish¬ 
ing capital losses which could be subtracted 
from Aeir income. In January of the following 
year they bought the stock back again. The 
government has restricted this sort of evasion 
in recent years. Some men have evaded part 
of their income taxes by various family ar¬ 
rangements, such as giving part of their in¬ 
come to members of their family through de¬ 
vious but legal arrangements which split the 
income and so reduced the rates. A man with 
an income of $100,000 pays a high rate on the 
upper portions of his income, but if he splits 
it with his wife so that each pays on an in¬ 
come of $50,000, the tax rate will be much 
lower. 

Corporation income taxes. Corporations 
are subject to several kinds of taxes. The cor¬ 
poration income tax yielded nearly one-fourth 
of the federal revenues in 1941, more than the 
personal income tax. This tax is graduated ac¬ 
cording to the corporation’s net income and in 
1944 took 25 per cent of the net taxable in¬ 
come above $50,000. Since individual propri¬ 
etorships are not subject to this tax, it clearly 
imposes a penalty on the corporate form; and 
the higher rate on large net income suggests a 
penalty on size. As yet, however, there is no 
evidence that the tax has seriously discouraged 
the corporate business form or that it has 
tended strongly to reduce the size of corpora¬ 
tions. Whether it is shifted to the public in the 
form of higher prices is difiBcult to determine. 
It does not fall on marginal firms, those that 


are making no profits, and theoretically it 
should not be shifted; but actually it is prob¬ 
ably shifted to consumers to some extent. Cer¬ 
tainly the tax reduces the amount of funds that 
corporations have to invest in new capital; but 
it encourages corporations to keep their plants 
in good order and to provide liberally for de¬ 
preciation and obsolescence, since by so doing 
they can reduce the net revenues shown, and 
therefore their taxes. 

Corporations also pay a capital stock tax on 
the declared value of their capital stock, and 
an excess profits tax on profits above a certain 
percentage. These two taxes operate as a dou¬ 
ble-pronged fork to catch corporations both 
coming and going. If, in order to make its 
earnings appear moderate, a corporation de¬ 
clares a high value for its stock, it must pay a 
high capital stock tax; and if, to reduce this 
tax, it declares a low value for its stock, its 
profits may appear high, and it may be subject 
to the excess profits tax. Since 1943 the excess 
profits tax has taken 95 per cent of the excess 
profits, and with a yield of more than 10 bil¬ 
lion dollars in 1945 it ranks next to the per¬ 
sonal income tax as a revenue producer. 

Death and gift taxes. Somewhat like per¬ 
sonal income taxes, death and gift taxes are 
designed not only to bring in revenue but to 
reduce economic inequality. Death taxes may 
be levied as estate taxes, on the undivided 
estate of the deceased, or as inheritance taxes, 
on the separate shares transferred to the heirs. 
In the federal tax system the death tax is lev¬ 
ied as an estate tax, and applies to estates of 
$40,000 or more; the rate is graduated from 2 
to 77 per cent according to the size of the 
estate. This tax yielded 474 million dollars in 
1945, and the gift tax, which was set up to pre¬ 
vent evasion of the estate tax, brought in 39 
millions more. 

In favor of death and gift taxes, it is argued 
that these taxes conform to the principle of 
ability to pay, that they are even fairer than 
income taxes because inheritances are usually 
unearned, and that they help to reduce in¬ 
equalities in wealth and prevent the perpetua¬ 
tion of great hereditary estates. Opponents of 
such taxes claim that they violate the 'natural 


• See M. Slade Kendrick, The Undistributed Profits Tax. 
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right’* of inheritance; that they reduce the in¬ 
centive for industry and saving; that they are 
paid from capital and not from income, and 
that therefore they reduce the capital wealth 
of the country; that they tend to destroy their 
own bases by destroying the large fortunes that 
pay the taxes; and finally, that they may cause 
^’distress selling” of the property of the estate, 
perhaps in a poor market, in order to raise the 
tax money. Whatever may be the balance of 
these opposing arguments, death taxes are 
probably here *-0 stay. Many people have come 
to view large inheritances as grossly inconsist¬ 
ent with the assumptions of free enterprise. 
Whatever tlie justification for permitting able 
men to earn large incomes, there appears to be 
little justification for permitting them to en¬ 
dow their children so that they do not need to 
work at all. Death taxes are in eflFect more 
steeply progressive than income taxes, because 
the ownership of wealth is more highly con¬ 
centrated than the receipt of income. Many 
men receive high incomes, in comparison with 
the number who have large estates. 

Evasion of death taxes has taken various 
forms. The owner of a large estate may take 
out life insurance policies which are paid to 
his heirs without deduction for taxes. Much 
more common is the practice of giving away 
property before death. Such gifts, if clearly 
made “in contemplation of death,” are taxable 
under the death tax; but it is often difficult to 
decide whether gifts are made in contempla¬ 
tion of death. 

Consumption taxes. Most taxes are to some 
extent consumption taxes, in the sense that di¬ 
rectly or indirectly they are paid in part by 
consumers; but Certain taxes are specifically 
called consumption taxes. Among these are 
sales taxes, excise taxes, and customs duties. 
The federal government has sometimes levied 
what amounts to sales taxes on a few commod¬ 
ities, generally luxuries, but it does not levy a 
generd sales tax; therefore this tax will be dis¬ 
cussed in the sections on state and local tax 
systems. The federal government receives 200 
million dollars a year &om the gasoline tax, but 
most of the revenues from this source go to the 
various states. 

The most important excise taxes are those on 
liquor and tobacco, which in 1946 yielded 
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2063 millions and 921 millions respectively. 
These taxes show clear evidence of sumptuary 
aims. The theory implicit in them is that liquor 
and tobacco are luxuries and to some extent 
injurious to consumers; therefore there is no 
great misfortune if the taxes reduce consump¬ 
tion. Such taxes are collected easily and 
cheaply by requiring manufacturers to put 
stamps on packages in such a way that the 
stamps will be destroyed when the packages 
are opened; they are paid with little objection 
or protest, and their yield is fairly steady from 
year to year. However, they are definitely re¬ 
gressive, although the fact that cigarettes and 
cigars are taxed much more heavily than pipe 
and chewing tobacco may indicate an intent 
to correct this fault. The idea appears to be 
that aristocrats use cigarettes and cigars, and 
the plebians smoke pipes, roll their own, or 
chew. 

At one time customs duties, or tariffs, sup¬ 
plied most of the federal revenues, but re¬ 
cently they have declined to a minor position, 
yielding only 326 million dollars in 1945. We 
have already seen that they are regressive, that 
they often impose a burden on consumers far 
greater than the revenue received, that they 
have grave repercussions on international rela¬ 
tions, and that tliey have indeed been an im¬ 
portant cause of the decline of capitalism. 
They may well represent the worst form of 
taxation employed by the federal government. 

Pay-roll taxes. Pay-roll taxes yielded nearly 
a billion dollars in 1941, but these funds are 
earmarked for the expenses of social security. 
Part of the taxes are paid by employees and 
part by the employers; but theoretical reason¬ 
ing leads to the conclusion that, in eflFectively 
competitive industries, the employers' pay¬ 
ments in the long run tend to be shifted largely 
to employees through lower wage rates. While 
the cost appears as a tax, employees undoubt¬ 
edly get much more for their money than they 
did when they tried to provide individually 
for their security. 

State revenue systems 

Each of our forty-eight states has its own 
revenue system, yet certain generalizations 
may be made. The states do not of course raise 
any revenues by customs duties, and they re- 



ECONOMICS 


494 

odve far less than the federal government from 
income and death taxes and from liqumr and 
tobaoco taxes. State expenditures are met 
largely from general property taxes, sales taxes, 
gasol^e taxes, motor vehicle taxes, income 
taxes, pay-roll taxes which supplement the fed* 
wal pay-roll taxes for security, business taxes, 
and to a small extent from inheritance taxes, 
poll taxes, and miscellaneous taxes. General 
property taxes will be considered under local 
government revenues, but the others call for 
brief consideration here. 

Sales taxes. Of the various types of sales 
taxes, we can consider here only those im¬ 
posed on retail sales. Little known twenty years 
ago, they have swept over this country and 
many others with amazing rapidity, a result 
largely of the depression and the decline in 
revenues from other sources, and of the peo¬ 
ple's unwillingness to raise the taxes on prop¬ 
erty, incomes, or other sources of revenue. To¬ 
day sales taxes are levied in more than half our 
states, and in 1944 they yielded over 2 billion 
dollars, or about 40 per cent of the state rev¬ 
enues. To prevent people from buying in ad¬ 
jacent states which may have no sales tax, 
many states levy use taxes on goods brought 
into the state. The sales tax has certain mod¬ 
est virtues. It is highly productive; it is paid 
without much grumbling; and, since it falls on 
all, it probably has some value as a reminder 
that the costs of government must be paid and 
should therefore be kept within reasonable 
limits. Since town and city people buy a 
greater proportion of their commodities &an 
farmers, the sales tax helps to balance the gen¬ 
eral property tax, which bears more heavily on 
farmers. On the other hand, the sales tax has 
notorious vices. It is rather heavily regressive. 
With a 3 per cent sales tax, a man with an in¬ 
come of $1000 pays twice as high a rate as a 
man whose income ranges from $10,000 to 
$25,000, and four times as high a rate as the 
man with an income of $100,000. It is trouble¬ 
some and expensive to collect, particularly if to¬ 
kens are used in making change. This trouble 
and expense would be greatly reduced if the 
tax were imposed direc^y on the merchants 
on ibio basis of gross sales. Presumably met^ 
chants would shift most of it to the consumers, 
and dia cost gl CKrileotioa would be less. 


The wisdom of imposing a sales tax dependr 
on economic circumstances. In a time of de¬ 
pression, when most of the people lack the 
purchasing power to buy the goods that mtisf 
be produced if there is to be full empbyment, 
it is gross folly to reduce their purchasing 
power further by imposing a sales tax, for this 
inevitably makes the depression worse, hi a 
period of roaring war prosperity, on the other 
hand, when prices are rising in an inflationarjr 
spiral, a sales tax may well serve the useful 
function of soaking up some of the excess pur** 
chasing power and forcing the people to buy 
less, in addition to raising considerable reve¬ 
nues. It would not prevent prices from rising, 
but on the contrary would cause a greater rise, 
for retailers would generally add the tax to 
their customary prices; but the price increase 
would go to the government for war expenses, 
and higher prices would help to adjust the de¬ 
mand for goods to the reduced wartime sup¬ 
ply. Although a nation-wide sales tax would 
have these great virtues during a period of war 
prosperity, President F. D. Roosevelt refused 
to approve it, perhaps for fear that it would be 
clifiBcult to abolish it later. 

Gasoline taxes. With the growing motori¬ 
zation of American life, gasoline taxes have 
come to occupy an important place in state tax 
systems; nearly 691 millions was obtained from 
this source in 1944. Although the oil and auto¬ 
mobile companies have fought them vigor¬ 
ously, they have risen steadily, until today the 
state tax averages 4 cents a gallon (plus 2 
cents feda:al tax), and in several states it is 7 
cents. It is about as popular as any tax can be, 
and if the revenues are used in road construc¬ 
tion and maintenance, it is sound from an eco¬ 
nomic point of view. It is consonant with the 
benefit theory of apportionment, because the 
amount of gasoline consumed is a fair measure 
of the benefit received from the use of the 
highways. The great economy in driving on 
good roads is an important reason why the tax 
rate has been raised so fast and why Ughwaya 
have been built at such an extraordinary pace 
in recent years; a gasoline tax costs less than 
ear repairs. Since these revenues have been 
used l^gelv in building good roadiU they have 
undoubtedly inereased b^ gaso^ and auto- 
mobile sales• 
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Motor vehicle license taxes. Motor vehicle 
license taxes may well be considered here be¬ 
cause they supplement the gasoline tax and 
yield nearly half as much revenue as that 
highly productive tax. As payment for the priv¬ 
ilege of using the highways, the gasoline tax 
functions well and equitably; but as payment 
for the wear and tear incident to this use, it is 
not entirely satisfactory. Heavy trucks and 
busses damage paved highways far more than 
in proportion to their gasoline consumption, 
and they may Vvell pay heavy license taxes to 
help to cover such wear. Licenses are required 
for all motor vehicles, however; in most states 
the tax is graduated somewhat according to 
the weight of the car, as a concession to the 
principle of ability to pay. 

State income taxes. Income taxes are lev¬ 
ied in most of the states, but no state tax is as 
steeply progressive as the federal tax, and in a 
few states the tax is proportional. State income 
taxes present diflScult problems as to jurisdic¬ 
tion and administration. They represent dou¬ 
ble taxation, for the income is taxed by the 
federal government and in some cases by other 
states as well. They also present a problem of 
migration of both individuals and industries. 
Wealthy people may avoid the states which 
levy heavy personal income taxes; and it has 
often been claimed that state corporation in¬ 
come taxes drive productive enterprises into 
other states, but this charge has never been 
substantiated. Every state must meet its ex¬ 
penses in one way or another, and the revenues 
brought in by corporation income taxes do not 
have to be raised by any other tax. In spite of 
all difficulties, income taxes are likely to re¬ 
main part of our state revenue systems. 

Other state taxes. The other state taxes do 
not call for much discussion. State pay-roll 
taxes are supplementary to the federal pay¬ 
roll taxes and are used to finance social secu¬ 
rity benefits; in some states they constitute a 
considerable btirden. Business taxes are of 
various kinds, such as license fees for engag¬ 
ing in certain businesses or professions. State 
death taxes generally take the form of inherit¬ 
ance rather than estate taxes. Poll taxes are 
atavistic survivals from ancient times, regres- 
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sive, unproductive, and hard to collect; but 
they are used, particularly in certain southern 
states, as a means of preventing the fewer 
classes from voting. 

Local taxes 

The general property tax. The general 
property tax is “the backbone of the ‘state and 
local* revenue system in the United States.”^ 
Groves defines it as “a tax upon all wealth, tan¬ 
gible and intangible, which possesses exchange 
value,*’ and theoretically it is assessed at the 
same rate on all property within the taxing ju¬ 
risdiction. This definition will serve well 
enough, although in most states the tax has 
been amended to exempt certain kinds of prop¬ 
erty or to apply different rates. This tax Is thus 
not as general as it once was. 

Prior to the Second World War it produced 
more than 4 billion dollars, or about a third of 
all tax revenues and two-thirds of the state and 
local revenues. With the rapid increase in gov¬ 
ernment expenditures over the past few dec¬ 
ades, the rates have been raised drastically, 
until today the tax takes a large part, and in a 
few jurisdictions all, of the income from some 
real property. The rate in some tovims is as 
high as 4 or 5 per cent on the assessed value 
of property which in many cases does not yield 
enough income to pay the tax; and during the 
depression the rate on millions of acres of poor 
farm land was so high that some landowners 
turned their holdings over to the state. 

The general property tax has been criticized 
severely by most tax experts on the grounds of 
both theoretical assumptions and administra¬ 
tion. The tax rests on the assumption that for 
taxing purposes all property is equally able to 
pay taxes. A factory, a residence, a mortgage, 
a bond, a piano, and a tract of standing timber 
are thus assumed to be equally able to stand 
the tax. But this assumption is clearly invalid. 
The factory may well produce an income; the 
residence is used as a home, a consumers* 
good; the mortgage yields an income, but it 
stands against property on which a tax is al¬ 
ready being paid, and it can be taken to an¬ 
other state; the bond may be secured by a 
mortgage on property already taxed, and it 


^ Haidd Oroveit Financing Government, p. 54< 



ECONOMICS 


496 

can be easily hidden or taken into another 
state; the piano is a consumers’ good; the 
standing timber may not be ready to cut for 
fifty years, and will presumably yield no in¬ 
come until cut 

A second assumption, that ownership of 
property is a good measure of the ability to 
pay taxes, is only partly valid. It was to some 
extent valid a hundred years ago, when most 
people were farmers and physical property was 
the chief form of wealth; but today tangible 
property is relatively much less important than 
it once was, property rights are vastly more 
complicated and diffused, and the income 
from which taxes must be paid is received for 
the most part from other sources than the own¬ 
ership and use of property. It is conceivable 
that the general property tax might cost a 
fanner widi a cash income of $500 a year as 
much as one-fourth of the rent of his farm, 
whereas a corporation president with an in¬ 
come of $100,000 might pay the tax only on 
his residence and tangible personal property. 
Peanut vendors with an investment of around 
$100 have been known to make larger incomes 
than farmers with $10,000 invested in land, 
and lawyers and doctors earning large incomes 
may pay taxes on only a few thousand dollars’ 
worth of professional equipment. Property 
ownership is by no means an accurate indica¬ 
tor of taxpaying ability. 

A third assumption underlying the general 
property tax, that all property can be found by 
the assessor, is likewise invalid. A growing pro¬ 
portion of our property is intangible, in the 
form of mortgages, stocks, bonds, and other 
paper claims, some of which can be hidden 
from the assessor with little risk of detection. 
In jurisdictions where such intangibles are 
taxed at the general property rate they are sel¬ 
dom listed by their owners; but in states which 
once taxed them thus, and later exempted 
them or subjected them to a merely nominal 
rate, they have appeared on the tax rolls in 
large numbers, like birds in the springtime. In¬ 
tangibles are not the only property that the 
assessors do not find. From the assessment rec¬ 
ords it often appears that gold watches and 
jewelry are rare or quite unknown, that most 
automobiles are junk, that the furniture and 
rugs, even of the rich and well-to-do, are in a 
sad state of obsolescence, depreciation, and 


dilapidation. If lying to the assessor is a sin, 
the general property tax bears the responsibil¬ 
ity for an extraordinarily widespread disinte¬ 
gration of public morals. 

The general property tax is worse from the 
standpoint of practical administration than of 
theory, for in most states it is badly adminis¬ 
tered. The assessors are local men, city or 
county officers, generally honest and fairly 
competent, but entirely untrained for this 
work; and in some cases they ore personal 
friends of some of the people whose property 
they have to assess. Rather generally they as¬ 
sess property far below its real value, although 
the underassessment varies widely among dif¬ 
ferent properties and localities. In most states 
the administration of the tax is improving, but 
it is not yet very good. 

Why do our states retain a tax which is so 
generally condemned? In the first place, be¬ 
cause it yields heavily, and the states would 
be hard pressed to find an equally productive 
source of revenue. In the second place, be¬ 
cause it is well adapted to home rule, and 
many people, perhaps with some reason, are 
distrustful of too much centralization of gov¬ 
ernment. In the third place, because it has the 
virtue of being an old tax. Property values have 
become adjusted to it, most owmers have 
bought their property at prices which capital¬ 
ized it, and to abandon it would amount to 
dropping an unearned value increment into 
their laps. Finally, even though it is a bad tax 
in many ways, there is no certainty that if it 
were abandoned a better tax would be put in 
its place. To increase the sales tax to fill the 
breach, for example, would hardly be an im¬ 
provement. If there is a shift from the general 
property tax, it should be made gradually. 

Public Debts 

Public loans 

In ordinary times taxes should equal ex¬ 
penditures; but during extraordinary crises, 
governments often secure part of their reve¬ 
nues by borrowing, with the result that debts 
—^federal, state, and local—^have generally 
tended upward, particularly in recent years. 
The total net debts in 1941 were as follows: 
Federal $48,653,000,000 

State 1,544,000,000 

Local 14,470,000.000 
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The federal debt 

Federal debt figures prior to the First World 
War look petty and inconsequential today. The 
debt of 127 million dollars incurred in the Rev¬ 
olution and the War of 1812 was almost entirely 
paid oflF by 1836, and later deficits brought 
the total up to only 64 million before the Civil 
War. That war raised the federal debt to what 
was considered a back-breaking total of nearly 
3 billions, but this had declined to less than a 
billion in 1893; it rose to a little over a billion 
before the First World War in 1917. The war 
brought the debt up above 25 billions, but in 
the generally prosperous years following the 
war it was reduced to 16 billions by 1930. The 
Great Depression brought heavy federal defi¬ 
cits because of curtailed revenues and extraor¬ 
dinary expenditures for relief and pump prim¬ 
ing, and by 1934 the debt had reached a new 
record of 27 billions; it was up another 10 bil¬ 
lion by 1938, and another 10 billion by 1941, 
before we entered the Second World War. In 
1942 it stood at 58 billion dollars, and in July, 
1945, it had reached 268 billions and was still 
rising rapidly. 

State and local debts 

State and local debts have not grown as rap¬ 
idly in recent years as the federal debt, partly 
because the federal government assumed a 
major share of the burden of relief. Between 
1912 and 1940, the gross debts of our states 
increased from $422,797,000 to $3,526,407,- 
000; and the gross debts of the local govern¬ 
ments, including cities, from $2,075,152,000 
to $16,719,684,000. 

Public debts have been growing not only 
absolutely but also relatively to the national 
wealth. According to a study made by the 
Twentieth Century Fund, the ratio between 
total government net debt and the national 
wealth rose from a little more than 3 per cent 
in 1890 to nearly 17 per cent in 1936; and in 
1945 it was about 50 per cent. 

Conditions justifying borrowing 

Public borrowing may be justified under 
certain circumstances. To meet the expenses of 
widespread disasters, such as the devastating 
Mississippi River flood of 1927 or the great 
drought of 1934, the government may well 
borrow rather than raise the tax rate suddenly. 
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If we include severe depressions among such 
great disasters, the cost of relief may properly 
be met by borrowing, but with the clear un¬ 
derstanding that the borrowed money shall be 
repaid when prosperity returns. A severe de¬ 
pression would be intensified if attempts were 
made to balance the budget either by raising 
tax rates drastically or by reducing govern¬ 
ment expenditures. Carver has suggested that 
the gyrations of the business cycle may be less¬ 
ened by borrowing in periods of depression and 
paying debts in periods of prosperity. This is 
certainly a sound policy if the people would 
submit to heavy taxation in prosperous times; 
but they just do not like to pay taxes at any 
time, although their record, until recently, has 
been fairly good. 

It may be justifiable too for the government 
to finance productive enterprises, such as Boul¬ 
der Dam, by borrowing, since they will pre¬ 
sumably provide revenues for the repayment 
of the loans; and the government may well 
borrow to build needed public improvements 
in times of depression; in fact, its building 
should be done largely in such periods, but the 
wages it pays must not be so high as to draw 
labor away from private construction and dis¬ 
courage private enterprise. In ordinary times, 
and even more emphatically in periods of 
prosperity, the government should be cautious 
about borrowing for non-productive enter¬ 
prises, particularly those which will involve 
continual expense for maintenance. Borrowing 
for such purposes saddles the taxpayers with 
two future burdens, the interest on the bonds 
and the maintenance costs. If such enterprises 
are actually needed and are worth the money, 
borrowing may perhaps be justified; but many 
cities and states have found that money bor¬ 
rowed in time of prosperity and paid back in 
the inevitable later depression is repaid at very 
great cost. 

The theory of public debts is too compli¬ 
cated for detailed discussion here, but three 
important principles must be considered 
briefly. In the first place, public debts are not 
like private debts. When an individual bor¬ 
rows, he is in debt to someone else; he is 
poorer by die amount of the debt. This would 
also be true of a nation or a state if it borrowed 
from another nation or state. But if a govern¬ 
ment borrows from its own people, the co\m«> 
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try is no poorer than before. This does not 
mean that the amount of die public debt is of 
no consequence. If every taxpayer owned gov* 
emment bonds in strict propo^n to his tax 
payments, the debt would indeed be a matter 
of little importance, and the government could 
wipe out the whole amount without any in¬ 
justice; but unfortunately the taxpayers and 
the bondholders are largely di£Ferent classes, 
and therefore the debt may present very seri¬ 
ous fiscal problems. Payment of the interest 
and of the debt itself may put a serious bur¬ 
den on some taxpayers—those who do not 
own bonds. 

In opposition to this reasoning, a number of 
economists have publicized the theory that 
public debts are nothing to be concerned about 
if they are owed to the people within the coun¬ 
try; diat in a depression the debt can be piled 
up almost indefinitely for the construction of 
worth-while public improvements, with a con¬ 
sequent increase in the nation’s wealth. This 
is true as a general proposition, as we can see 
from a little hypothetical national bookkeep¬ 
ing, artificially simple. 

Let us suppose, first, that the federal gov¬ 
ernment, during the great depression from 
1929 to 1939, balanced its budget, but that, 
owing to the great amount of unemployment, 
the wealth of our country did not increase at 
all. In this case there would have been no in* 
crease in the debt. The country would each 
year have wasted, as it actually did waste, 
about 20 billion dollars in wealth as the result 
of unemployment, but the public debt would 
not have increased. 

Now let us suppose that, instead of balanc¬ 
ing the budget, the government had borrowed 
20 billions each year to put unemployed labor 
and capital to work, adding 20 bfilions to the 
debt, but adding also 20 billions in productive 
wealth each year, and of course 20 billions in 
the bonds bought by the people. At the end of 
ten years the counby’s physical wealth would 
have increased 200 billtons, the debt would 
have increased 200 billions, and the bonds, 
which stand as assets against the debt, would 
have increased 200 billions. Since the bonds 
would exactly balance tfie debt, the country 
would ^n^ly be 200 billion dollars richer, b^ 
cause govmimont had money to 
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ancing the budget and wasting 200 billicms' 
worth of produ^vo labor and capital. This 
policy could be continued indefinitely, with a 
steady enrichment of the nation and a steady 
rise in the standard of living. It is true that the 
management of so large a debt would be dif* 
ficult; but the waste of 200 billions in produc¬ 
tive wealth is a national calamity, and if there 
is no other way of putting the labor and capi¬ 
tal to work, the debt shoidd be incurred. 

But suppose that the government, instead 
of building 20 billions' worth of productive 
wealth each year, produced 20 billions' worth 
of consumers' goo^. Clearly the case for bor¬ 
rowing would not be so strong. The people 
would be able to live better, would be able to 
consume 20 billions more in goods each year, 
and the bonds, as before, would balance the 
debt; but since productive wealth would not 
be increasing, the debt would be less manage¬ 
able than it would be in a country whose pro¬ 
ductive wealth is growing. 

It is commonly believed, as a second prin¬ 
ciple, that borrowing is a means of throwing 
the costs of government onto future genera¬ 
tions; but this is a completely false notion, if 
the government borrows from its own people. 
If the government could borrow from anoAer 
country, it might indeed do that. Future gen¬ 
erations would have to pay the bonds, or at 
any rate the interest on them, and would not 
receive these payments or interest; but when 
a government borrows from its own people, 
the next generation inherits the debt and an 
equal amount in bonds. Certain individuals of 
the next generation pay to certain other indi¬ 
viduals of the same generation the amount of 
the debt, but they can pay nothing to the pres¬ 
ent generation. 

This principle may deserve a little more 
careful scrutiny. Suppose that when labor and 
capital are fuUy employed in private produc¬ 
tion the government decides to borrow money 
and build a new highway. The present genera¬ 
tion has the highway but it does not have the 
wealth, let us say m the form of new houses, 
that would have been produced by the labor 
and capital if the government had not built the 
hi^way. The wealth of the present genera* 
tion is about tlie same as if die government 
had not built the Jbi^way. The future genera^ 
tion too Is k roughly th* imo poittiom It top 
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herits the highway instead of houses, and it build permanent improvements, needed school 

inherits a debt and an equivalent of bonds, buildings for example. Here it does not need 

Who pays for the highway? In a sense, both to take labor and capital from private produo- 

present and future generations do, because the tion; it uses the labor and capital which would 

houses that would have been built are durable otherwise have been unemployed, wasted. The 

goods, like the highway, and both present and present generation loses nothing in goods, and 

future generations have lost the use of the future generations have the schools, tfie debt, 

houses in order to have the highway. and the bonds. The latter two cancel each 

If, however, the labor and capital used in other, and future generations are richer by the 

building the highway would otherwise have value of the school buildings. To the extent 

been used to produce non-durable consumers' that such great public enterprises as Boulder 

goods—gasolin' whisky, beefsteak, and shoes Dam, Grand Coulee Dam, Bonneville Dam, 

—and if we ignore the fact that the present and the Tennessee Valley Authority were built 

generation will use the highway for a while during depression times by labor and capital 

and assume that the road will last indefinitely, which would otherwise have been wasted, 

then tlie present generation pays the entire they cost our generation nothing, and added 

bill—^pays in the sense of foregoing consump- to the wealth of future generations by the ex- 
tion, for it denies itself consumers' satisfactions tent of their value. 

equal to the cost of the highway—^and future All this leads to a third principle of impor- 
generations gain by the value of the highway, tance. In an economy in which there is full 
They inherit the highway and the debt and employment, the real cost of a public improve- 
the bonds; since the debt and the bonds can- ment—or of a war—to the present generation 
cel each other, the people are ahead by the is the same whether it is paid for by current 

value of the highway. They are quite as well taxation or by borrowing. The real cost is rep- 

off as if the present generation had raised the resented by the goods which the people must 

money by taxation; they may be even better go without in order to have the improvement 

off, because if the present generation had done or the war; and this cost is the same whether 

this, it might have got some of the taxes from the money is secured by taxation or by bonds, 

men who otherwise would have devoted this Other production must be reduced by the 

money to the production of durable goods, and amount necessary to allow the production of 

so it might have reduced the future genera- the improvement or of the war materials. Fun- 

tion's inheritance of durable wealth. damentally this is the cost that is involved. 

But suppose that in a time of depression the This will come up again later in our considera- 
govemment borrows money from its people to tion of war economics. 

QUESTIONS 

1. What are some of the reasons for the general rise in the expenses of government over the 
past century, aside from war? 

2. Why have federal expenditures risen more rapidly than those of the states? 

3. Why do modem wars cost so heavily? 

4. How would you describe, in a general way, the purpose of state and local expenditures? 

5. Are the goods and services provided by the government generally inferior to those bought 
by individuals privately? Explain fully. In what general respects are they different? 

6. Wiat commercial enterprises are operated by the federal, state, and local governments? 
Are they usually operated for profit? 

7. Name some of the resources that are included in the public domain. For what general pur¬ 
pose is the domain retained by the government? Would not private industry "develop” 
the resources more rapidly? 

8. Secretary Albert Fall was sent to the penitentiary for trying to turn the naval reserves over 
to private oil companies to develop. Was he not t^ing to encourage “private enter¬ 
prise'? 
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0. Distinguish between the pure financial and the politico-social conception of taxation. With 
taxes as heavy as they are now, can we fail to use the latter? 

10. Define regressive, proportional, and progressive taxes, and give illustrations of each. What 
are the arguments for and against progressive taxation? 

11. What are the requirements of a sound tax system? Discuss each one. 

12. Draw a graph to show the process of shifting, if any, of a tax imposed on a monopoly (a) 
per unit of product, and (b) fixed. 

13. Why cannot a’^tax on land be shifted? On what theory would you assume that a heavy 
personal income tax might not be shifted? 

14. Describe some ways of evading the personal income tax. 

15. Explain why the tariff is about the worst of all taxes. 

16. Why is a sales tax very bad in a time of depression? Why might it be fairly good during a 
period of war inflation? 

17. What are some of the vices of the general property tax? Why is it retained? 

18. ‘If die government boiTows money from its own people in a time of depression to create 
useful wealth, the wealth created is a net addition to the wealtli of the nation, and it costs 
the people nothing.” Do you agree? Why or why not? 
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GENERAL ASPECTS 
OF CAPITALISM 




Chapter 34. 

The Machine Age 


We have now completed our study of the 
capitalist system as it is analyzed by most 
economists. It seems pertinent to proceed fur¬ 
ther, however, and make a brief appraisal of 
the system, to consider some of the reasons 
why it is being amended or abandoned in some 
countries, and what possible alternative sys¬ 
tems there are. But before taking up these sub¬ 
jects, it may be worth while to consider one of 
the most significant aspects of our modern 
economy, its use of machines—^we might even 
say its domination by machines, for ours is in¬ 
deed a machine age, and many of our most 
critical economic problems arise from the re¬ 
morseless spread of the machine technology. 

Technology defined 

In defining the term technology we cannot 
do better than to use the definition given by 
Theodore Kreps; 

The term "technology” in its narrowest sense 
refers to changes in technical processes, the ma- 
chineiy, the plant, and equipment used by busi¬ 
nessmen to manufacture and distribute their pod- 
mdt. In the typical instance such changes increase 
the product per man-hour of labor or improve the 
Bi^ there have been many increases in 
productivity due to factors other than changes in 
Mohaaical apparatus, nc^bly impovements due 
he e(dentific management regularizing the flow of 
productioa, lowering costs, and the like. A change 
in floor plan proving a more even flow of raw 
materials, standardization of materials, a faster or 


more even flow of farm, factory, and mining prod¬ 
ucts to markets, reducing inventories and lowering 
the cost of warehousing, improved factory lay-out 
and machine assembly, economies in the use of 
power, better selection of personnel with reduction 
of labor tvirn-over, time and motion studies reduc¬ 
ing the effort required by labor to do specific tasks 
—all those come under the general heading of 
technology.^ 

In this chapter we shall devote our attention 
largely to machines and to some of the scien¬ 
tific developments that have accompanied the 
advance in machine construction and the use 
of power. 

The machine age 

It is impossible to set any particular date as 
the beginning of the machine age. What is 
usually called the Industrial Revolution oc¬ 
curred during the latter part of the eighteenth 
and the first part of the nineteenth century, 
but there were machines and factories before 
this. During the nineteenth century a rather 
steady increase in mechanization took place, 
particularly rapid after the Civil War, and 
even more so after the First World War. In 
recent years we have been passing through an 
industrial revolution more dynamic than that 
which occurred in the eighteenth century, "a 
revolution that strikes more deeply, falls upon 
a wider front and a more complicated in¬ 
dustrial system, than did its progenitor of 150 
years ago.”^ 


^ Temporaxy National Economic Committee, Heatings, Ft. 30, p. 16211. 
« Frederick Mills, In OukL, p. 16246. 
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The ubiquitous machine 

We have developed a myriad of machines 
of every size and l^d: gigantic steel planing 
machines that weigh half a million pounds and 
are capable of finishing the four edges and one 
face of a piece of armor plate 12 feet wide, 24 
feet long, and 12 inches thick at one setting; 
great lathes for turning cannons and huge 
steel castings; drilling machines as large as an 
ordinary dwelling house; engines, dynamos, 
and turbines; steam platen presses capable of 
applying a pressure of 20,000,000 pounds. At 
the other extreme are the tiny machines used 
in watch factories, which work at high speed 
and with almost miraculous accuracy. In re¬ 
cent years there has been rapid progress in de¬ 
veloping machines of greater size, accuracy, 
and rigidity, of faster speeds and larger out¬ 
put. 

Not only has productive capital piled up in 
the factories; in the form of machines of all 
kinds it has invaded the farm, the workshop, 
and the home. A century ago the farmer, even 
in the United States, had only a few simple 
implements—^a plow, a wooden harrow, and 
perhaps a small horse rake—that were grossly 
inefiBcient by any modern standard. Practically 
all the other farm implements, such as the 
scythe and the cradle, were hand tools. The 
year 1850 marks the beginning of modern 
agricultural machinery, and the pioneer who 
homesteaded the land of the Middle West in 
the ’sixties and ’seventies had a few more im¬ 
plements: a mower, a cultivator, and perhaps 
a harvester which did not bind the sheaves but 
only dropped the grain in piles. With the com¬ 
ing of the tractor and combine about the time 
of the First World War, agriculture entered a 
new machine age which was to change the 
farm economy and farm life and raise many 
perplexing problems which are still unsolved. 
To^y a well-equipped farm in the Middle 
West must have a large number of efficient 
and expensive implements. 

The machine is revolutionizing the shop too. 
The old blacksmith shop where the sturdy 
smith shod horses and hammered out plow 
lays has been superseded by the machine shop 
with a number of efiBcient and expensive ma- 
chines« The carpenter’s shop may have motor- 
driven saws, planes, and drills, infinitely faster 
and more accurate than the hand tools with 


which the carpenter used to work. The cob¬ 
bler with his few simple tools has given way 
to the modem shoe repair man, who works 
mostly with motor-driven machines. 

In some of the professions the same trans¬ 
formation has taken place. The optometrist of 
even a generation ago had only a few simple 
instmments costing less than $200; an up-to- 
date shop today has at least $1200 worA of 
complicated instruments, and the equipment 
in the best shops represents an investment of 
several thousand dollars. The doctor’s o£Bce 
and the hospital room in which he works are 
now equipped with a number of expensive 
machines; and the doctor must be a technician 
of no mean talent to operate them all—some 
physicians even have technical assistants to 
help them. Some of the instmments used in 
diagnosis and in operations are marvels of me¬ 
chanical ingenuity. 

The machine and the home 

The machine is remaking the home in vari¬ 
ous ways, for it has taken out of the home 
many functions once carried on there. Only 
two or three generations ago, the housewife 
made most of the clothing for herself and her 
family, at first by hand, and later with a sew¬ 
ing machine. She baked bread, made butter, 
dried apples and com for winter, made lye 
from ashes and used it in making soap, filled 
bed ticks with straw or husks, made "coflFee” 
of browned rye or wheat, rugs of twisted com 
husks, candles of tallow, dyes from walnut 
shells. She did her own washing and ironing, 
of course. Her husband raised his own meat 
supply, did his own butchering, smoked the 
hams in the smoke house, made his own sau¬ 
sage, shelled com with a hand sheller or by 
hand, cut the wood for his $tove with a saw 
and axe, put up his own supply of ice in the 
winter, and perhaps made many of his own 
medicines, from coal oil, turpentine, goose 
grease, skunk oil, honey, and various combi¬ 
nations of these. 

Now many of these functions have been 
transferred from the home to the factory 
where they are performed with the aid of ma¬ 
chines: baking, churning, sewing, butchering, 
canning, soap making, and many other taslu. 
The work that is left to the home is being 
taken over by machines too, largely electric 
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machines—^refrigerators, peelers, slicers, chop- the internal combustion engine using gasoline, 

pers, mixers, vacuum cleaners, fans, dish-wash- kerosene, or fuel oil. The steam turbine has 

ers, percolators, waffle irons, toastefs'/ razors, several advantages over the reciprocating en- 

pressing irons, curling irons, water heaters, gine. In the first place, it is capable of devel- 

fumace stokers or oil or gas burners, electric oping vastly greater power. The rate of im- 

lamps to simulate sunshine, electric exercisers provement in turbines in recent years has been 

to relieve lazy, fat people of the necessity of almost magical. Even as late as 1920, the larg- 

exerting themselves, and in a few farm homes est unit possible was thought to be about 40,- 

pumps to bring water into the house.® 000 horsepower, yet twelve years later one 

was built that had a capacity of 200,000 horse- 
increasing use of power power—more power than could have been ex- 

With the grc vth in productive capital has erted by all the men and women in the United 

gone an even more rapid increase in the use of States in Washington's time. In the second 

power. Tlie first source of power was human place, the turbine is smaller, much lighter in 

muscle; and a puny force it was, in the night- weight, more economical in fuel consumption, 

black ignorance of the time, against the heav^' and capable of developing higher speeds and 

resistance of nature. The total output of goods higher pressures. The weight and floor space 

was so small that only a few could live even required by the larger turbines is less than 

tolerably well, by exploiting an army of slaves. one-fifth what it was thirty-five years ago. 

In Greece, the most democratic of ancient In the internal combustion engine, particu- 
states, there were five times as many slaves as larly in the automobile engine, size and power 
free men. Next, and of particular importance have been stressed less than lightness; yet gas 
in the agricultural stage, came power from do- engines are made that generate 8000 horse- 

mesticated animals—the ox, camel, horse, power, and some Diesel engines generate more 

mule, and in some places other animals— than 15,000 horsepower, using fuel oil with ex- 

which greatly lightened the burden on human traordinary economy. A Union Pacific stream- 

muscles and expanded the product of human lined train pulled by a Diesel engine traveled 

labor. Water power, well understood by the 3260 miles across the continent at a fuel cost 

Egyptians, Assyrians, and Persians, was used of less than 2.5 cents per mile. The internal 

in irrigation enterprises, and wind power was combustion engine is far more economical of 

harnessed to propel ships; but for several thou- fuel than the reciprocating engine could pos- 

sand years there was little further develop- sibly be made, and some technicians believe 

ment in the science of power production or in that when our oil approaches exhaustion coal 

the use of power.^ will be liquefied and used in internal combus- 

With the invention of the steam engine in tion engines rather than in boilers to produce 
the eighteenth century the “steam age" was steam. 

ushered in. The crude and nidimentary en- Increase in the power used on farms 

gine made by Waft was improved by later in- has come largely from the use of internal 

ventors and technicians until the powerful re- combustion engines. The figures from 1850 

ciprocating engine, capable of driving miles of to 1930 are given on page 506. Today 

shafting in factories, was developed. Prior to (1946) this figure is nearly 120,000,000 horse- 

1880, die only important source of power was power, 

the steam-driven reciprocating engine, which, 
although it had brought a great development Electricity 

of machinery, imposed rigid limitations on the But the power age would never have 

types and efflciency of machines and on fac- reached full bloom without electricity. As early 
tory organization. Between 1880 and 1890 the as 1821, Michael Faraday discovered the se- 
sleam turbine was developed, and following it cret of the interchangeability of electrical and 

® For further information as to the increase in household machines, see Harry Jerome, Mechaniza¬ 
tion in Industry, pp. 173-177. 

^ On the development of power, see Hugh Quigley's article in Encyclopaedia of the Social Sciences, 
vol. xii, pp. 293 ff. 
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mechanical power and after years of expeii*- 
mentation developed the dynamo, which in 
succeeding generations laid Ae foundation i(X 
the creation of important industries for tire 
production of mechanical and electrical en¬ 
ergy in volume sufBcient for very large indus¬ 
tries. Further inventions relating to &e trans¬ 
formation and transmission of energy greatly 
expanded the range of the earlier appliances, 
and a new power age—^the electric j age— 
was inaugurated. Steam power was not dis¬ 
carded but was turned into electricity. Today 
electric motors totaling more than 35,000,000 
horsepower turn most of the wheels of indus¬ 
try. 

Total Hobsefoweb Used on Fabms^^ 


1850 

6,494,000 

1860 

9,437,000 

1870 

9.879.000 

1880 

14,087.000 

1800 

20.347.000 

1900 

22,997,000 

1910 

27,928,000 

1920 

37,495,000 

1930 

70,502,000 


Most of the energy developed by the en¬ 
gines used in industry —76 per cent in the 
United States—^is applied not directly but 
through electricity. This gives flexibility, 
power, speed, precision, freedom of movement, 
and ease of control m industrial operations. It 
is no longer necessary to hitch machines in 
roM^ along transmission shafts to get power, 
and the maze of belts that formerly obscured 
light and endangered the lives of employees 
has been largely eliminated. Machines can be 
moved anywhere and so placed that material 
can flow from one to another with a minimum 
of moving about. In plants which have a vari¬ 
ety of machines, some of them in use only part 
of the time, there is convenience and economy 
in providing each machine with its own mo¬ 
tor. Finally, the electric motor affords speed 
and steadiness impossible to achieve with me¬ 
chanical connections. In some rayon plants, 
for instance, each spindle has a small motor, 
with a speed of 9000 revolutions per minute, 
so free from vibration that the delicate yam is 


not damaged. More than 100,000 such indi¬ 
vidual motors have been installed by the rayon 
mdustry in the past fifteen years. Because of 
the various advantages of electrical power, the 
amount used increased from 43 billion ldlo« 
watt hours in 1920 to 168 billion in 1941, 

Electricity is thus a revolutionary factor. As 
Walter Polakov says: "What is it about elec¬ 
trical power which has enabled it to play its 
stupendous role in human affairs? Briefly, it 
is power devoid of hulk-energy available at 
any time in any quantity—without storage — 
energy, furthermore, which is applicable in 
many forms. This flexibility and ease of con¬ 
trol are the qualities which have made elec¬ 
tricity the vitalizing, all-pervading force which 
has revolutionized not only industry but all 
our living/*® 

Transportation agencies have been much 
slower than industrial plants to adopt electric¬ 
ity, largely because the expense is so great. 
Railroad electrification has proceeded on a 
large scale in some European countries and in 
New Zealand, but not in England or the 
United States. In marine transportation the 
tendency is toward the use of electricity with 
the reciprocating steam engine or turbine. 

But electricity is employed for more intri¬ 
cate tasks than this. To an increasing extent it 
is used in the control of industrial operations. 
In a steel-plate mill, for instance, the product 
is never touched by human hand; it is con¬ 
trolled from beginning to end by electrical de¬ 
vices, even to inspection with X-rays and the 
electric eye. The size, thickness, quality, and 
color of the product are tested not by the 
trained eye of the skilled artisan but by an 
electrical device which is more accurate and 
of course untiring; however, the skill of man 
cannot be dispensed with, for these electric 
devices must 1^ controlled by a skilled techni¬ 
cian capable of sustained attention, correct 
perception, and prompt reaction.^ 

An interesting summary of the important 
functions of the photoelectric cell is offered by 
C. C. Furnas in his book, The Next Hundred 
Years\ 


®From the Report of the Federal Trade Commission on the Agricultural Implement and Machinery 
Indust^, 1938, pp. 99, 100. 

® Robert Morss Lovett and others. Recovery Through Revolution, p. 421, 

^ See Walter N. Polakov, The Power Age, and also an article by him in New Republic, January 4, 
1933, p. 204, 
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The photo*«lectric cell, or electric-eye as the 
popularizers like to call it, cm be made as sensi¬ 
tive as the human eye. It cannot be imbued with 
brains, but it can be adjusted (trained if you like) 
to perform routine tasks, reliably, consistently, 
cheaply. Suppose you are wrapping candy bars 
by machine. If you are making candy bars you 
would not think of doing it any other way. The 
wrapping machine probably moves so rapidly that 
you cannot follow its motion with the unaided 
eye; so, as might be expected, it missteps o<xa- 
sionally and omits a wrapper. Girl inspectors might 
be counted upon to catch such omissions but a 
photo-electric cell is better. It never fails to see 
the missing wrapper. Photo-cells never get sleepy, 
no matter how late they have been up the night 
before. By keeping the bars moving down a belt 
conveyor, and keeping them separated one from 
the other, the photo-cell equipment will accurately 
and mercilessly throw off every uncovered speci¬ 
men. 

Similar equipment sorts beans or cigars on the 
basis of color. Photo-cells can judge the color of 
textiles more accurately than can the human eye. 
They are being used to maintain lubricating oil 
at a given color and coffee at a uniform strength. 
Temperature is very important in the heat treat¬ 
ment of steel bars and elcctric-eyes are being used 
to remove bars from reheating furnaces as soon as 
tliey reach the desired degree of redness. They 
are being used to guard prison walls and safes. 
By causing a bell to ring they warn a fireman 
when he is creating a s»moke nuisance. They are 
used to regulate Ae thickness of paper in its 
manufacture and to stop the machinery and give 
warning if the paper breaks. They automatically 
level elevators at floor stops. They sort cards for 
tabulating machines and a practical device is 
available for apprehending speeders on the high¬ 
ways. They are certain, accurate, and not suscepti¬ 
ble to arguments ot feminine beauty. At bridle¬ 
path crossings they operate traffic lights for horses 
but not for humans. The most common and 
simplest task of the cell is that of counting. They 
are used in factories to count almost every con¬ 
ceivable thing. The vehicles crossing the Ambas¬ 
sador Bridge at Detroit are so counted.® 

A rather interesting example of the advance 
of science is seen in new methods of searching 
for oil—^in geophysics. Twenty years ago, ad¬ 
vertising any sort of "doodle bug” as a device 
for locating oil deposits was prohibited by the 
federal government as necessarily hrauddent. 
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because it was assumed, and at the time cor^ 
rectly, that no such device was of any use. 
Since that time millions of dollars have been 
spent in the development of geophysical meth¬ 
ods and devices, and through their use a num¬ 
ber of oil pools have been discovered. Perhaps 
the new science will reveal not only oil deposits 
but deposits of the various metals, although in 
the latter field it has achieved only modest re¬ 
sults. 

The wonders of electrical science constitute 
a subject too vast and too difficult for this book. 
We need only mention tlie developments in 
electronics, in television, in radar, in a score 
of fields that are beyond the comprehension of 
a mere economist. Scientific advance was ac¬ 
celerated by World War II, and it is perhaps 
not too much to say that our scientists and 
technicians contributed as much as any other 
group toward winning it—through defeating 
the submarine and through the development 
of the atomic bomb, to mention only two cases. 
And there can be no doubt that the advance 
will continue. 

The production of power, formerly subsidi¬ 
ary to the industries using it, has becon^, in 
the dominant form of electricity, a separate 
industry of gigantic size, representing, in the 
United States, a capital investment of more 
than 12 billion dollars, and ranking next to 
the railroads in capitalization. 

Along with the development of electricity 
as a handmaiden to coal- and oil-produced 
power has gor e a rapid growth of hydroelectric 
power. The world's water-power production 
more than tripled between 1913 and 1937, 
and the percentage of total power derived from 
water nearly tripled. It is estimated that it 
would take nearly 250,000,000 tons of coal to 
produce the power now produced from falling 
water. Development in the United States has 
been paiticularly rapid since the First World 
War, nearly doubling between 1920 and 1930. 
By 1941 nearly 19,000,000 horsepower had 
been installed. Estimates of the total potential 
water power in the United States run as high 
as 75,000,000 horsepower, but much of this 
could be developed only at great expense, and 
mudb of it is available in regions of the West 
where sparseness of population or lack of raw 


• C. C. Furnas, The Next Hundred Years, p. 207. By pcrmission.of Beyual A Hitr^cock, luc. 
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materials or other handicaps stand in the way 
of development in the near future. 

The rapid growth in the use of electric 
power is ^own in the figures of the National 
Resources Committee (see table below). 

Total power available 

The total amount of power available in the 
United States in 1935 was estimated by this 
Committee as follows: 


Power Available in the United States in 1935* 
(Horsepower) 


Electric central stations 
Industrial power plants 
Electrip railway plants 
Isolate non-industrial plants 
Mines and quarries 
Agricultural, prime movers 
Automobiles, busses, trucks, and motor¬ 
cycles 
Airplanes 
Locomotives 
Marine 


44,670,000 

20,133,000 

2,500,000 

1,500,000 

2,750,000 

72,763,000 

965,000,000 

3,500,000 

88,000,000 

30,000,000 


1,230,816,000 


These figures involve some exaggeration, for 
of course some of this power is used only part 
of the time. Automobiles, trucks, tractors, mo¬ 
torcycles, and airplanes are not and could not 
be operated all or even most of the time on 
the amount of fuel available. A statement that 
the total power represents "the equivalent of 
400 human slaves for each of the 30 million 
families in the United States” is an exaggera¬ 
tion; perhaps even 200 slaves for each family 
would be too high. Nevertheless, it is true that 
these are "servants that require no food and 


feel nothing of the wear and tear and hopeless¬ 
ness of a servile life.”^® 

Not all this phenomenal increase in power 
is devoted to producing goods. A large part 
of it is used in moving goods and people 
about, particularly in automobiles and trucks, 
and some has been employed in domestic uses. 
The average domestic consumption of electric¬ 
ity rose from 264 kilowatt hours in 1913 to 673 
kilowatt hours in 1935. An important reason 
for this increase in domestic use has been the 
decline in the cost of electricity: from 25 cents 
per kilowatt hour in 1882, to 16.2 cents in 
1902, and to 5.03 cents in 1935. The domestic 
consumer gets much more for his money than 
he did thirty or forty years ago. 

Improvement in machines 

Along with the increased use of power has 
gone a general increase in the accuracy, reli¬ 
ability, and durability of machines, often with 
a decrease in size. In efficiency, durability, and 
economy of operation, agricultural machines 
improved between 50 and 100 per cent in the 
period from 1910 to 1932, and they have of 
course improved still further since then. Auto¬ 
mobiles have improved much more than this. 
Anyone who drove a car twenty or thirty years 
ago, when one of the commonest sights on the 
road was a stalled car with a helpless motorist 
peering under the hood, will have some idea 
of the improvement in automobile construc¬ 
tion, Today s car often covers 50,000 miles 
with little or no repairs. Improvement in tires 
has been little less than a miracle; whereas 
twenty-five years ago ordinary tires were good 
for perhaps 3000 miles; today the best tires 


Horsepower op Installed C-APAciry in Electric-Generating Stations^^ 


Year 

Steam Plants 

Interna] Com¬ 
bustion Engines 

Water Power 

Total 

19(tt 

1,394,395 

12,181 

438,472 

1,845,048 

1912 

4,949,778 

111,035 

2,469,231 

7,AS0.044 

1922 

14,171,222 

302,995 

5,822,018 

seo,296,234 

1930 

31,000,000 

600,000 

11,600,000 

43,200,000 ’ 

1935 

[1941 

32,000,000 

670,000 

12,000,000 

44,670,000 

36,000,000] 


* TechnologiCQl Trends and Natiomd Policy, p. 240. 

See Robert R. Doane, The Anatomy of American Wealth, p. 68; and C. G. Gilbert and Joseph E. 
Poeue, Potcerx Its Significance and Heeds, p. 7. 

Technological Trends and National Policy, p. 249. Authorities differ somewhat in their estimates, but 
the figures of the National Resources Cominittee are probably as good as any. 
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often roll 30,000 miles. Horsepower in steam 
locomotives, in proportion to weight, has don- 
bled in the past twenty years, with "higher 
l)oiler pressures, higher steam temperatures, 
greater fuel economy, greater steam capacity, 
better steam distribution, ability to make longer 
daily runs and greater mileage between shop¬ 
pings.”^ The airplane of today is a vastly dif¬ 
ferent machine from that of even three or four 
years ago. 

Improvement in machines has been the re¬ 
sult of many fac». ?rs, one of which is the rapid 
advance in the science of metallurgy. There 
are now some 5000 different metal alloys, some 
of them much better than the metals formerly 
used. It has been claimed that the steel pro¬ 
duced today wears nearly twice as long as 
most of the steel made fifty years ago. The 
advance has been phenomenal in some of the 
hard cutting metals. "A new material is now 
available which consists of a mixture of tung¬ 
sten and titanium carbides cemented with 
cobalt. This is perfectly satisfactory for cut¬ 
ting steel and it has been found to have 60 
times the life in operation that the original 
cemented tungsten carbide had,”^® "Through 
chromium plating the life of various tools and 
parts has been extended from 3 to 20 times. 
By the use of tungsten carbide, carlwloy tools 
have been formed which operate in some cases 
300 to 400 times as efficiently as the old steel 
tools. On a brass-plug job the number of fin¬ 
ished pieces produced by old tools was 200, 
through the substitution of carboloy tools this 
was increased to 15,000,”^* Great improve¬ 
ments have been made in some articles through 
the use of the lighter metals and alloys, some 
of which are extremely strong as well as light; 
and some scientists believe that we are enter¬ 
ing a new era in which steel will to some extent 
be displaced by these materials. 

Increase in productivity 

This phenomenal increase in the use of 
machines and power has brought a rapid in¬ 
crease in productivity. F. C. Mills has esti¬ 
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mated that the output per wage earner in 
manufacturing increased 43 per cent in the 
decade between 1919 and 1929. David Wein- 
traub puts the increase per man-hour in manu¬ 
facturing between 1920 and 1929 at 48 per 
cent. According to Fabrican^ between 1899 
and 1940 the number of workers increased 
from an index of 100 to 190, but physical out¬ 
put increased from 100 to 429. With due allow¬ 
ance for the considerable shortening of the 
workday, this means a reduction in the "wage- 
eanier hours” per unit of product from 100 to 
30.^^ In some industries the increase has been 
much greater than this. 

Fig. 44 shows graphically some of the de¬ 
velopments in the machine age since 1850, 
with respect not only to labor output but also 
to capital invested, power employed, and 
length of workday. 

A graphic contrast of ancient and present- 
day productivity is shown in the building of 
the Great Pyramid and the construction of 
Boulder Dam. The two structures have practi¬ 
cally identical volumes, and Boulder Dam is 
much more complicated in design; yet accord¬ 
ing to historians, 100,000 men labored twenty 
years in building the Pyramid, whereas 1200 
men built Boulder Dam in less tlian two years. 
The Pyramid cost 2,000,000 man-years, and 
the Dam 2400.^'* 

In some instances the increased productivity 
has resulted largely from the higher speed of 
the machines. In the steel industry's continuous 
rolling mills which were introduced only a few 
years ago, steel strips move along at a rate of 
more than 20 miles per hour as they are flat¬ 
tened to the desired thickness. The speed of 
railroad trains is increased each decade. Be¬ 
tween 1918 and 1937 the speed of freight 
trains increased 64 per cent, and this, with the 
larger freight cars and more powerful loco¬ 
motives, more than doubled the "hourly out¬ 
put of transportation” per freight train. 

As a result of the improvement in machines 
and of various other technological advances, 
our increased production since 1910 has been 


^ Maiy L, Fledderus and Msury Van Kleeck, Technology and LivelOwod, p. 133. 

Ibid., p. 46. 

Temporary National Economic Committee, Hearings, Pt. 30, p. 17300. 

« Solomon Fabricant, The Relation Between Factory Employment and Output Since 1899, National 
Bureau of Economic Research, Occasional Paper No. 4. 

National Resources Committee, Technological Trends and National Policy, p. 381. 
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secured at a less than proportionate increase 
in investment in machinery. Between 1923- 
1924 and 1936-1937, the volume of output 
increased 25 per cent, whereas the fixed capi¬ 
tal investment increased only 2 per cent. Thus 
the new technology saves in the use of cap- 
ital;^^ and it saves also in the cost of labor, for 
in spite of a considerable rise in wage rates, 
labor costs per unit of product have generally 
declined. 

Obstacles to prompt introduction of machines 

It should not be assumed that inventions and 
improved machines are always eagerly snapped 
up by industrial concerns and promptly put 
into operation. On the contrary, for various 
reasons they are often slow to find their way 
into the factories, in the first place, many peo¬ 
ple, have a deeply rooted hostility to new and 
strange things. Most inventions, even the auto¬ 


mobile and the airplane, at first faced strong 
popular incredulity or hostility. In the second 
place, many inventions have been opposed by 
the workers whose jobs might thus be en^ 
dangered. In some early cases, inventions and 
new machines were destroyed and a few luck** 
less inventors were killed. Even though labor 
never goes to such lengths today, strong unioaa 
are often able to delay the introduction ol 
labor-saving machines. In the third place, pro* 
ducers of competing goods or services Inive 
often fought the introduction of new machines 
or processes in an efiFort to protect their own 
position. Manufacturers of hand- and foot- 
power sewing machines delayed the introduc¬ 
tion of electric machines; producers of electric 
light bulbs fought the introduction of fluores¬ 
cent lamps; newspapers tried in various ways 
to delay the broadcasting of news over the 
radio. In the fourth place, monopolies have 



Fig, 44. Capital Invested, Horsepower, and Product, per Wage Earner in 
Manufacturing in the United States.^^ 


Temporary National Economic Committee, Monograph No. 37^ p. 99. 
^*From Temporary National Economic Committee, HeaHnga, Ft 30, p. 16223. 
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often delayed the introduction of new devices 
and processes by buying up and suppressing 
the patents. In the fifth place, most new in¬ 
ventions are crude, and their perfection may 
require further development along coordinate 
lines of technology or science. The early steam 
engines, for instance, could not be widely used 
until metals strong enough to stand boiler 
pressures were produced. And finally, business¬ 
men often oppose new inventions which call 
for the scrapping of equipment already in use. 
The result of all this is that new inventions, 
devices, machines, and processes are often 
adopted by industry rather slowly, and tech¬ 
nical progress outruns actual practice by pe¬ 
riods varying from a year or two to a genera¬ 
tion.^® 

Effects of machine technology 

What have been the effects of the machine 
technology on labor, on the national economy, 
and on general conditions of life? Henry Ford 
sees in it not only the producer of goods for 
man’s physical comfort and convenience, but 
the liberator of mankind from brutalizing 
drudgery: ‘‘The way to liberty, the way to 
equality of opportunity lies through power; 
the machine is only an incident. The function 
of the machine is to liberate man from brute 
burdens and release his energies to the build¬ 
ing of his intellectual and spiritual powers for 
conquests in the fields of thought and higher 
action. Machinery is accomplishing in the 
world what man has failed to do by preach¬ 
ing, propaganda, or the written word—^usher¬ 
ing in the United States of the World.” 

Nearly a century ago, on the other hand, 
John Stuart Mill wrote his famous polemic: 
“Hitherto it is questionable if all the mechani¬ 
cal inventions yet made have lightened the 
day’s toil of any human being. They have 
enabled a greater population to live the same 
life of drudgery and imprisonment, and an 
increasing numl^r of manufacturers and others 
to make fortunes.” In these oft-quoted words, 
however, Mill was condemning not so much 
mechanical inventions as the trend toward 
overpopulation. A little later, John Ruskin 
raised a protesting voice against the growing 

^®For an interesting discussion of this subject. 
Trends and National Policy, Part I, Section IV. 
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mechanization of England: '‘A great cry rises 
from all our manufacturing cities, louder than 
their furnace blasts. . . . We manufacture 
everything there except men. We blanch cot¬ 
ton, and strengthen steel, and refine sugar, 
and shape pottery; but to brighten, to 
strengthen, to refine, or to form, a single liv¬ 
ing spirit, never enters into our estimate of 
advantages.” Rusldn—^painter, artist, and con¬ 
noisseur—was outraged by the ugliness of the 
factory cities, the monotony of machine tend¬ 
ing, and by what he considered the knavery 
and cheating of business. The productiveness 
of machine industry he rated of small worth, 
for according to him the simple life was best. 
In his ideal society, “no machines moved by 
artificial power are to be used on the estates 
of the society; wind, water and animal force 
are to be the only motive powers employed, 
and there is to be as little trade or importation 
as possible; the utmost simplicity of life, the 
restriction of possession, being combined with 
the highest attainable refinement of temper 
and thought.’’ For many years Ruskin fulmi¬ 
nated against factories and machines and he 
died a broken-hearted man because his protes¬ 
tations were of no avail; the factory system 
spread irresistibly over England and then over 
Europe. As Balzac said, “English inventions 
tend to mechanize other nations. England 
seems bent on seeing the whole world as dull 
as itself, and dull in the same way.” In our 
own country, Thoreau challenged the machine 
and the industrial order because they denied 
to each person the right to live his own best 
life. 

Oswald Spengler, the great German pes¬ 
simist philosopher, saw grave menace in the 
machine; “But for that very reason Faustian 
man has become the slave of his creation. His 
number, and the arrangement of life as he 
lives it, have been driven by the machine on 
to a path where there is no standing still and 
no turning back. The peasant, the handworker, 
even the merchant, appear suddenly as ines¬ 
sential in comparison with the three great 
figures that the Machine has bred and trained 
up in the cause of its development: the entre^ 
preneur, the engineer, and the factory worker, 

see National Resources Committee, Technological 
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Out of a quite small branch of manual work-^ 
namely, the preparation-economy—tfaere has 
grown up (in this one Culture alone) a mighty 
tree that casts its shadow over all the other 
vocations—^namely, the economy of ‘the ma¬ 
chine industry. It forces the entrepreneur not 
less than the workman to obedience. Both be¬ 
come slaves, and not masters, of the machine 
that now for the first time develops its devilish 
and occult power.”^ Spengler prophesied a 
time when man will "blot out the whole thing 
from his memory and his environment, and 
create about himself a wholly new world, in 
which nothing of this Devil’s technique is left.” 

Technology a dominating force 

We need not accept any of these extremes 
for the present, but we must concede that the 
technological process, as Stuart Chase says, 
‘'is perhaps the strongest force in the modem 
world. It threatens nations, constitutions, legal 
systems, property concepts, cherished beliefs 
and traditions, as well as jobs”; and the civi¬ 
lized world must either learn to understand 
and master it, or lapse back to some simpler 
form of society, or even barbarism. 

For an example of the vast influence of just 
one machine, let us consider the automobile. 
This one machine nearly ruined many of our 
railroad and street railway companies, drove 
the horse and buggy from the economic land¬ 
scape, built up the oil business to the status of 
one of our greatest industries, and brought the 
question of future oil reserves to the front as a 
problem of international importance. It de¬ 
manded the building of a million miles of im¬ 
proved highways, incidentally raising the 
cement industry to first-rate importance; it 
made the rubber industry rank high in our 
economy, and bolstered the demand for steel, 
copper, leather, glass, and a score of other 
products, at the same time causing depression 
in the shoe industry. It remade our American 
cities, increased their size, scattered residences 
over vast suburban areas, reduced the average 
size of homes and the number of servants, 
dispersed retail centers, changed the nature 
of much of our hotel business, and dotted the 


landscape with tourist camps, road-side res¬ 
taurants, beer joints, and night clubs. It de¬ 
stroyed hundreds of little towns with their 
schools and churches, brought in central school 
systems, enlarged county seats while making 
nine-tenths of our counties unnecessary, to 
some extent erased state lines, and created new 
problems of federal regulation. It introduced 
new opportunities for recreation and changed 
the character of recreational activities, raised 
the population of many recreational areas, and 
gave millions of people an opportunity to see 
scenic wonders formerly enjoyed by only a 
few; it increased our mobility, jarred people 
loose from their local provincialism, and in 
some cases even from certain established no¬ 
tions of morality; it bankrupted thousands of 
people of modest circumstances, and promoted 
a general spirit of extravagance. And it has 
killed more people each year than our Army 
lost in battle in the First World War. Ogbum 
may well not exaggerate much when he says 
that "the inventor of the automobile has had 
more influence on society than the combined 
exploits of Napoleon, Genghis Khan and Julius 
Caesar.”^^ 

The machine and labor 

First, with respect to labor, it is safe to say 
that the development of machines and the re¬ 
sulting increase in productivity had much to 
do with the abolition of slavery and with giving 
human life a valuation it had never had before. 
When much of the power used had to be pro¬ 
vided by puny human muscles, slaves could be 
and inevitably were used to the advantage of 
their masters; but the machine reduced the 
value of muscle power to a point where this 
form of human labor was unprofitable, nor 
could the machine itself be trusted to the 
apathetic attention of a slave. With the aboli¬ 
tion of slavery, human life came to have a new 
value and dignity. 

The machine, in the second place, has taken 
over much of the heavy, heart-wearing work 
of earlier days: lifting heavy burdens, scoop¬ 
ing coal and grain, stoking engines, planing 
floors, sawing wood, mixing cement For cen- 


^ Oswald Spengler, The Decline of the West, special ed., voL it, p. 504. By permission of Alfred 
A. Knopf, Inc., publishers. ^ 

W. S. Ogbum, Machines and Tomorrow*s World, Public Affairs Pamphlets No. 25; see also the 
statement by Theodore Kreps in Temporary National Economic Committee, Hearings, Ft. 30, p. 16253> 
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turids there has been a continuous reduction 
in the proportion of the world's work that in¬ 
volves mere physical digging, pushing, pulling, 
lifting, carrying, hammering—^the exertion of 
purely muscular force—and a continuous rise 
in the share of work falling ta the scientists, 
architects, designers, engineers, toolmakers, ac¬ 
countants, clerks, statisticians, production man¬ 
agers, and salesmen. 

In the third place, the machine has taken 
over many of the monotonous tasks of industry. 
Idealists often draw a depressing picture of the 
monotony of factory work: sewing tongues or 
setting eyes in shoes, turning Nut No. 40 on 
Ford cars hour after hour, day after day, week 
after week. Truly such routine work is not 
interesting or inspiring, and it may have a 
tendency to deaden the worker’s initiative and 
enterprise; yet for various reasons the influence 
of the machine probably has not been as bad 
as is sometimes pictured. 

For one thing, only a small proportion of our 
industrial labor is engaged in such routine 
work. Only about half our factory labor works 
directly with machines; only a total of perhaps 
6,000,000 laborers, less than 5 per cent of the 
total population, can be classed as industrial 
“robots,” and this percentage is declining as 
the machines take over more of the routine 
operations. When operations are reduced to 
routine, many of them can be handled by ma¬ 
chines more cheaply than by hand. Further- 
mpre, although a newly invented machine 
usually requires a great deal of care and atten¬ 
tion, it gradually takes over the part of its 
tender's work which is routine and monoto¬ 
nous, leaving for him only the responsibility of 
seeing that the machine is in good order and is 
working smoothly. 

The machine has thus taken over a great 
many wearing, monotonous tasks, the making 
of fine laces, for instance, which when made by 
hand eventually blinded some of the women 
who persisted in it too long, or the making of 
tiny screws for watches. As Marshall observed, 
tha latter was done by operatives who acquired 
a high and specialized manual skill but who 
lived sedentary lives, strained their eyesight 
working with microscopes, and found in their 


work litde scope for any faculty except com¬ 
mand over the use of their fingers. The ma¬ 
chine which makes these tiny screws “is in¬ 
tricate and costly, and the person who minds 
it must have an intelligence, and an energetic 
sense of responsibility, which go a long way 
towards making a fine character.”^^ Marshall 
estimated that in the making of textiles, “for 
every hundred yards of cloth that are woven, 
the purely monotonous work done by human 
beings is probably not a twentieth part of what 
it was”; and there has been a further great 
reduction in this proportion since his time.^* 

There is indeed a great deal of routine work 
in the modem factory; but if it does not in¬ 
volve too much muscular strain, such work is 
not as distasteful to most people as it is some¬ 
times assumed to be. Some laborers find it in¬ 
tolerably dreary and irksome. Stuart Chase cites 
the case of tlie girls of superior intelligence 
who were given monotonous cross-stitching to 
do; they developed speed very quickly but 
soon became so bored that their output de¬ 
clined below that of girls of average intelli¬ 
gence, Whatever the nature of their work, how¬ 
ever, most people fall into a sort of routine 
when they can, because there is economy of 
mental effort in doing so; and many prefer 
routine work to that which calls for constant 
diligence and attention. Human beings have 
an extraordinary adaptability too, which en¬ 
ables them to adjust themselves to monotony 
or to other disagreeable characteristics of work. 
And finally, even in routine work there may be 
some zest ir the speed and accuracy with 
which it can be done, and in the sense of power 
and competence which the machine gives the 
worker. 

The broad effect of the machine on the skill 
required of workmen is a question about whicji 
much has been written but on which no posi¬ 
tive answer has yet been given. The relative 
number of skilled craftsmen has declined, but 
the relative number of unskilled laborers hajs 
also declined. Differences in earnings of skilled 
and unskilled laborers are apparently less than 
they were thirty years ago. \^ile the machine 
has made possible the use of much relatively 
unskilled labor, it has also created a demand 


Alfred Marshall, Principles of Economics, pp. 257-258. 
^Ibid„ p. 263. 
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for certain types of skilled labor, such as that 
required for making and repairing the ma* 
chines. Jerome describes the total effect as "'a 
leveling process producing fewer highly skilled 
jobs but also few really unskilled jobs.’*^^ 

Muscular strength and the old-time craft 
skill are thus less and less needed; but the 
workman increasingly needs the qualities of 
sustained attention, correct perception, and 
prompt reaction. As John Strachey says: “The 
worker is becoming more and more a super- 
visor of processes. Intelligence is coming into 
the factory; trade lines are vanishing, together 
with the old distinction between the ‘white 
collar man* and the ‘man in overalls/ Training 
for this kind of work may be given in a few 
weeks* time, contrasted to the years formerly 
spent in apprenticeship. The logic of the trend 
is the emancipation of the worker from the 
machine, rather than his enslavement by it.^ 
This conclusion seems correct as to the direct 
effect of machine technology on the worker, 
but, as we shall presently see, it does not tell 
the whole truth; for indirectly machine tech¬ 
nology drives us all, including the workers. 

It is to the machine that credit must be 
given for the reduction in hours of work. But 
for the rising productivity of the machine, the 
workday could not have been reduced to the 
eight hours it is today. This shorter day has 
meant reduced strain, and time for rest and 
recreation. Even monotonous work can be en¬ 
dured if the hours are not too long, provided 
that there are time and opportunity for recrea-^ 
don. It is monotony of life, rather than monot¬ 
ony of work, that is to be deplored; and life is 
far less monotonous than it was before the 
advent of the machine. 

The machine and unemployment 

The rapid increase in productivity resulting 
from the spread of our machine technology is 
often said to be an important cause of unem¬ 
ployment, technological unemployment, as it 
is called. This is no new charge. One hundred 
years ago the preamble of the Mechanics’ 
Union of Trade Associations of Philadelphia 


described that period as one “when wealth is 
so easily and abundantly created that the 
markets of the world are over-flowing with it, 
and when, in consequence thereof, and of the 
continual development and increase of Scien¬ 
tific Power, the demand for human labor is 
gradually and inevitably diminishing.”^ 

Labor-saving machines have undoubtedly 
deprived many laborers of their jobs. Classic 
examples are found in the history of textile 
inventions early in the Industrial Revolution, 
when the invention and improvement, first of 
spinning and then of weaving machinery, 
threw the spinners and weavers alternately 
into utter destitution. Technological unemploy¬ 
ment is a more serious problem in our present 
complicated capitalism than it was in the 
relatively simple economy of 180 years ago, for 
changes come at a faster pace, industry is more 
dynamic, and it is more difiBcult for workers 
to find new jobs. 

In the long run, however, machine displace, 
ment of men in some industries creates an in^ 
creased demand for labor in certain other lines 
of work. Laborers are needed in the mines to 
produce the raw materials for the machines 
in the factories to make the machines, in the 
railroads and truck companies to haul them, 
in the merchandising agencies to sell them. 
Thus the cheaper price of glassware resulting 
from the Owens automatic glass-blowing ma¬ 
chine enabled consumers to buy more glass¬ 
ware, increasing freight and express business, 
wholesale and retail business, box making, and, 
more indirectly, the demand for space in retail 
stores and for all the materials and labor 
needed to provide this space in the stores. In 
this way machines, while displacing labor at 
one point, may provide jobs for other workmen 
over a wide field of industry; and by reducing 
costs they may reduce prices and in this way 
enable consumers to buy more of other prod¬ 
ucts.®^ 

This picture is entirely too cheerful, how¬ 
ever. It is only moderately cheering to a jobless 
worker to know that the machine which took 
his job may create a job for someone else a 


^ Harry Jerome, Mechanization in Industry, to. 63, 401. 

** Rob^ Morss Lovett and others. Recovery Through Revolution, pp. 425-426. 

Henry S. Dennison, in American Economic Review, Papers and Proceedings, March, 1930, p. 142. 
^^An article maintaining that machine methods have actually increased employment appeared in 
Iron Age, March 10, 1932, pp. 595-99. 
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thousand miles away, and that “in the long income of the skilled workers fell to 50 per 

run" he will find a job himself, probably at cent of their former earnings, and that of the 

lower wages and in work for which he is not unskilled workers to 62 per cent.*® 

trained. There is a considerable lag in the In general and in the long run, however, 
absorption of workers displaced by machines— there will be no more and no less employment 

about a year and a half, according to one under one kind of technological conditions 

estimate, if there is no complicating business than under any other; for under any condi- 

depression; moreover, as long as technological tion that remains constant for a long time, 

advances follow each other rapidly, there is of about all the laborers will “tend" to be em- 

course a persistent reserve of unemployed ployed. If we could halt technical and other 

workers seeking jobs. A study of displaced changes for a few years and avoid business de- 

Hartford rubber employees made by Dr. E. pressions, we should have substantially the 

Wright Bakke revealed that during the first same percentage of employment as if we had 

year the skilled workers lost 4.8 months of no machines. It is the change and not the nw- 

work, the unskilled 4.6 months. The annual chines that causes the trouble. 

QUESTIONS 

1. Indicate the changes that have been made in the home by the spread of machine technology. 

2. Trace the historic developments in the use of power. 

3. What are some of the revolutionary changes that have resulted from the use of electricity? 

4. Increased production has been secured at a less than proportionate increase in the invest¬ 
ment in machinery. What is the reason for this? 

5. Trace some of the economic changes that have been brought by the automobile. Are they 
all good? Discuss. 

6. In what ways has the machine improved the working and living conditions of laborers? In 
what way has it made his situation worse? 

7. Why should we worry about technological unemployment, since all labor tends to be em¬ 
ployed in the long run? 

8. On the whole, do you think that the laborer of today is any better off than the one who lived 
before 1750? Make a comparison of their respective conditions, as regard longevity, standard 
of living, social status, security, independence, opportunity to rise, apprenticeship, mobility, 
education, eflBciency. What are your conclusions as to the progress or deterioration of labor? 

^ Temporary National Economic Committee, Hearings, Pt. 30, p. 16222. 
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The Machine Age (Continued) 


The machine and industrial organization 

Turning now to the effects of machine tech¬ 
nology on industrial organization, we see first 
of all the huge industrial plants which are the 
inevitable result of the use of machinery. When 
efiScient machines were devised and power 
was made available to run them, they were 
Soon set in rows along transmission shafts; the 
result was the factory, destined to grow steadily 
as more power was developed and more ma¬ 
chines were added, and as better and cheaper 
transportation, by railroads, steamships, and 
trucks, widened the market for goods. As more 
machines came to be used, they were stand¬ 
ardized and cost less, a further advantage to 
the factories using them. Some machines can 
be used only in a large plant, because only in 
such a plant is there enough output to warrant 
the necessary investment; only large-scale pro¬ 
duction justifies heavy investment in very ex¬ 
pensive machinery. Hand methods survive in a 
few industries, where ‘Variety and distinction, 
quality and individuality are primary consider¬ 
ations"; but the general tendency has been 
strongly toward large factories and mass pro¬ 
duction.^ 

Extensive use of machines, as Slichter points 
out, increases the relative importance of fixed 
costs, that is, of the costs which are little af¬ 
fected by changes in output. The manufacturer 
who us^s hand labor can reduce his labor force 
when declining demand forces him to restrict 
production; he can throw upon his laborers 
themselves, or upon society at large, much or 


all of the cost of maintaining them when he 
does not need them, and can thus cut his own 
total costs very materially. A heavy investment 
in machines, on the other hand, involves a 
heavy interest charge which, along with taxes, 
must be met whether the machines are being 
used or not, and also a depreciation charge 
which does not decrease much when the ma¬ 
chines are idle. This situation doubtless en¬ 
courages monopoly, for competition in an in¬ 
dustry with heavy fixed charges tends to be so 
destructive that persistent efforts are likely to 
be made to get prices under control through 
monopolistic agreements.* 

Heavy investment in machines also increases 
the financial risks in industry. When business is 
slack, the burden of heavy fixed charges may 
force manufacturers into bankruptcy, particu¬ 
larly if these charges are in the form of bonds 
or other debt obligations which call for fixed 
payments at specified times. Heavy fixed 
charges incident to machine production prob¬ 
ably increase the severity of business depres¬ 
sions. 

The machine has brought not only big plants 
and big business, but big cities, big buildings, 
big farms, big ships, big airplanes. Such huge 
cities as New York and London could never 
have been built or supplied with any of the 
essentials of life before the machine age; in¬ 
deed, people could not have gone to the cities 
in such great numbers if machines on the farms 
had not liberated men from the task of produc¬ 
ing food. A hundred years ago 77.5 per cent of 


^ Harry Jerome, Mechanization in Industry, pp. 338 ff. 

^ Sumner H. Slichter, Modem Economic Society, 1st ed., pp. 99-101. 
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all persons gainfully employed were working 
on farms; today this figure is less than 24 per 
cent* The others have gone to the cities both 
because they were not needed on the farms 
and because they were needed in the cities. 

With big plants, big cities, and rapid trans¬ 
portation and communication by means of rail¬ 
roads, automobiles, trucks, airplanes, telegraph, 
telephone, and radio ramifying into every 
formerly isolated hamlet, our country has be¬ 
come integrated as never before. The United 
States is no longer an amorphous conglomera¬ 
tion of farms, towns, small cities, and states; 
it is a unit, closely knit together by a hundred 
connecting tics—industrial, financial, political, 
and cultural. Every day thousands of trains 
pound along the rails carrying food and lumber 
and coal and manufactured goods and people 
from farms to cities, from cities to farms, and 
from one part of the country to another; every 
day thousands of trucks and busses and mil¬ 
lions of automobiles speed along the roads 
carrying goods and people from place to place, 
in some cases great distances apart. Every day 
tons of newspapers printed in the cities, con¬ 
taining world-wide news collected by the great 
integrated news-gathering agencies, and with 
advertising aimed at consumers throughout the 
nation, are loaded onto trucks and express 
trains that speed out across the country; every 
day the radio stations broadcast news and en¬ 
tertainment and advertising to workers in Mas¬ 
sachusetts, farmers in Kansas, miners in 
Colorado, ranchers in Montana. Almost every¬ 
where isolation and self-sufficiency have given 
way before the advance of the machine. Every 
farm, town, and community must mesh more 
and more into the great integrated national 
economic machine. 

With integration has come interdependence, 
of individuals, communities, and nations. The 
farmer or town dweller of a century ago needed 
almost no one else's help in his simple life. He 
knew how to heat his house, or at any rate one 
room of it—^he fust cut a tree down, sawed it 
into stove wood, and made a fire in the stove. 
The householder of today, with his oil furnace 
or gas furnace or coal stoker, is usually ignorant 
of the complicated mechanism and is depend¬ 
ent on a mechanic or electrician for skilled 
service whenever anything goes wrong, and 
on a retail agency for his fuel The farmer or 
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townsman of two or three generations ago 
knew how to feed his horses, and he could even 
doctor them when necessary. Today the car 
owner, unless he is unusually skilled in me¬ 
chanics, is likely to beat a path to the local 
garage; and each year s cars are more compli¬ 
cated and further beyond his understanding. 

Integration has made communities more and 
more dependent on other communities. The 
Kansas or Nebraska town that once got along 
for the most part on local resources and was 
the market for its own products is now largely 
dependent on the outside world for both prod¬ 
ucts and markets. The grist mill, the local saw 
mil], the plow maker, wagon maker, cigar 
maker, butcher, icc storage house—these have 
been largely displaced by great manufacturing 
plants that sell in many states or throughout 
the nation. The machine has made every part 
of the country dependent on every other part. 

The machine has brought integration and 
interdependence for the world as for the na¬ 
tion, for under its impact distances have 
shnink, raw materials are available from all 
over the world, and markets are world wide. 
The world has shrunk to a fraction of its former 
size. 

This great fact was not grasped by the 
isolationists who thought it would be possible 
for us to avoid entanglement in the Second 
World War. They drew a picture of a self- 
sufficient United States, living on her own prod¬ 
ucts, selling her goods at home, safe behind the 
ample protection of her two oceans. Not until 
the Japanese had struck at Pearl Harbor and 
in the East Indies did they see how dependent 
our economic life is on certain imported raw 
materials such as nibber and tin, just as they 
failed to realize that in the machine age the 
ocean has lost much of its defensive value. 
The world is indeed small, in this modem 
machine age. 

Machine technology, finally, has made pos¬ 
sible the great fortunes of the present day. 
The large plants which it requires mean big 
fortunes for certain entrepreneurs; and the 
efficiency of machine transportation has made 
possible the wide markets necessary to mass 
production and the building of immense for¬ 
tunes. Had Henry Ford and Marshall Field 
lived a century earlier, they might have ac¬ 
cumulated fortunes, but nothing approrimating 
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what they actually did; this also applies to 
owners of patents, trade names, and advertis¬ 
ing slogans, to the writers of successful songs, 
novels, and plays, and to popular singers, lec¬ 
turers, and actors. Lawrence Tibbett or Rudy 
Vallee might have earned handsome incomes 
before the advent of the radio and the talkies, 
but nothing comparable with their present 


The machine and political institutions 

The machine technology has all but wrecked 
some political institutions and has brought new 
ones into existence; it has caused shifts in 
political power and changes in political pro- 
cedme; it threatens constitutional liberties, and 
seems destined to change drastically, if not 
completely to revolutionize, the political phi- 



EOTECHNICS 
(to 1830*8 and 40*8) 

Best regular speed on land and sea 10 m,p,h. 


PALEOTECHNICS 
(late 19th, early 20th centuries) 

Best regular land speed 65 m.p.h., best regular sea speed 36 m.p.h. 

NEOTECHNICS 
(present era) 

Best regular speed in air 200 m.p.h. 


Fig. 45. The Shrinking Earth, in Terms of Travel Time.* 

Size of the world, supposing best travel technology in each epoch were 
applied over the whole surface of the earth. The speed of airplanes has of 
course increased greatly since this was drawn. 


incomes.* In agriculture, the machine tech¬ 
nology has widened the gap between the more 
prosperous fanners who adopt this method of 
fanning and the poorer farmers who cannot or 
will not do so. 


losophies of the past century. In the first place, 
it has caused a great increase in the amount 
of government activity. The small, simple, 
largely* self-sufiBcient community of pre-ma¬ 
chine days, or even pioneer days two or three 


* From Temporary National Economic Committee, Hearings, Pt. 30, p. 16259. 

* According to a newspaper story, the weekly salaries paid to lead^g actors in the 'seventies amounted 
to |200 for Fanny Davenport, $80 for Maurice Banymore, and $50 for John Drew. 
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generations ago, needed few government func¬ 
tions beyond a little policing, the maintenance 
of some form of court of justice, a little upkeep 
of the roads, the registration of titles, mar¬ 
riages, and various legal instruments, and the 
maintenance of schools—^the school term was 
often three months. GJovemment functions 
were few, partly because the people were too 
poor to a£Ford many of the public services that 
we have today, and partly because, in the 
simple economy of that period, they were not 
necessary. The vast growth of wealth in the 
machine age has made the people able to 
afford public as well as private luxuries; and 
the increasing integration, interdependence, 
and complexity of our economy have made 
government regulation more necessary. So we 
have the bureaus and the bureaucracy which 
conservatives cavil about in their spare time. 

In the second place, the machine age has 
brought a relative decline in local and state 
government functions and a steady increase 
in those of the federal government. Because of 
the slow and laborious transportation facilities, 
the pre-machine community lived largely to 
itself, within its own narrow limits, and de¬ 
pended largely on the local government for 
the few public services it needed. Today, al¬ 
though the local unit supports a more expen¬ 
sive and elaborate school system, it has lost 
many of its functions to the county, state, and 
federal governments. Policing has been taken 
over more and more by state and federal 
agencies, particularly the Federal Bureau of 
Investigation; road construction and main¬ 
tenance are more and more a function of the 
state government, aided by contributions from 
the federal government. As improved transpor¬ 
tation and communication enlarged the radius 
of economic activities, state and federal gov¬ 
ernments took over more and more of the 
functions of the local governments, except in 
the case of municipal units, whose functions 
have also expanded. In the same way and for 
the same reasons, state governments are losing 
to the federal government, not absolutely, for 
they actually render more services than form¬ 
erly, but relatively, much to the distress of 
those upholding the doctrine of states’ rights. 
Some of its adherents demand that the federal 
government return to the states the powers 
and responsibilities it has “usurped”; but ma¬ 
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chine technology has made this impossible. The 
only way to restore states’ rights is to eliminate 
automobiles, busses, trucks, tractors, radios, 
and airplanes, and, to restore the states’ rights 
of Washington’s time, eliminate the railroads 
too. 

Not only have federal functions expanded, 
relative to those of the state and local govern¬ 
ments, but within the federal government itself 
the President has assumed more and more 
powers at the expense of Congress. This has 
been done, not because of a craving for dic¬ 
tatorial powers, but because, in our integrated 
but complex economy, the federal government 
must do many things, and the President must 
assume leadership if much is to be done. Con¬ 
gress is generally better at talking than at 
doing things. The growing presidential power 
offers no threat to our democracy but on the 
contrary is essential to its preservation, for if 
the government does not have effective power, 
such as it can have only through strong presi¬ 
dential leadership, our country will be domi¬ 
nated by giant corporations and associations of 
them. President Franklin D. Roosevelt once 
said that he was only trying to move the capital 
from New York City to Washington. 

Machine technology, and the highly inte¬ 
grated and organized economy which it has 
begotten, appear to demand a new political 
philosophy. “Rugged individualism” was ap¬ 
propriate to an economy in which the individ¬ 
ual counted heavily, in which most business 
was carried on by individuals; but it is hardly 
appropriate lo one dominated by great cor¬ 
porate combinations. Some able economists 
and political scientists even insist that capi¬ 
talism, which is essentially individualistic, is 
an anachronism in the machine age, and that 
jt must presently give way to some form of 
collectivism—socialism, communism, or Fas¬ 
cism. Certainly the individual, standing alone, 
has a hard time in the modern world. 

Social aspects of the machine age 

In recent years there has been considerable 
discussion of the social aspects of the machine 
age, of the kind of civilization we have built 
with our myriads of machines. There have been 
two opposing camps among the writers, one 
glorifying machines as the basis of all that is 
comfortable, beautiful, and good; the other 
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wooing In them ugliness, exploitation, perhaps 
the foal destruction of civilization. 

Wealth. At the risk of appearing to invade 
the domain of sociology, we shall consider 
some of the effects of the machine on human 
life generally. Machine production has greatly 
increased the wealth and income of the people. 
Estimates of wealth are subject to a consider^* 
able margin of error, but the figures in the 
table below may be worth quoting. 

This wealth has brought, concretely, a thou¬ 
sand comforts, conveniences, and luxuries that 
we are accustomed to take for granted: a wide 
selection of healthful foods, some of them 
brought from hundreds of miles away or even 
from foreign countries, fresh, canned, or 
frozen, and therefore in a nearly perfect state 
of preservation, a practical impossibility before 
the relatively recent development of canning 
and refrigeration; a wide selection of clothing, 
as comfortable and attractive as style demands 
permit, and, in terms of human labor costs, 
mostly very cheap; cleanliness, of person, cloth¬ 
ing, and surroundings, such as few peoples 
enjoyed prior to the past century; comfortable, 
convenient, healthful, and even sometimes 
beautiful houses and furniture; cheap, con¬ 
venient, and definitely luxurious means of 
transportation by automobile, bus, railroad, 
boat, and plane, travel on a scale never 
dreamed of even half a century ago. This 
wealth has given us a million miles of paved 
and graveled roads for all-weather travel, gen¬ 


erally better than the pavements of New York 
City at the time of the Civil War; che^ recrea¬ 
tional facilities for the masses in the form of 
moving pictures and radio broadcasts, better 
facilities than were available fifty years ago 
anywhere but in a few of our largest cities. 
It is our wealth that makes possible the main¬ 
tenance of more than a thousand colleges, with 
a total enrollment of about a million students. 
All these things could be better—^and we must 
maintain a critical attitude so that they may 
be made better—^but we must concede that in 
providing the wealth which has made them 
possible, the machine has done a great service. 

Some people are inclined to idealize the past 
too much—the good old days, the idyllic age of 
Sir Walter Scott, when manly and chivalrous 
knights paraded and fought and saved beauti¬ 
ful maidens from various dangers; when the 
happy husbandmen of “The Cotter s Saturday 
Night” plowed the stubborn glebe all day and 
came home to the joys of their simple homes in 
the evening; when master craftsmen worked 
joyously on beautiful vases and statuary that 
were to be the admiration of succeeding cen¬ 
turies; in short, when life was simple and 
beautiful and natural. Balzac lapsed into this 
sentimentality when he wrote; “Modern in¬ 
dustry, toiling for the masses, goes on destroy¬ 
ing the creations of ancient art, whose achieve¬ 
ment was as personal to the piurchaser as to 
the maker. We have products nowadays; we 
no longer have works.” Much of the glamour 


The Growth of Wealth and Population in the United States* 


Year 

Total Wealth 

Population 

Per Capita 

1790 

$ 400,000,000 

3,929,000 

9 101 

1800 

620,000,000 

5,308,000 

116 

1810 

1,217,000,000 

7,240,000 

168 

1820 

2,588,000,000 

9,638,000 

268 

1830 

3,825,000,000 

12,866,000 

297 

1840 

5,226,000,000 

17,069,000 

306 

1850 

7,136,000,000 

23,192,000 

308 

1860 

16,160,000,000 

31,443,000 

514 

1870 

30,069,000,000 

38,558,000 

780 

1880 

43,642,000,000 

50,156.000 

870 

1890 

65,087,000,000 

62,948,000 

1036 

1900 

88,517,000,000 

75,995.000 

1165 

1912 

186,300,000,000 

95,097,000 

1950 

1922 

320,804,000,000 

109,248,000 

2918 

1930 

428,126,000,000 

122,775,000 

3487 

1938 

388,421,000,000 

130,215,000 

2982 


* Robert R. Doane, The Anatomy of American Wealth, Harper & Brothers, p. 26. 
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of feudal times is doubtless the re;iult of ihe 
way history has been taught, for it deals mostly 
wiib kings and nobles and knights and princely 
stuffed shirts--or stuffed armor—and their 
wars, tournaments, and intrigues, and is little 
concerned with the wretched lives of the 
masses of the people. Pioneer life is usually 
idealized similarly in poems and novels, al¬ 
though many recent writers have pictured it 
more realistically.® 

The truth is that before the machine age, life 
for almost aD people was unbelievably hard, 
tedious, meager, dirty, cruel, and short. Food 
was poor, sometimes partly spoiled, and often 
insufficient; clothing was coarse, dirty, and 
uncomfortable; homes lacked glass windows 
and were heated, if heated at all, by drafty 
fireplaces; there was no furniture, not even 
beds, for the people slept on piles of vermin- 
infested straw. Through the use of slaves or 
serfs, princes and rulers could maintain a rude 
luxury, but no prince lived as comfortably or 
healthfully as an ordinary skilled artisan in 
America does today. Poets and idealists—^John 
Ruskin, for instance—^have pictured the me¬ 
dieval period as a "'golden age" of simple con¬ 
tentment; and there was a measure of content¬ 
ment, in the sense of stolid acceptance of the 
hardships of life and lack of ambition to im¬ 
prove conditions. Yet there was much suffering 
and, partly as a result of tliat, callousness, 
meanness, and dishonesty. In Marshall s words: 
"Adulteration and fraud in trade were rampant 
in the middle ages to an extent that is very 
astonishing, when we consider the difficulties 
of wrong-doing without detection at that 
time."* 

As to the life of Americans fifty or seventy- 
five years ago, when the machine technique was 
fairly well advanced but had not reached the 
extraordinary peak of today, our view must be 
somewhat different. Most people lived simply. 
There was little variety in food because re¬ 
frigeration was not widely available, and farm¬ 
ers and the people in the smaller towns and 
cities lived largely on the products of the sur¬ 
rounding countryside. Clothing was fairly 
adequate, but not as good as it is today, the 
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current vagaries of styles in women's clothing 
being excluded. Houses, although often large, 
were by no means as comfortable, convenient, 
or healthful as modern houses. Generally only 
one or two rooms were heated in winter, and 
there were few bathrooms; few houses had 
running water. Entertainment was simple and 
was largely provided by the people themselves 
—church services, spelling schools, ciphering 
matches, singing societies, home-talent plays, 
and, in the less puritanical communities, 
dances. Life was rather tedious and boring 
compared with what it is today, the health of 
the people was relatively poor, and the aver¬ 
age life expectancy more than twenty years 
shorter. Against the simplicity, hardships, and 
tedium of life, the poor healdi and the shorter 
life expectancy, however, must be balanced 
the fact that people were probably as con¬ 
tented as they are today, and probably more 
hopeful. They were sure that the world was 
growing better and would continue to do so. 
Their problems were relatively simple, they 
did not face the baffling complexities of our 
present age, and tliey never were forced to see 
their civilization crumbling before their eyes. 

Population increase. On the solid basis of 
increased physical wealth and productivity, the 
population of the capitalist countries has risen 
very greatly. The population of Great Britain 
was estimated at something over 6 millions in 
1651; today it is 50 millions. The population of 
the world, which was about a billion in 1850, is 
nearly 2 billions today. If an increasing popu¬ 
lation mean:> lower standards of living, it is 
nothing to be happy about, but this increase 
has been accompanied by a generally rising 
standard of living. It has been due not to an 
increasing birth rate, but to growing wealth 
and productivity and a declining death rate; 
and if life on the whole is good, the machine 
may be credited with making that goodness 
available to many millions who otherwise 
could not have lived. 

Health and longevity. Greater wealth, bet¬ 
ter food, clothing, and houses, increased clean¬ 
liness, and the skilled sanitary and medical 
services that the machine age has brought have 


® For realistic pictures of pioneer life, see Mari Sandoz, Old Jules; Howard Ruede, Sod House Days*, 
The Letters of a Uansas Homesteader; John Ise, Sod and Stubble; and Willa Gather, My Antonia, 

^ Alfred Marshall, Principles of Economics, p. 7. In the first chapter of Book 1, Marshall discusses the 
relation of wealth to character with judicious balance. 
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raised health standards and lengthened the 
span of life. Today people are much healthier, 
t^er, heavier, stronger, and they live much 
longer than they did even a few decades ago. 
Among Yale University students in 1883, for 
instance, only 4.3 per cent were six feet tall or 
over; today 22.6 per cent are "six-footers." The 
average weight in 1883 was 137.7 pounds; 
today it is 151.1 pounds. Prior to the eight¬ 
eenth and nineteenth centuries many people 
sufEered from ills that are now little known in 
advanced countries—^leprosy, cholera, dysen¬ 
tery, smallpox, malaria, rheumatism, scurvy, 
toothache, earache, acute indigestion—and 
from other diseases that are far less common 
today, such as tuberculosis, typhoid fever, and 
diphtheria; and the death rate was very high. 
Probably half the babies born died in infancy. 
Although statistics on length of life are unre¬ 
liable, the average life span has probably more 
than doubled since Roman times and has al¬ 
most doubled within the past two centuries. 
According to one estimate, the average life 
span of men in the United States in 1780 was 
35.5 years, whereas today it is nearly 65 years. 
Before the machine age, people knew the face 
of death, and they feared sickness as no one 
can understand in our age of good health and 
long life. 

Kindness and humanity. With material 
comfort has come a habit and tradition of kind¬ 
ness and humanity which is perhaps the great¬ 
est achievement of our age. Except for the 
family or patriarchal circle, it is almost new 
in history, for mercy was little known in ancient 
and medieval civilizations. Even in the gen¬ 
erally cultured Greece of Pericles’ time, the 
moral justification of slavery was seldom ques¬ 
tioned. The brutality of the early Hebrews is 
indicated by many passages in the Old Testa¬ 
ment, for instance in the merciless slaughter 
of the men in conquered cities and provinces 
who were cut "with saws, and with harrows of 
iron, and with axes"—David's treatment of the 
people of conquered Rabbah. The general 
brutality of the rulers and people of Rome 
was shown in the bloody contests in the arena 
and in the popular enjoyment of this bestial¬ 
ity. When Crassus defeated Spartacus and 
captured most of his followers, he crucified 
6000 of them along the Appian Way. That the 
same brutal spirit prevailed during the Middle 


Ages is shqwn by the ghastly tortures inflicted 
by the Inquisition—^burning at the stake or 
with hot irons, roasting in the "roasting bull," 
flogging, burying alive, hanging by the thumbs 
or toes, crucifying, crushing the thumbs or 
legs, blinding, or life imprisonment in chains 
in dungeon. Even as late as 1820 there were 
260 offenses in England for which men, 
women, and children were put to death. Wil¬ 
liam Jennings Bryan used to object to the idea 
of being descended from a monkey, but for 
some reason he could see nothing humiliating 
about having the human beings of ancient or 
medieval times as his forebears. 

With the growth of wealth and the rising 
standard of comfort brought by the machine 
era, the quality of kindness and humanity 
spread throughout the civilized world. Only a 
few of the countless manifestations of its spread 
can be mentioned here—the gradual emanci¬ 
pation of women, who formerly were regarded 
as personal property or as slaves, almost en¬ 
tirely without rights, and subject to gross abuse 
and degradation; the increasingly considerate 
treatment of children, who even in the early 
capitalist period were treated as chattels devoid 
of feeling, and often beaten unmercifully in 
accordance with the Biblical injunction, "Spare 
the rod and spoil the child"; the gradual 
humanization of the treatment accorded crimi¬ 
nals and insane persons; the emancipation of 
slaves; the humanization of religious doctrine, 
the change from the fire-and-brimestone appeal 
to that of love and mercy; and finally, the 
gradual development of a feeling of mercy for 
animals. The idea that animals can suffer, 
although not entirely new, is largely a product 
of the age of relative plenty which came with 
the machine. 

The most fundamental factor in this trend 
toward kindness and humanity has been the 
growth of wealth. During the long ages of 
poverty when everyone suffered a great deal, 
there could be little sympathy with the suf¬ 
ferings of others; when almost everyone was 
desperately himgry at times, no one could be 
harrowed by the sight of others who were 
hungry; but when people could be comfortable 
themselves, they could enjoy the luxury of 
sympathizing with others. Something analo¬ 
gous might be said with respect to generosity. 
People who are always on the verge of wanf 
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can seldom be generous, for they sacrifice too 
much in being so. There is more generosity 
in the world today than in any other period 
of human history, not because the natural dis¬ 
positions of people have changed, but because 
their condition has improved. 

Recreation. The machine age has brought 
increased opportunities for recreation, what¬ 
ever may be said as to the quality of some of 
our present recreational activities. Life was 
rather tedious in the "good old days”; there 
was less play and entertainment than one might 
assume from reading Boccaccio or hearing the 
operas that are set in feudal times. It is dif¬ 
ficult to realize how bored people were, even 
in pioneer communities, when men would walk 
ten miles to read a newspaper, would walk or 
jolt along in wagons even greater distances to 
listen to execrable sermons—^would do almost 
anything to get away from the tedium of their 
homes. Today our automobiles, moving pic¬ 
tures, radios, phonographs, musical instruments 
of all kinds, telephones, newspapers, toys, and 
amusement parks leave little chance for most 
people to be bored, unless it be by their own 
intellectual vacuity. Recreation has become 
one of the largest businesses in the country. 
Stuart Chase estimates that it absorbs more 
than 10 billion dollars a year, about one-sixth 
of our total national income. Fishing alone has 
been estimated to cost some 500 million a year. 

In two respects our recreational activities 
fall short of a rational ideal. In the first place, 
we take too much of our recreation second¬ 
hand, by proxy—^we climb mountains in auto¬ 
mobiles, listen to others sing, and watch others 
play, when we might be singing and playing 
ourselves; we read reviews and digests instead 
of books, sit under electric lamps instead of 
walking in the sunshine, exercise with an elec¬ 
tric manipulator; as children we play with toys 
from the ten-cent store instead of making our 
own toys. As Stuart Chase says; 

A few play—or better work—on gridiron, race 
track, diamond and prize ring—^while the rest of 
us shout, clap hands, hurl pop bottles at the um¬ 
pire, crush our neighbors’ hats, and get what thrill 
we may from passive rather than active participa¬ 
tion. Our play comes to us, in these circumstances, 
at one remove from reality. When we watch a 


score board outside a newspaper office, it comes 
at two removes. This was not the idea in the New 
England town; indeed, save for the Coliseum of 
Imperial Rome, it has never been the recreational 
idea of mankind. Down the ages we have watched 
and listened at theatres, bull fights, concerts, but 
how small a part it has been of the total play 
activity. Today it is the larger part, and I suspect 
the ratio is increasing—despite the new golf play¬ 
ers and the campers.* 

Philosophical folk often enjoy criticizing the 
unsophisticated masses for the way they spend 
their leisure time, but the truth is that the peo¬ 
ple liave always entertained themselves in ways 
that the self-styled cultural elite thought vul¬ 
gar, and there is no reason to believe that they 
behave any worse than they used to; on the 
contrary, it is certain that their standards of 
entertainment are higher than they ever were 
before the machine came. 

We unquestionably get much better sing¬ 
ing, better acting, better services and commod¬ 
ities, by depending on others to supply them; 
nevertheless, there was something worth while 
in the singing schools, home-talent dramatic 
and debating clubs, homemade toys. A certain 
development of personality is inherent in do¬ 
ing things for ourselves; and the boy who 
knows all the constructive possibilities in a 
jackknife has sometliing that will never be ap¬ 
preciated by the pampered and surfeited 
youngster with a bushel of dime-store toys. 
That some of the activities of a simpler age 
satisfy a deep-rooted craving is indicated by 
the fact that we often return to them when we 
have leisure and opportunity. Many people 
like to camp out for a short time, cook over an 
open fire, fish, hunt, work in wood, hoe in the 
garden; Boy Scout activities represent largely 
a return to the simple life; fireplaces bring a 
touch of the primitive into the artificiality of 
our comfortable homes. Perhaps in all this 
there is a longing for the hardihood of a past 
age, a hardihood that has been lost because of 
the comforts of modern life. There is genuine 
essence of living in being hungry if we may 
eat, in being cold if we may warm ourselves, 
in being physically tired if we may rest, in 
feeling any biological craving if we may find 
satisfaction. We may miss something funda- 


• Stuart Chase, Men and Machines, pp. 259-260. By permission of The Macmillan Company, publish- 
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mental when we are seldom really hungry or 
physically tired, never cold, and surfeited with 
gratifications before keen wants have been felt. 
To the extent that life consists in feeling sharp 
wants and satisfying them, we are a little like 
dead men who feel no hunger, cold, or fatigue, 
nor the satisfaction of them. 

Decline in opportunities for individual 

achievement 

The assignment of the function of providing 
recreation to fewer and fewer specialized ex¬ 
perts—singers, actors, and athletes—gives us 
far better services, but it constantly narrows 
the opportunities of those prepared to render 
them. Before the advent of the radio we 
needed many musicians; today a few can en¬ 
tertain many listeners because the radio can 
reach millions. Before the development of 
moving pictures, careers were open for many 
actors and actresses; today a relatively few 
stars are required to reach a vastly enlarged 
public audience. The best or most popular may 
earn fabulous incomes, but only for them is 
there any decent reward. Thus our machine 
technology has narrowed the field of oppor¬ 
tunity while it has greatly accentuated in¬ 
equalities of income. 

This tendency is present in other fields of 
human achievement. When the steel business 
was in the hands of many small owners, there 
were as many opportunities for business lead¬ 
ership as there were companies; today the 
United States Steel Corporation controls nearly 
half the industry, and there can be only one 
general manager, with subordinate managers’ 
for the individual plants. The president of the 
corporation draws a huge salary and a few 
sul^dinates fare reasonably well; but the 
army of common laborers, foremen, and clerks 
work for modest or subsistence wages and have 
little rational hope of promotion. In medicine 
and law, an increasingly large part of the re¬ 
munerative business gravitates to a few well- 
known specialists and firms for various reasons, 
an important one being improved transporta¬ 
tion and communication. Thus in many fields 
die world is being so organized that more and 
more of the privilege, power, and economic 
reward go to a few able or lucky persons. 


Machine domination of the habits of life 

Whether for good or evil, tlie machine proc¬ 
ess, as Veblen points out, "pervades the mod¬ 
em life and dominates it in a mechanical sense. 
Its dominance is seen in the enforcement of 
precise mechanical measurements and adjust¬ 
ment and the reduction of all manner of things, 
purposes and acts, necessities, conveniences, 
and amenities of life to standard units. . . • 
In the nature of the case the cultural growth 
dominated by the machine industry is of a 
skeptical, matter-of-fact complexion, material¬ 
istic, unmoral, unpatriotic, undevout.”® Our 
machines are standardized, exact and prompt 
in action; and men adjust themselves to them 
not only directly but indirectly in their daily 
lives and their attitude toward cultural and 
moral questions. In its exactness and prompt¬ 
ness, life today differs greatly from that of o^y 
two or three generations ago, when such com¬ 
monplace devices as clocks and watches were 
little used, when many people reckoned time 
by looking at the sun; when dinners, church 
services, and concerts began at "about"' a cer¬ 
tain time, or as soon as everyone arrived; when 
trains were usually late, and life generally slow 
and leisurely. 

The speed of life 

The speed of modern life is an obvious re¬ 
sult of the use of machinery, not altogether 
bad, yet in many respects a serious threat to 
the soundness and wholesomeness of our civ¬ 
ilization. If our forefathers were bored by the 
slowness, tedium, and monotony of life, we are 
quite as certainly being driven like galley 
slaves by our relentless machines, faster and 
faster each year. Each year s automobiles are 
built for higher speeds; almost every year the 
death total from automobile accidents rises— 
it was just under 40,000 a year before the war 
—each year the railway trains and busses and 
trucks and ships and whirring wheels move a 
little faster. Many of us discover that in the 
mad hurry of life we cannot find time to live. 
We have a lot of "things” in these hectic days, 
a lot of movement, but little time for living— 
unless these be living. 

In a sense our machines drive us directly. 
The factory manager is driven by competition 


•Wesley C. Mitchell (ed.), What Vebten Taught, pp. 306, 367. 
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to speed up the machines, and the laborers 
must keep up with them; the deliberate auto¬ 
mobile driver who would like to follow his own 
pace and enjoy the scenery soon finds himself 
anathema to those who desire to travel as 
quickly as possible, and sometimes signs read¬ 
ing ‘‘Not under 30 miles per hour” threaten 
him with arrest if he does not speed up. 

The main incentive to speed is indirect, 
however, the drive to keep up with the Joneses 
and to avail ourselves of all the things that ma¬ 
chine technology has made available. Modern 
transportation, communication, advertising, 
and salesmanship—all of them important fea¬ 
tures of the machine age—^have intensified the 
struggle to keep up with the Joneses by mak¬ 
ing everyone more conscious of the pace that 
the Joneses are setting. There is little if any 
general gain in this social marathon, for no mat¬ 
ter what the pace, some of the Joneses will still 
be ahead. And machines have made so many 
things available that we are driven hard, if not 
by our own desires, by those of the good wife 
or children or friends, to try to enjoy as many as 
possible. 

The waste of natural resources 

Thus the machine technology is wasteful of 
human resources in some ways, but it is far 
more wasteful of natural resources. The same 
efficiency that enables our machines to turn 
out vast amounts of goods enables them to tear 
fuels and metal ores out of the earth, to slash 
the forests, and to gouge and waste the soil at 
a truly alarming rate. Earlier civilizations de¬ 
pended for their support on the “from-day-to- 
day” energy of the universe; but today 85 per 


cent of the energy used by our civilization 
comes from the irreplaceable energy stored up 
in early geological ages. The machine has used 
up more oil in the past ten or twelve years, and 
more minerals in the last thirty-five years, than 
were used in all history; and the total fuel con¬ 
sumption shows a steady and rapid rise, de¬ 
spite the fact that our engines and machines 
are being manufactured to develop a given 
efficiency with less and less fuel.'® 

Standardization of life 

The cry is often raised that our machines 
have robbed life of the richness of variety by 
standardizing not only goods but human Me as 
well. The Woolworth and Kress chains offer 
numberless articles identically the same in ev¬ 
ery store 1)0tween Maine and California; and 
many artistically-minded people see in this 
trend a dead-level standardization character¬ 
istic of modern life. 

In one sense, machinery of course has stand* 
ardized products, particular products; a thou¬ 
sand articles in common use—Ford cars, Camel 
cigarettes. Regal shoes. General Electric refrig¬ 
erators, Ivory soap, nails, pencils, buttons, pins. 
Machines must standardize, for usually they 
can produce only identical products. But the) 
have standardized not only products but the 
physical aspects of towns and cities. One can 
drive through a hundred towns and cities in 
many sections of America and see scarcely a 
single characteristic by which to distinguish 
one from the other. Machines have standard¬ 
ized styles, too, geographically and on the 
basis of social classes; the salesgirl in Lander, 
Wyoming, dresses much like the New York 


'® Some idea of the increasing efficiency in 


the use of fuel may be gained from the following figures: 


Fuel Consumption per KWH by Ale 
Central Power Stations (1882-1934) 

Year Coal (or Equivalent) Consumption 


1882 

1892 

1902 

1907 

1912 

1917 

1922 

1927 

1932 

1933 

1934 


10.0 

8.0 

6.7 

5.4 

4.4 
3.3 

2.5 
1.84 
1.50 
1.47 
1.44 
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heiress, though more cheaply, and, like many 
other girls throughout the breadth of the land, 
affects the Katharine Hepburn hair-do when 
that is "the rage/* Even moral codes are to 
some extent standardized; rural puritans in 
Kansas gape unblushingly at the bedroom 
scenes in the latest movie much as New York¬ 
ers do, perhaps even on the Sabbath day, 
which was once reserved for worship of a dif¬ 
ferent sort. Moving pictures have done this to 
us. And under their impact and that of the 
radio, cultural habits and standards likewise 
tend to geographical uniformity; the same jazz 
and cowboy songs, the same babble about con¬ 
tented cows, cool gasoline, crispy crackers, and 
crazy crystals for crazy people are heard in 
every comer to which American culture has 
penetrated. 

While machines thus standardize particular 
products, they turn out such a vast quantity 
and wide diversity of goods as to lend variety, 
rather than monotony, to our homes and lives. 
Plenty of machine-made chairs are quite as ar¬ 
tistic as no chairs at all; and but for our ma¬ 
chines, many homes, as in China and India, 
would have few if any chairs. The scores of 
conveniences, machine-made gadgets, gew¬ 
gaws, and knickknacks in the modem home 
are not there in place of beautiful handmade 
things that would have been there but for ma¬ 
chines; they are there where nothing was be¬ 
fore the advent of the machine. Furthermore, 
as Stuart Chase says, “One of the outstanding 
facts governing a machine culture is its rest¬ 
less and remorseless change.” Styles in cloth¬ 
ing, in cars, in homes are established, only to 
be changed the next month or the next year; 
and our machine technology operates in such 
a way that the people, naturally hostile to in¬ 
novations, must finally accept not only the 
changes but the general idea of change. When 
bathtubs were first used, there was great pub¬ 
lic hostility to such newfangled innovations, 
and certain legislative bodies considered laws 
to prevent their introduction; but the power¬ 
ful profit motive was behind their manufac¬ 
ture, and bathtubs triumphed over human con¬ 
servatism. Many people can remember the hos¬ 
tility to bicycles a generation or two ago, and 
to automobiles lat^r, bepause they were used 
only by the rich and because they scared die 
horses. It'^is entirely possible that if this bad 


been left to the vote of the people, these crea¬ 
tions of the devil would have been outlawed; 
but machine technology had its way. By flank 
attacks, by nibbling at one sector after another 
of the battlefront of human inertia and con¬ 
servatism, our machines win every battle. In¬ 
dividual manufacturers would be glad to rest 
on their oars, but where competition prevails 
they must be alert, must change and improve 
their products or fall out of the march of prog¬ 
ress. 

The same principle applies in the cultural 
realm. While the radio and the movie popu¬ 
larize the same cheap jazz and comedy through 
the breadth of the land, they also popularize a 
wide variety of other things; the average per¬ 
son can hear and see a hundred times as much 
good music and drama as he could twenty-five 
years ago. A popular preacher like Father 
Coughlin could reach millions with his voice; 
but as long as other preachers and politicians, 
with different views on religious and economic 
questions, also have access to the public ear, 
diere is no danger of standardization of our re¬ 
ligious or economic ideas. In Fascist countries 
like Germany and Italy there was a deadly 
standardization of public opinion and ideals on 
a level which approximated barbarism; but in 
the United States the influence of the radio and 
the movie has led to variety and to generally 
higher levels of public intelligence and culture. 
It is difficult for modern Americans to realize 
the hold that traditions and taboos and con¬ 
ventions had on the people in the good old 
days. 

The complexity of life and of political 
problems 

Concerning another aspect of our machine 
age, we may not be so complacent. Life has 
become so complex that it is not yet certain we 
shall be able to solve all the baffling problems 
that our machines have created. Adam Smith’s 
"invisible hand,” which was to preserve order 
in a chaos of pounding engines and whirling 
wheels, is still invisible, and offers less evi¬ 
dence of its potency than it did in his time. 
The early pioneer had only a few rather simple 
problems to solve; but today’s interdependence 
of men, of classes of men, and of nations has 
raised a hundred problems that call for public 
intelligence. We may leave to the philosopher 
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the question of whether man can be as happy 
in a complicated society as in a simpler one; 
but we cannot hide our heads in the sand and 
ignore the problems that are piling up ahead 
of us. We must decide collectively what we 
shall do about public utility control, monopoly, 
shipping and air-mail subsidies, corporation 
exploitation, tari£Fs and foreign trade, railroads 
and trucks and busses, agricultural surpluses, 
reforestation, soil erosion and terracing, taxa¬ 
tion and budget balancing, unemployment and 
social security, price levels and monetary regu¬ 
lation, war and peace. The people of the Fas¬ 
cist countries of Europe finally confessed their 
inability to solve the critical problems of the 
postwar era and surrendered their democratic 
privileges to dictators. It is not yet quite cer¬ 
tain that the people of the United States will 
be able to do any better. 

The cultural lag 

We could be more hopeful of solving the 
complicated problems raised by the machine 
age if it were not for the stubborn fact of the 
cultural lag—the lag of economic, political, and 
cultural institutions behind technical progress. 
We see this lag in the difficulty and slowness 
with which the Constitution is changed to meet 
the needs of our changing economy. Many of 
its provisions seem eternally good; but others, 
such as those governing the division of state 
and federal powers, are in grave need of revi¬ 
sion. The Constitution was adopted at a time 
when transportation was slow and inefficient 
and there was little interstate commerce; to¬ 
day most trade is interstate, and state lines, as 
far as economic organization and functions are 
concerned, have been largely obliterated; yet 
the constitutional provisions of 1789 still ap¬ 
ply, with such amendments as the Supreme 
Court has made at various times through in¬ 
terpretation. 

Similarly, since the dominating political the¬ 
ory when the Constitutional Convention met 
was that government functions should be kept 
at a minimum, the branches of our government 
—^President, Senate, House of Representatives, 
and Supreme Court—^were set up in such a 
way as to make legislation difficult to secure; 
today many problems demand legislation 
which our government machinery is not de¬ 
signed to provide. The ineptitude of Congress 
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becomes more evident each year; Congress, 
however, was not designed to do the things 
that have been demanded of it in recent years. 
Senators and Representatives, it should be re¬ 
membered, represent not the country as a 
whole, but only their own particular states and 
districts. They are not responsible for the ef¬ 
fect of their official acts on the national econ¬ 
omy. This was not serious when the states were 
largely isolated and Congress had little to do 
except to raise the tariff occasionally and keep 
the pork barrel filled. The economic integra¬ 
tion and the centralization of economic power 
chcuracteristic of the machine age, however, 
call for a corresponding political integration 
and centralization of power and of responsi¬ 
bility as well. This has taken the form of dic¬ 
tatorships in some countries, and must appear 
in the United States in one way or another. 
The machine has engendered critical political 
problems which call for all the intelligence and 
common sense that the American people can 
muster. 

The machine and war 

The most appalling example of the cultural 
lag is perhaps the fact that many peoples 
throughout the world cannot realize the fact of 
world integration, cannot see that the old na¬ 
tional boundaries have today lost much of 
their importance. The same inventive genius 
that gave us the turbine, the tractor, and the 
automatic loom gave us also the atomic bomb, 
the submanne, the tank, the robot, and the 
Superfortress. We seem to be as efficient in de¬ 
struction as in production; the destruction, 
however, is no longer confined to the field of 
battle but spreads over cities hundreds of miles 
behind the battlcfronts. In the Second World 
War hundreds of churches and other historic 
structures such as libraries and museums that 
had survived centuries of warfare were re¬ 
duced to ruins. Now we have the atomic bomb. 
Is it not fairly certain that another world war— 
and future wars are likely to be “world*" wars 
because the world is an integrated unit—will 
destroy much of what we call civilization? The 
engines that made possible modem civilization, 
widi its comforts, democracy, and humanity, 
will then have wrecked it, and warring nations 
will sink back to some sort of feudal barbarism. 
If this seems fantastic, let us remember that the 
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Hitler regime was the indirect result of techno¬ 
logical advance which had paralyzed the Ger¬ 
man economy, and that if he and Hirohito had 
won the Second World War, civilization would 
have perished throughout most of the world. 
Not a few of the ablest thinkers of today believe 
that civilization is on its way out, as a direct or 
indirect result of the advance of machine tech¬ 
nology. 

Major Alexander P. de Seversky, author of 
Victory Through Air Power, has drawn an 
alarming picture of future wars: 

The destructive power of electronics, the lethal 
resources of modem chemistiy, have scarcely been 
tapped. Within a decade or less they will be ready 
to visit horror on man in new and almost un¬ 
imagined forms. The splitting of the atom, already 
achieved in the laboratory, will release colossal 
energy to further enhance wholesale annihilation. 
War will become a gigantic clash of mighty tech¬ 
nological monsters, striking from the heart of one 
nation directly at the heart of another, perhaps 
half way around the world, with a fury and de- 
stractiveness that will make all past conflicts—^in¬ 
cluding World War II—^seem trivial by contrast. 
The aim will be total annihilation. Therefore I say 
that we simply cannot afford to be lazy or cynical 
about peace plans if we want to survive—^If we 
want our children to survive. 

Pointing the moral, Seversky continues: 

The nations of the world hold in their hands 
scientific force capable of blowing all civilization 
to bits. But our moral sense has not kept pace 
with this almost incalculable growth of physical 
powers. . . . The gulf between our available tech¬ 
nical power and our moral understanding has wid¬ 
ened disastrously. It is a terrible abyss which may 
swallow everything that the human race has 
prized.^ 

At the time when Seversky was writing, only 
a few years ago, many people thought him 
someth^g of a crank, quite too much alarmed 
about the future; but the atomic bomb makes 
his predictions seem moderate and reasonable. 
Even in its present state of development, the 
bomb is capable of destroying all cities, and it 
will of course be "improved.*' 

It is probable that some of our most won¬ 
derful machines have been a detriment to so¬ 
ciety. The airplane, for instanoe, has he&k de¬ 


veloped at a heavy net loss; and if we were to 
judge it by its present contribution, construc¬ 
tive and destructive, we should want to erase 
it from the face of the earth. Against its un¬ 
important service in expediting the transpor¬ 
tation of letters and express and passengers, 
most of whom have little worth while to do 
with the time they save, must be balanced the 
financial burden of air armament throughout 
the "civilized"' world, the cost of constructing 
bombproof cellars and providing gas masks, 
and the actual destruction from air bombard¬ 
ment. A Pandora's box was opened when the 
airplane was invented. 

We may some day wish that even the radio 
had never been invented; in fact, Lewis Mum- 
ford suggests that “at the present moment, as 
with so many other neotechnic benefits, the 
dangers of the radio and the talking picture 
seem greater than the benefits."^® The radio 
does indeed bring us operas and concerts that 
could once be enjoyed only by people living in 
large cities; but it may some day bring the end 
of our democratic liberties and civilization. 
The part it played in the growth of Fascism in 
Europe has not been carefully analyzed, but it 
was undoubtedly very important. As Mumford 
points out, the radio has restored “direct con¬ 
tact between the leader and the group"; and 
this may increase the amount of mass regimen¬ 
tation as it did in Germany and Italy. 

There may be forces in the human mind ca¬ 
pable eventually of meeting these threats. Men 
may yet find some way of controlling their en¬ 
gines of destruction, of solving the baffling 
problems of the machine age, and may set us 
again on the way to peace and plenty, but to 
the present time they have made little progress; 
they are today further behind in their under¬ 
standing of the problems created by techno¬ 
logical advance than they have ever been be¬ 
fore. It is clear, for instance, that the atomic 
bomb has made some kind of effective world 
government and world peace necessary to the 
survival of civilizaiion; yet none of the victori¬ 
ous United Nations appears to be seriously in¬ 
terested in maintaining peaceful international 
relations. Even in the ominous shadow of the 
atomic bomb, they are engaged largely in 
scheming for position in the old imperialist 


The ProffesHcej July 3,1944. 

^Lewii Mhniford, Taehnicf end Ciediseilon, p. 241. 
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struggle for colonies and “spheres of influence/" could drop it into the deepest ocean, with all 

the capitalist nations cooperating only in efiForts scientific Imowledge as to its manufacture; but 

to subjugate former colonials who have con- this is impossible. Other nations will soon have 

ceived presumptuous ideals of self-government, it, and then the problem of its control will cease 

Russia following the same general policy alone, to be a subject for parlor patter and diplomatic 

The people cry “Peace, peace,” the atomic intrigue. Then the problem must be solved, 

bomb demands peace, but there is no peace. Looking at present international diplomacy, we 

We have the bomb now, but we do not know can have no confidence that the solution will be 

what to do with it. We might well wish we a happy one. 

QUESTIONS 

1. Machine technology increases the relative importance of fixed costs. Why? What effect 
does this have on the amount of monopoly in our economy? Why? 

2. Why does the machine encourage “bigness”? Give illustrations. 

3. How does machine technology increase personal interdependence? Regional interdepend¬ 
ence? 

4. Machine technology is largely responsible for most of the great fortunes. Why? 

5. How would you go about restoring states’ rights in government? Must we look forward to 
continued expansion of the powers of the President? 

6. Trace some of the many respects in which individualism has been on retreat as machine 
technology spreads. 

7. What are some of the beneficent results of the mjichine for human life? What are some of 
the evil influences? 

8. “Even if work, in the machine age, is sometimes rather monotonous, life is far more inter¬ 
esting than it used to be.” Illustrate. 

9. The world offers a less satisfying, less dignified career to ordinary men than it once did. Why? 

10. “The watch, particularly the wrist watch, is the symbol of our subjugation to the lockstep 
of modern industry.” Do you agree? Would it not be inconvenient to get along without 
watches? Would it be possible today? Why were our great-grandfathers able to do this? 
Was there any virtue in such a life as theirs? 

11. “There are so many things that we would like to have and enjoy in the machine age that 
we are driven like slaves by our desire to get as many as possible.” What better situation 
could you imagine than to have so many things available h'r your purchase and use? 

12. In what sense have machines standardized our lives? 

13. Why are political problems more numerous and more difBcult than they were before the 
machine age?* Mention some that will have to be solved if the world is ever to have a stable 
peace. 



Chapter 36. 


An Appraisal of 
Capitalism 


Since the debut of simple capitalism, back 
in ancient Athens, the capitalist system has 
been under attack from a succession of critics, 
many of whom have advocated socialism, com¬ 
munism, or in recent years Fascism, as a bet¬ 
ter system. Some of these critics have ques¬ 
tioned the fundamental assumptions of a capi¬ 
talist economy; others have protested against 
what they considered the ugliness, crudity, 
greed, materialism, wastefulness, hurry, rest¬ 
lessness, and lack of culture of capitalist civili¬ 
zation; still others have been harrowed by the 
inequalities of wealth and the degradation and 
hopelessness of the poorer classes. Lincoln Stef¬ 
fens was impressed with some of the contradic¬ 
tions in the capitalist philosophy: **The ideals of 
America, for example, the ideals that came to 
Ohio probably from New England and from old 
England, are antiquated, dried up, contradic¬ 
tory; honesty and wealth, morality and success, 
individual achievement and respectability, priv¬ 
ileges and democracy—^these won’t take us very 
far/*' It will be worth while to consider some 
of these criticisms and weigh them against the 
virtues of the capitalist order in order to strike a 
balance of debits and credits and make as fair 
an appraisal as we can, because capitalism is 
under trial as never before, and its survival 
cannot be assumed as a matter of course. 


Assumptions of capitalism 

Some critics of capitalism have questioned 
the assumptions of the capitalist order. Henry 
C. Clay, an English economist who has done 
this well,^ lists four assumptions as implicit in 
the capitalist economy: (1) '‘That individuals 
in their economic relations can be relied on to 
pursue their own^mtejest, and that their ac¬ 
tion will be r aTOp af^d informed”; (2) "that 
competition in industry will result in the sur¬ 
vival of the socially fittest”; (3) "that as a rule 
private wealth or property will be acquired 
only by service and, conversely, that services 
will be induced by the possibility of acquiring 
private wealth, so that it will be the private in¬ 
terest of some one to supply every service in 
which there is a public interest”; ancT (4) "that 
market values correspond roughly with social 
values, and are an adequate indicator of need 
for production to follow.” It will be pertinent 
to examine these assumptions critically. 

The assumption of rational selfAnterest. 
We hitch our economic freight to the engine 
of selfishness on the theory that selfishness is 
the most reliable human motive. If people 
would work as hard and as effectively for the 
general good as for their own selfish interests, 
communism would perhaps be a better eco¬ 
nomic system than capitaUsm; but most econ- 


^ Lincoln Steffens, Autobiography, p. 494. 

* Henry C. Clay, Economics for me General Reader, chap. 22. 
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omists follow Aristotle's famous tenet, that peo¬ 
ple are “more desirous of gain than of honor.” 
Carver defends this reliance on sdfishness, or 
"self-interest,” on the ground that every per¬ 
son knows his own interests better than any¬ 
one else does, and better than he knows the 
interests 6f anyone else, and that therefore self- 
interest will provide for the interests of all bet¬ 
ter than any other system, and with a smaller 
expenditure of human energy. 

Biologists would presumably approach the 
question in a slightly different way, by assum¬ 
ing that seir interest has persisted because it 
has survival value; that is, because those indi¬ 
viduals or groups which were self-interested 
survived more generally than those which were 
not. The biological analogy also suggests, how¬ 
ever, that a well-developed capacity for aj- 
operative action must likewise be present in 
the human race, because most monkeys and 
other simians are highly gregarious and w'ork 
together for common ends. At any rate, it is 
significant that since the time of Aristotle, the 
first great conservative, most conservatives and 
defenders of the capitalist system have held a 
rather low opinion of human character and 
have assumed that self-interest is the only re¬ 
liable motive on which to base an economic 
system, whereas socialists have assumed that 
man is capable of response to other motives. 
Marshall came to the conclusion that "history 
in general, and especially the history of social¬ 
istic ventures, shows that ordinary men are 
seldom capable of pure ideal altruism for any 
considerable time together,” but he conceded 
that “no doubt men, even now, are capable of 
much more unselfish service than they gener¬ 
ally rendej.”* 

The socialists, it should be noted, do not 
deny that men, as at present constituted, are 
moved largely by self-interest; but they insist 
that this is mainly because of the environment 
in which men have been reared, and that if 
they were reared in an environment in which 
self-interest was stressed less and the general 
good more, they would be unselfish enough to 
respond to incentives other than that of per¬ 
sonal gain. Socialism, communism, and Fas¬ 
cism all rely to some extent on other motives 
than self-interest; and in time, if these systems 
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survive, we may know whether these other mo¬ 
tives are reliable enough to serve as a basis for 
a stable economic system. 

The self-interest must be informed and ra¬ 
tional, however, if capitalism is to work suc¬ 
cessfully. Although this has already been dis¬ 
cussed, we must take it up again here. To the 
extent that consumers are unable to appraise 
goods and services rationally, there is no reason 
to assume that the capitalist system will oper¬ 
ate to provide goods of satisfactory quality at 
reasonable prices; and we must concede that 
consumers are gravely uninformed and irra¬ 
tional in many of their purchases. In the 
first place, many people are naturally dull, in¬ 
dolent, thoughtless, averse to the mental effort 
necessary to make intelligent choices; in the 
second place, there are so many things they 
would have to know, in order to buy ration¬ 
ally, that only a walking encyclopedia could 
have this amount of information; in the third 
place, from the nature of the situation, even 
active and intelligent buyers could not know 
where to get information, even if it were avail¬ 
able; and in the fourth place, powerful adver¬ 
tising and selling agencies are dedicated to the 
task of building up various types of irration¬ 
ality in buyers. On the whole, however, we 
may conclude that with respect to many of the 
articles in common use, buyers do a “tolerable 
to fair” job of selection. 

Without doubt, much of our productive en¬ 
ergy is devoted to making and selling things 
which contribute little to the building of a good 
life. Mu< h of it is spent in the production of 
style goods—gadgets, gee-gaws, things of no 
fundamental merit—in the creation of wants 
whose satisfaction adds little or nothing to hu¬ 
man welfare. Much is wasted in working at 
cross-purposes, in advertising and salesman¬ 
ship, in cudgeling and battering the consumer 
with specious appeals for consideration of dis¬ 
tinctive flavors, qualities, and styles whose dis¬ 
tinctiveness is largely a mirage. Yet, with all 
this waste of productive energy, the capitalist 
system has worked, has perhaps satisfied peo¬ 
ple's wants better than any other system that 
has yet been tried. No human institution can 
approach perfection. 

Even if we assume that people are generally 


» Alfred Marshall, Principles of Economics, p. 9. 
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irrational, we cannot argue that therefore some 
other system will work better than capitalism* 
In a capitalist system we choose which indus¬ 
tries and entrepreneurs shall survive by buy¬ 
ing their products, by casting our “dollar 
votes”; in a socialist society we would do this, 
directly, or indirectly, by voting at the polls. 
People would probably not vote any more in¬ 
telligently than they now spend their money, 
and therefore socialism would not improve 
their situation in this respect. If people are 
generally irrational, they would not get on very 
well under any system. 

The amimption of the survival of the fittes t. 
The assumption that competition in industry 
will result in the survival of the socially fittest 
may be criticized on various grounds. In the 
first place, we have already seen that all urban 
industry deviates more or less from pure com¬ 
petition, and to that extent does not necessar¬ 
ily winnow out the fittest business leaders. In 
the second place, Clay raises a question as to 
th^ exact meaning of the word “fit” in this as¬ 
sumption, but concludes that the “fitness” re¬ 
ferred to is fitness to make money and produce 
wealth, not fitness to do anything else. Thg. 
men who survive and come up to the top—t he 
Goulds and Morgans and Rockefellers and 
Mellons and du Fonts— are “fit” only in the 
sense that they can accu mulate money, per ¬ 
haps by producing wealth, perhaps in otlier 
ways. Even if we assume that they gain their 
income entirely by producing wealth, they can 
be called the fittest, as Clay says, “only if the 
end of man is the production of material 
wealth. The distinctive feature of man is that 
he is a moral being; he can choose his end, and 
judge his ‘fitness' by reference to that end. To 
justify free competition on the ground that it 
gives position and influence to the ‘fittest' is 
therefore to choose the production of material 
wealth as the chief end of man. If any other 
end be chosen, for instance art, the religious 
life or the service of others, then free compe¬ 
tition will stand condemned, because the sur¬ 
vivors of the economic struggle are not con¬ 
spicuous for love of beauty, piety or disinter¬ 
ested philanthropy. A St. Francis or a Steven¬ 
son (not Stephenson) survives by reason of 
his very unfitness to make money; the cathe¬ 


drals of the thirteenth century are a great 
achievement just because their builders did 
not adopt the methods that bring wealth in a 
competitive society.”* 

The assumption of an association between 
wealth and social service. In a capitalist so¬ 
ciety, production is left to private entrepre¬ 
neurs on the assumption that as a rule they 
can acquire wealth for themselves only by ren¬ 
dering a useful social service. Since the valid¬ 
ity of this assumption was examined in the 
chapter on profits and in various other parts of 
this book, it will be sufficient here once more 
to state our conclusion that there is a rough 
validity in it, particularly in regard to smaller 
competitive businesses, such as fanning and 
retailing. Yet there are many ways of securing 
wealth without rendering a commensurate 
service, and most of the great fortunes in 
America, as in other countries, have been 
partly unearned. 

Even if we concluded that financial success 
is largely the fruit of unproductive or preda¬ 
tory activities, we would not necessarily be 
driven to prefer some other economic system, 
A socialist government, operated by entirely 
wise and enlightened people, could probably 
be run with less of such parasitism, but there 
are not many entirely wise and enlightened 
people. 

In some fields of human endeavor, unfor¬ 
tunately, financial rewards are often inversely 
related to the quality of the productive work, 
and the “fittest”—^those who are most gener¬ 
ously rewarded pecuniarily—^may be the ones 
who are willing to do shoddy work of no en¬ 
during merit. The artists who draw some of 
our popular comic strips earn incomes that 
would have dazzled Whistler, Corot, or 
Turner; some of the pulp magazine writers are 
paid more than Walt Whitman or Edgar Allan 
Poe ever received; Irving Berlin takes in each 
year more than Schubert was paid in his en¬ 
tire lifetime. This is not altogether a fault of 
capitalism, however, but rather a fault of hu¬ 
man beings, as Hartley Withers says: 

Under it [capitalism] the value of our work, 
like everything else, is what it will fetch—that Is, 
what we can get for It out of our fellows. If they 


* Henry C. Clay, Economics for the General Reader, pp. 375-376. By permission of The Macmillan 
Companypublishers. 
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are vulgar, tasteless and stupid we can sell them 
rubbish and grow fat on them, if we happen to be 
greedy rogues. The fact that many of them are 
vulgar, tasteless and stupid thus gives greedy 
rogues a chance of which they make ready use; 
and so the unpleasant sight is daily seen of greedy 
rogues battening on vulgar stupidity, and so get¬ 
ting for themselves all the power and influence 
that wealth brings with it. And then moralists 
naturally exclaim that there is dreadful villainy 
abroad, and that the laws ought to be made much 
stricter for catching and punishing it; and short- 
cutting reformers cry out that there is no remedy 
for such a ystem except its abolition and the 
substitution of a new way of rewarding people 
which shall not in any way depend on ^e price 
at which they can sell their work. But surely the 
true remedy, though a terribly slow one, is for the 
community to contain a smaller and smaller num¬ 
ber of vulgar, tasteless and stupid people so that 
it shall grow continually more difficult for bad 
work to get a good price.''' 

If people want shoddy art, music, literature, 
\ moving pictures, and architecture, they will 
1 presumably get them under any other demo- 
Icratic system—^socialism, for instance—as un- 
per capitalism. If they hired their painters, 
musicians, writers, and architects as public em¬ 
ployees in a socialist economy, would they not 
aet the same type of producers and products 
mat they have now? Would they not cast their 
votes for the same stuflF that they now spend 
their dollars for? Aside from the fact that the 
public taste for some rubbish has been devel¬ 
oped by profit-minded advertisers who would 
not be at work in a socialist economy, it seems 
likely that the wants of the people would not 
be very diflFerent, and that they would demand 
and get somewhat the same kind of goods and 
services as they have now. The only way to 
avoid this would be to turn to some form of 
autocracy in which the people would not have 
much voice, in which Aey would be obliged 
to content themselves with something better 
than they really wanted; but there is no cer¬ 
tainty that an autocrat would provide some¬ 
thing better. There is some evidence that Rus¬ 
sia is developing fine art, literature, music, and 
drama; but Germany and Italy, under Fascist 
domination, did’not do as well as they did un¬ 
der capitalism. 

* Hartley Withers, The Case for CapUaUsm, pp. 
Inc., publishers. 
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The assumption of market price as a saHs^ 
factory indicator for production. In an earlier 
chapter we analyzed the function of market 
price in a capitalist economy, and concluded 
that to the extent that there is competition, 
the price system tends to direct the ener¬ 
gies of society into the production of things 
most wanted by consumers; but this assump¬ 
tion, that market price is a satisfactory indica¬ 
tor for production to follow, is questioned by 
some critics. To the extent that there is com¬ 
petition and equality of incomes, the assump¬ 
tion has great validity; but to the extent that 
these two conditions are absent, the market 
price indicator does not operate effectively. A 
high price for nickel, for instance, does not di¬ 
rect social energies into the production of more 
nickel, because the nickel monopoly has a 
fence around the industry. We have seen that 
because of economic inecjuality, the goods pro¬ 
duced do not afford the greatest possible total 
satisfaction, for the rich with their large in¬ 
comes can appropriate for themselves goods 
which would satisfy far keener wants for peo¬ 
ple with small means. So the rich indulge their 
every trivial want and whim, while one-tliird 
of our people are actually undernourished and 
lack decent houses, clothes, education, and 
medical facilities. 

Capitalism as a game 

Many people assume that capitalism in its 
competitive aspects is a kind of competitive 
game, analogous to a race, in which the ablest 
of the contestants is likely to win; but a few 
critics, notably Frank Knight, have insisted 
that as a game it is played under rules which 
cannot be ethically defended. Ignoring the fact 
that most industries are more or less monopo¬ 
lized and that the monopolists refuse to allow 
any competitive players in their game—or at 
any rate any who are not more or less handi¬ 
capped—^we must concede that the game is 
not attractive to all the people who have to 
play it. According to Knight. “However favor¬ 
able an opinion one may hold of the business 
game, he must be very illiberal not to concede 
that others have a right to a different view and 
that large numbers of admirable people do not 
like the game at all. It is then justifiable at 

35-36. By permission of E. P. Dutton and Company, 



ECONOMICS 


534 

least to regard as unfortunate the dominance 
of the business game over life, the virtual 
identification of social living with it, to the ex- 
lent that has come to pass in the modem 
world/*® No doubt the game is fun for most of 
the leaders, for those who are well equipped 
to play it and can hope to win, and perhaps 
for those who lack the cultural interests and 
resources needed for any other game; but for 
many others of the rank and file it is only so 
much drudgery, and, with the growing size 
and declining number of business enterprises, 
the number of leaders who can win is steadily 
diminishing. 

We must confess too that the game is not 
conducted fairly. In a fair race the contestants 
start even, at scratch; if the mnners in a track 
meet started from points all the way between 
scratch and the tape, we should do but a 
shabby job of picking out fast runners, and our 
sense of sportsmanship would be outraged. But 
in the capitalist game, something like this is 
done. John D. Rockefeller, Jr., and J. P. Mor¬ 
gan start at the tape; others start from points 
well on the way; others—^young men, some of 
them able, but without home or school advan¬ 
tages or capital or business connections—^have 
to start at or behind scratch; and still others, 
most numerous of all, are not in the race at all. 
To secure a perfectly fair race in business we 
should have to eliminate all inequalities of in¬ 
heritance, environment, and training; and this 
would leave little of capitalism, as the game is 
played. 

Knight concludes his criticism with this 
penetrating paragraph: 

Thus we appear to search in vain for any really 
ethical basis of approval for competition as a basis 
for an ideal type of human relations, or as a motive 
to action. It fails to harmonize either with the 
Pagan ideal of society as a community of friends 
or the Christian ideal of spiritual fellowship. Its 
only justification is that it is effective in getting 
things done; but any candid answer to the ques¬ 
tion, **what things,** compels the admission that 
they leave much to be desired. Whether for good 
or bad, its aesthetic ideals are not such as command 
the approval of the most competent judges, and as 
for spirituality, commercialism is in a fair way to 
make that term incomprehensible to living men. 


The motive itself has been generally condemned 
by the best spirits of the race.*^ 

John Stuart Mill was similarly critical of the 
competitive struggle; "I confess I am not at all 
charmed with the ideal of life held out by 
those who think that the normal state of hu¬ 
man beings is that of struggling to get on; that 
the trampling, crushing, elbowing, and tread¬ 
ing on each other's heels, which form the ex¬ 
isting type of human life, are the most desir¬ 
able lot of humankind, or anything but the dis¬ 
agreeable symptoms of one of the phases of 
industrial progress.” 

The vices of capitalist civilization 

A few individuals in every capitalist coun¬ 
try have protested against what they consider 
the ugliness, crudity, greed, and lack of cul¬ 
ture of capitalist civilization. Nearly a century 
ago, John Ruskin railed at the capitalist civili¬ 
zation that was developing in England. “Let 
inventive men consider,” he quotes from Car¬ 
lyle, approvingly, “whether the secret of this 
universe does after all consist in making money. 
With a hell which means—^‘failing to make 
money, I do not think there is any heaven pos¬ 
sible that would suit one well. In brief, all this 
Mammon gospel of supply-and-demand, com¬ 
petition, laissez-faire, and devil take the hind¬ 
most* . . . ‘begins to be one of the shabbiest 
gospels ever preached.*” He had particular 
contempt for capitalist civilization as it was de¬ 
veloping in America; “It is the fashion at pres¬ 
ent to talk of the ‘failure of republican institu¬ 
tions in America.* ... It is not republicanism 
which fails now in America; it is your model 
science of political economy, brought to its per¬ 
fect practice. There you may see competition, 
and tile ‘law of demand and supply* (especially 
in paper), in beautiful and unhindered opera¬ 
tion. Lust of wealth, and trust in it; vulgar faith 
in magnitude and multitude, instead of noble¬ 
ness; besides that faith natural to back-woods¬ 
men,—^‘lucrum ligna,*—perpetual self-contem¬ 
plation, issuing in passionate vanity; total ig¬ 
norance of the finer and higher arts, and of all 
that they teach and bestow; and the discontent 
of energetic minds unoccupied, frantic with 
hope of uncomprehended change, and progress 


• Frank Knight, The Ethics of Competition, Harper & Brothers, p. 66. 
^ Ibid., p. 74. 
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they know not whither;—these are the things 
, that have ‘failed' in America/'® 

Physical ugliness 

That the capitalist world is unnecessarily 
ugly in many of its aspects can scarcely be de¬ 
nied, for when investments are made largely 
or entirely with a view to profits, artistic con¬ 
siderations must be ignored. So we have our 
ugly cities and towns, with business sections 
of standardised unsighdiness or patchwork in¬ 
congruity; with dirty, unsightly factory dis¬ 
tricts, built as cheaply as possible, and with¬ 
out any regard for artistic considerations, al¬ 
though here is where employers and workers 
must spend much of their lives; with dirty, 
crowded, unhealthy slums, where children are 
reared in the absence of most of the influences 
needed to build fine character; with specula¬ 
tive “additions” fanning out from the city lim¬ 
its, many of them built at minimum cost, some¬ 
times in standardized designs and without 
benefit of architectural advice. So we have our 
roads, along whose length billboards scream 
the supreme merits of the various brands of 
cigarettes, tooth paste, and gasoline. So we have 
our denuded mountainsides, where once stood 
beautiful forests; our hot-dog stands and 
amusement shacks at every scenic point where 
private ownership is permitted; and our min¬ 
ing districts, where piles of slate and refuse 
litter tlie landscape, and long rows of identical 
shacks serve as homes for miners. There are 
beautiful residences in the cities, to be sure— 
a few for the rich and well-to-do—and some 
tolerably attractive homes for the upper mid¬ 
dle class. Since profit-and-loss considerations 
do not dominate in building homes, there is 
some regard for aesthetic considerations, and 
a few of our great business buildings have also 
been designed for beauty by competent archi¬ 
tects; but much of a typical American city of¬ 
fers a poor defense of the profit motive in cap¬ 
italism. 

Some of this ugliness is inevitable. Any fac¬ 
tory district, under capitalism or any other 
system, will be littered with piles of coal, raw 
materials, and finished goods, and the chim¬ 


535 

neys must pour out more or less smoke; but 
such buildings as the Shredded Wheat factory 
at Buffalo and the Gruen Watch Company 
plant near Cincinnati prove that factories need 
not be as ugly as they generally are. It is prob¬ 
ably significant that when federal, state, and 
municipal governments build, they usually put 
up artistic structures.’ Sweden's cooperative 
apartments and Vienna's municipally built 
apartments are widely known for their archi¬ 
tectural beauty. Such buildings cost more than 
those commonly put up under private enter¬ 
prise, but the world—and the United States in 
particular—can probably well afford to spend 
a little extra for aesthetic values. 

Spiritual ugliness 

Many critics of capitalism condemn it as be¬ 
ing pervaded by a gross, materialistic spirit. 
This idea goes back more than two thousand 
years, at least to the time of Plato and Aris¬ 
totle. Plato thought that “it is impossible for 
the citizens of a state to honour wealth, and at 
the same time acquire a proper amount of tem¬ 
perance; because they cannot avoid neglect¬ 
ing the one or tlie other,” and he regarded 
“the unbounded acquisition of wealth” as a 
danger in his Republic. Aristotle railed at the 
men who “turn every quality or art into a 
means of making money,” which he thought 
in general was an “unnatural” activity. This 
view prevailed to some extent throughout the 
Middle Ages, and even later. In Queen Mob, 
the poet Shelley expressed this idea elo¬ 
quently, if somewhat too strongly; 

All things are sold; the very light of Heaven 
Is Venal; earth’s unsparing gifts of love. 

The smallest and most despicable things 
That lurk in the abysses of the deep, 

All objects of our life, even life itself. 

And the poor pittance which the laws allow 
Of Liberty, the fellowship of man, 

Those duties which his heart of human love 
Should urge him to perform instinctively. 

Are bought and sold as in a public mart 

Of undisguised selfishness, that sets 

On each its price, the stamp-mark of her reign. 

Not a few philosophers have insisted that 
the profit motive and the civilization built 


* John Raskin, Essays on Political Economt^ The writer once knew a famous novelist who thought 
the United States a madhouse and went to Tahiti to live; he earned his living, however, by writing for 
the capitalist publishers of America. Many men, on the other hand, find joy in the very roar and clat¬ 
ter and hurry that drove this novelist to Tahiti. 
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upon it are definitely unchristian. Jesus Him¬ 
self lived a life of communism with His dis¬ 
ciples; “All that believed were together, and 
had all things common”; He warned the peo¬ 
ple against covetousness: , for a man's 

life consisteth not in the abundance of the 
things which he possesseth”; His only outburst 
of anger was directed at the money-changers, 
and He pictured no bright future for the rich: 
“A rich man can hardly enter into the king¬ 
dom of heaven.” The early medieval churchmen 
were similarly critical of capitalist ethics and 
regarded the institution of private property as 
being rooted in sin. Clearly such religious doc¬ 
trines cannot be the basis for a capitalist soci¬ 
ety in which covetousness is assumed to be the 
mainspring of nearly all productive activity, 
and private property is considered necessary 
to foster that motive. It is not surprising that 
Christianity has not “taken” better in capital¬ 
ist countries.® 

It must be conceded, too, that the profit mo¬ 
tive has little or no place in important areas of 
human life, in the home, where unselfish love 
must rule, or in the church, or in the lodge or 
college fraternity—^in some of the institutions 
in which men and women apparently find their 
greatest happiness; nor is it by any means en¬ 
tirely dominant in the neighborly community, 
or indeed anywhere in the business world. 
Clearly the profit motive is not altogether a 
“natural” and inborn motive, for there was lit¬ 
tle of it in medieval times, and there is little of 
it in many societies today. 

The capitalist spirit in war 

' The profit motive looks its worst in wartime. 
^ There is something unutterably depressing in 
the thought of soldiers undergoing every hard¬ 
ship, even to death, in order to defend a coun¬ 
try whose people, safe and comfortable at 
home, are seeming to batten on the demands 
. of war. As far back as the Revolutionary War, 
^businessmen were piling up profits and many 
* people were enjoying unprecedented prosper- 
. ity at home while our soldiers were freezing at 
Valley Forge. While thousands of our Civil 
^War soldiers were dying of disease and 
wounds, Carnegie and Rockefeller and Mor¬ 
gan and hundreds of lesser entrepreneurs were 


piling up fortunes made possible by war prices 
and war contracts, some of which were con-, 
scienceless and a few fraudulent; many farm¬ 
ers and laborers earned higher incomes than 
ever before; and those of the boys in blue who 
came back were given their full share of the 
nation s war debt to pay. The sordid story was 
repeated in both world wars. It is all right to 
require soldiers to risk their lives, but let no 
one interfere with profits, 
r This would be bad enough if the soldiers 
were really fighting for “home and country,” 
for the interests of all the people at home; but 
in many cases they find out later that they 
have been fighting only for a few imperialist 
interests. As Anatole France once said: “One 
believes he is dying for one's country—and 
one dies for industrialists.” In our Revolution¬ 
ary War, the soldiers were indeed fighting for 
freedom, and the War of 1812 was a just war. 
The Civil War was fought, according to 
Charles and Mary Beard, as much to subject 
the people of the South to the tariff as to free 
the slaves. Union troops died to enhance the 
profits of New England manufacturers; Con¬ 
federate soldiers, in a vain effort to prevent 
this and to bolster up the power of a few 
wealthy slave owners. 

**Boundless acquisition** 

Acquisition is the motive behind economic 
activity. Rather logically, tliere are no abso¬ 
lute limits to it, for the capitalist system exer¬ 
cises a psychological compulsion to boundless 
extension—to “the unlimited acquisition of 
money,” as Aristotle expressed it. Activity in 
the capitalist system is determined no longer 
by the needs of any or all classes, but only 
^by the possibility of making profits. When con¬ 
sumers' wants are satisfied, our indefatigable 
businessmen set themselves resolutely to the 
task of creating new wants, for good things or 
^baubles, so that they may continue the game. 
'To the extent that the struggle is competitive, 
it does not end when the contestants have ac¬ 
quired enough for a good life or even an ex¬ 
travagant life; they must continue indefinitely 
until heart disease takes them away for a long 
rest. We smile contemptuously at the poor 
heathen who are content to live from day to 


® See William Temple, Christianity and the Social OrdoTf 



AN APPRAISAL OF CAPITALISM 


day, with no thought of accumulating goods 
for the future; but we see not the humor, or 
rather perhaps the tragedy, in a contest which 
does not end when it is won. 

The motive of economic activity is acquisi¬ 
tion in terms of money—^“making money,’* in 
popular phraseology. Successful businessmen 
have the outward indexes of reputability— 
fine houses, streamlined cars, expensive rai¬ 
ment; they can travel far distances in comfort 
and style; they have the power and honor and 
envy that make life sweet. Since so much that 
is sweet goes with business success, many busi¬ 
nessmen become so lost in the pursuit of money 
—^which should be only the means to the good 
life, rather than the end—that they forget the 
end itself. 

The indefinitely expansive character of cap¬ 
italism has indeed brought us great material 
wealth on which we have built a civilization of 
physical comfort that has served as tlie basis 
of more kindness and humanity than the world 
ever knew before. On the other hand, the su¬ 
premacy of business interests over all other 
values has meant, in some respects, low cul¬ 
tural standards. Sombart points the moral in an 
eloquent passage: 

Wherever acquisition is absolute, the importance 
of everything else is predicated upon its service¬ 
ability to economic interests; a human being is re¬ 
garded merely as labor power, nature as an instru¬ 
ment of production, life as one grand commercial 
transaction, heaven and earth as a large business 
concern in which everything that lives and moves 
is registered in a gigantic ledger in terms of its 
money value. Ideals oriented upon the value of 
human personality loosen tlieir hold upon man’s 
mind; efforts for the increase of human welfare 
cease to have value. Perfection of tlie business 
mechanism appears as the only goal worth striving 
for; the means become an end. The vague notion 
of progress comes to include only such develop¬ 
ments as advances in technology, reductions in 
costs, increase in briskness of trade, growth of 
wealth.^® 

IThe capitalist spirit in advertising 

\ Some critics of the present order point to 
the vulgarity of the capitalist spirit as it ap* 
pears in the advertising business* Our news* 
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papers and most of our magazines, so the ar¬ 
gument runs, are more a medium for selling 
goods than for purveying news, and as a con¬ 
sequence are crammed with puffing, bragging 
and frequently exaggerated or wholly fal^ 
claims of merit. The radio—^‘‘the American 
patent medicine show”—provides a steady 
hum of generally execrable music and silly di¬ 
alogue, intersjTcrsed at fifteen-minute intervals 
with advertising. To reach and sell to the 
greatest possible number of buyers, advertis¬ 
ing must of course aim low, must appeal to 
the relatively numerous but untutored masses. 
Finer things—books, for instance, and good 
music—are seldom advertised. Everyone is ex¬ 
posed to the poor, the cheap, the blatant, until 
many cease to be shocked by them. Even col¬ 
lege students generally see nothing wrong with 
magazine and radio advertising. Trained—or 
perhaps we should say calloused—by exposure 
to the tawdry wares of the advertisers, they 
can conceive of nothing better. 

The externalization of our lives * 

One of the important aspects of the pecu¬ 
niary measure of success is seen in the "exter- 
nalization” of our lives. We are more anxious 
to seem than to be. We strive for baubles and 
geegaws and gimeracks, good clothes and 
shiny cars, rather than for contentment, fun¬ 
damental culture, and appreciation of real 
beauty. Not knowing how to spend our time, 
we take what satisfaction we can in spending 
our mone). Culture is not ignored, indeed— 
not with thousands of cultural lectures by cele¬ 
brated experts in that subject, with thousands 
of women’s clubs meeting every week; but the 
idea persists tliat culture is “something that 
can be acquired by anyone who has the cash, 
that it does not arise naturally out of the good 
life but is something that can be plastered on 
an impoverished life, in short, that it is a cos¬ 
metic.”'^ 

The capitalist spirit and other systems 

Let us concede, for the sake of argument, 
I that the spirit of capitalism is materialistic. Is 
this materialistic spirit worse than, let us say, 
the religious spirit that dominated the Middle 


Werner Sombart, in Encyclopedia of ike Social Sciences, voL iii, p. 197. 

''See Lewis Mumford, “The City,” in Harold Steams (ed.), Civilization in the United Statesi An 
Inquiry by Thirty Americans, 
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Ages? The religious spirit could be horribly but the fact that capitalism generally provides 

cruel, as the tortures of the Inquisition show; what people want should not be rated a vice 

and it was hostile to intellectual freedom and of that system. We must take people for what 

scientific advancement. Furthermore, if we they are, with their obfuscations and irration- 

oould see clearly into the lives of the people of alities. If our capitalist machinery is respon- 

that period, we might find the acquisitive spirit sible, through advertising, for some of those 

present in a grosser and meaner form than it irrationalities, so also might a dictator who 

takes today. The worship of wealth is not as was not altogether wise and beneficent instill 

new as many seem to assume. As Mark Twain in his people such irrationalities as suited his 

once said: '‘The human race has always adored ambitions. 

the hatful of shells, or the bale of calico, or With the warning that the term waste is im- 
the half-bushel of brass rings, or the handful possible of exact definition, we shall proceed 

of steel fish-hooks, or the houseful of black to use it because there is no other word more 

wives, or the zareba full of cattle, or the two precise in meaning. As we have already seen, 

score camels and asses, or the factory, or the natural resources have been wasted prodigally: 

farm, or the block of buildings, or the railroad timber, coal, oil, natural gas, the soil itself, 

bonds, or the bank stock, or the hoarded cash. This waste of resources is a vice natural to 

or—anything that stands for wealth and con- capitalism, for in their exploitation there is no 

sideration and independence, and secures to identity of private and social interests. For 

the possessor that most precious of all things, this reason natural resources should be pub- 

another man s envy.”^^ licly owned. Here socialism is definitely supe- 

If we turn to Fascism, we find less of the rior to capitalism, 
materialistic spirit, for the Fascists are assumed The waste in competition. The competi- 
to work for the state rather than for their own tion essential to capitalism is in itself wasteful 

selfish material interests; but we find more of in various ways. Many men who have not the 

something much worse than materialism—^the necessary qualities enter every competitive 

brutal ambition for war and conquest. Com- business, and many lose their savings in a few 

munism in Russia has apparently lost much of years. The exact rate of failure cannot be 

the idealism with which it started. If a social- stated, but it is certainly fairly high in retail- 

ist state could preserve democratic control, ing, and almost as high in manufacturing and 

there might be a finer spirit than capitalist ma- . wholesaling. Such waste as this is inevitable in 

terialism, but no such state has ever existed. | an economy of free enterprise. If men are to 

be free to choose their own work, some will 
The wastes of capitalism inevitably fail; but it may be well that those 

Much has been said and written about the who lack the qualities needed in a business 

wastes of capitalism, and the indictment is to should fail, for if they did not, many of our 

some extent just; but the word "waste,'* like enterprises would be ineflBciently operated, 

"production,” is a slippery term, so diflScult to The winnowing process of capitalist competi- 

define that it can scarcely ever be given a pre- tion is wasteful, but it tends to sift out the able 

cise meaning. It is often said that the labor de- men; and any system designed to eliminate 
voted to the production of intoxicating liquors this waste would have other wastes, possibly 
is "wasted” because mankind loses more than quite as serious. In a socialist economy there 

it gains through their use. Once we start down would be fewer failures, presumably, but man- 

that road of definition, however, we shall soon J agers might be less efiScient and ihere might 

be in grave diflSculties, for the same thing can y be less freedom in the choice of occupations* 
be said, with varying measure of truth, of cof- 1 In a capitalist regime, goods cannot be pro* 
fee, tea, candy, tobacco, cosmetics, jazz, half \ duced unless they are worth in the market at 
the books published. Truly an all-wise dicta- \ least as much as they cost; but in a socialist or 
tor could save much labor by restricting con- Icommunist state some goods might be pro¬ 
sumption to things that are good for people; Iduced at a loss, the state paying the de&it. 

Mark Twaip, "Does the Race of Man Love a Lord?” Writings ojsfMark Twain, vol. xxiv, p, 269. 
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This would be justified for such services as 
education, recreation, protection of public 
health, and a number of others; but in the case 
of ordinary consumers' goods it would repre¬ 
sent a waste of productive resources, a social 

The waste in advertising and salesmanship. 
A second serious waste of capitalism is in ad¬ 
vertising and salesmanship. As Stuart Chase 
graphically pictures it: 

The advertising industry, viewed from an aero¬ 
plane, would ! e seen to consist of some 600,000 
workers—^writing copy, canvassing for clients, de¬ 
signing layouts, painting pictures, engineering 
campaigns; supported by printers, compositors, 
paper makers, chemical workers, lumber jacks, 
railroad men, carpenters, sign painters, electricians, 
lithographers, bill posters, wood workers, paint 
makers, mail clerks, letter carriers, telephone opera¬ 
tors, stenographers, bookkeepers, psychologists, and 
efficiency experts—to name only a few. Advertis¬ 
ing keeps the whole 600,000 busy. If they lived 
in Denmark—^where advertising is restricted—they 
would have to turn to some productive occupation. 
In other words, the industry reaches down into 
the ranks of the gainfully employed, picks up a 
half million odd workers, and says to them “Now 
shoutl and furnish the paper, ink and paint for 
shouting.”^^ 

To these 600,000 workers we might add a few 
thousand teachers of advertising and of the 
psychology of advertising whose function is to 
find and teach more effective ways of “shout¬ 
ing." Chase estimates that about 90 per cent 
of the productive energy employed in ad¬ 
vertising is wasted. The total amount spent 
annually for advertising is only a little less 
than the total endowments of all our endowed 
colleges and universities. 

The waste of tlie services of the advertisers 
and of the others who support them constitutes 
only a small part of the waste involved in our 
free-for-all system of advertising. To get the 
total, we should have to add the waste of the 
energy and capital that are used in the pro¬ 
duction of thousands of commodities of infe¬ 
rior (juality, goods which are sold to the pub¬ 
lic through aggressive and sometimes menda¬ 
cious advertising. Checking differences in the 
quality of goods of any Idnd, we must con¬ 


clude that a fairly large proportion of all our 
producers are turning out inferior stuff and 
selling it to people who put too much trust in 
advertising. 

To the extent that advertising is used to pro¬ 
mote style changes and to make people dis¬ 
contented with what they have, it is worse 
than pure waste; it is largely destructive. Style 
changes, as Slichter has said, “may be re¬ 
garded as a device for destroying the value of 
goods by rendering them obsolete"; this means 
that advertisers are persistently destroying the 
value of much of the women's clothes, and to 
a lesser extent of men s clothes, as well as that 
of scores of other products bought by consum 
^ ers. Naturally the intent of a considerable por¬ 
tion of our advertising is to make consumers 
discontented and unhappy, even to humiliate 
them with slighting references to “dish-pan 
hands" and other evidences of poverty; the il¬ 
lustrated advertisement picturing “one-dress 
Beulah" in various embarrassing situations, 
which ran for weeks in a New York newspaper, 
could hardly have made our thousands of 
“one-dress Beulahs" and Gretchens very 
happy. A gang of hoodlums who stood on the 
street corner and made slighting remarks about 
the dress and appearance of the passersby 
would be promptly aiTested; but advertisers 
do something a little like this all the time. 

Advertising would be less wasteful if there 
were not such a vast number of brands ana 
trade-marks, many of which are created by the 
advertisers. A former director of the United 
States Buieau of Standards estimated that 
there were 10,000 brands of wheat flour, 4500 
brands of canned corn, 1000 brands each of 
canned peaches, canned salmon, and canned 
peas, 500 brands of mustard, and 300 brands 
of pineapple; but of course no one store or 
even any one section of the country handles 
all the brands. An investigator in Milwaukee 
found dozens of brands of canned milk, 142 
brands of coffee, 95 of tomato juice, 225 of 
canned peas, and 107 of peanut butter. There 
are some 50,000 patent medicines on the mar¬ 
ket, most of them useless, and some definitely 
harmful; the consumers' bill for these runs to 
about a billion a year. 

If all the myriad of brands represented 


Stuart Chase, The Tragedy of Waste, p. 112. By permission of The Macmillan Company, publishers. 
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really difiFerent kinds of goods, the high cost of 
marketing them all would be compensated to 
some extent by the extraordinarily wide selec¬ 
tion available to consumers; but the number 
of really different varieties and qualities con¬ 
stitutes only a fraction of the total number of 
brands* There are not 1000 varieties and qual¬ 
ities of canned peaches; there might be as 
many as a dozen or a score that could be dis¬ 
tinguished by consumers, but the other 980- 
odd brands represent imaginary differentia¬ 
tion, which is largely waste. A socialist econ¬ 
omy could save a great deal here. 

Salesmanship involves competitive waste 
just as advertising does, and in some busi¬ 
nesses—^the insurance business, for example— 
this v^aste amounts to impressive figures. We 
have something like 500,000 insurance agents 
trying to persuade us to take out insurance 
policies, ringing our door bells, poimcing upon 
us unawares, and giving us their sales rigma¬ 
role. A fair percentage of the cost of insurance 
goes to pay these men for their efforts. So too 
we are pursued by salesmen of automobiles, 
real estate, stocks and bonds, each one trying 
to convince us that his wares are the best; and 
our colleges train men and women for careers 
in salesmanship—and then we wonder why the 
lower classes buy more than they can afford! 

Duplication of plants and services, A cap¬ 
italist economy evidences great waste in the 
duplication of plants and services. Except dur¬ 
ing war, we have too many railroads, too many 
service stations, too many retail stores, too 
many fanners, too many salesmen, too many 
lawyers—too many duplicating plants and 
services of various kinds. Many important cit¬ 
ies are connected by two or three railroads, 
whereas this service could be rendered much 
more cheaply by one road. In the United 
States as a whole there are 1,300,000 retail 
dealers selling goods that could probably be 
sold more cheaply by half as many. Groceries, 
milk, and other commodities are delivered by 
a dozen cars sputtering up and down the 
streets, whereas one could handle all deliveries 
much more cheaply; in many towns and cities 
several taxis representing different companies 
meet every incoming train, although there may 
be enough passengers for only one car* 


Walter Polakov estimated in 1933 that the 
woolen industry, even at a peak wartime de-^ 
mand, ran at 70 per cent of capacity; that the 
coal industry could produce more than twice 
the tonnage actually needed; that the boot and 
shoe industry, even in prosperous years, pro¬ 
duced at only half its capacity; that our cloth¬ 
ing factories were about 45 per cent larger 
than necessary; and our printing plants from 
50 to 150 per cent overequipped.^^ Before the 
outbreak of the Second World War, there were 
probably nearly 2,000,000 more farmers than 
were needed to produce the farm products 
then produced; and the automobile manufac¬ 
turers had the equipment to produce several 
million cars more than could be sold. In its 
study of Americans capacity to produce, the 
Brookings Institution estimated that even in 
the roaring prosperity of 1929, industrial pro¬ 
duction was only 81 per cent of capacity. 

Some of these figures must be accepted with 
reservations. The “productive capacity” of 
most industries cannot be given in precise fig¬ 
ures, because some plants are not up-to-date 
and could be used only if prices were high 
enough to cover the high costs involved. Yet 
it is unquestionably true that there is a great 
deal of excess capacity in most industries. 

Such wastes as these might be less in some 
other economic system, such as communism or 
socialism; but any other system would almost 
certainly develop other wastes, perhaps 
equally serious. Moreover, under capitalism 
we have reduced some of these wastes con¬ 
siderably; the worst forms of misrepresenta¬ 
tion in advertising, for instance, are less com¬ 
mon than they once were, and the waste of 
natural resources has been reduced in recent 
years. 

The waste from idleness. Voluntary un¬ 
employment in the form of parasitic idleness 
is also pointed out as a serious vice of capital¬ 
ism; Stuart Chase estimates the idle rich and 
hoboes in this country at 600,000. Here again, 
however, we are not sure that capitalism is 
more wasteful than other forms of economy. 
The bureaucracies and the Cestapos and the 
armies of Fascist countries certainly represent 
a far greater w^ste of human talents than our 
parasitic idlers. 


See Robert Morss Lovett, and others, Recovery Through Revolution, p. 428. 



AN APPRAISAL OF CAPITALISM 541 

The waste from business depressions. The times made in speculation and gambling in 
capitalist economy is subject to periodic de- land, stocks, grain, and other commodities; 
pressions and to consequent unemployment of and it is therefore not surprising that a vast 
men and capital which represents a tremen- amount of energy should be spent in efforts to 
dous waste of productive power. This waste, ‘‘get something for nothing.'* Some specula- 
during the worst years of the recent depres- tion, as we have seen, is necessary and produc- 
sion, was estimated to represent a money value tive, because in a changing and dynamic econ- 
of 20 billion dollars a year. This waste is nat- omy certain risks have to be assumed by some- 
ural to capitalism and seems to be growing one; but we are referring here to speculation 
more serious because capitalism is working engaged in for its own sake—^perhaps better 
less efficiently. Unless some way can be found termed gambling. ^Fhe total human energy and 
to reduce unemployment below the levels of capital wasted in tliis country each year has 
prewar years. It may be necessary to shift from to be measured in billions, 
capitalism to some other system. Any other The waste in irrational consumption. The 
economic system—^socialism, Fascism, or com- most serious waste in our economy is perhaps 
munism—^would have a certain amount of un- in iminformed and irrational consumption, but 
employment because of labor shifts of various this has been discussed in the chapter on hu- 
kinds, but there should not be any such vol- man wants and utility. Consumers might be 
ume as the United States had in the Great better informed under socialism, for there 
Depression. would be no powerful business interests seek- 

The waste in speculation. Capitalism in- ing profits by misrepresenting goods; but hu- 
volves a great waste of human energy in spec- man rationality would presumably be about 
ulation and gambling. The quest, in a cap- the same no matter what tlie form of the econ- 
italist society, is for profits. Profits are some- omy. 

QUESTIONS 

1. What are the assumptions of capitalism, as outlined by Clay? What criticism can you offei 
to each one? 

2. In what respects is the capitalist world ugly in its physical aspects? Do you think that any 
medieval city was more beautiful? 

3. In what fields does the quest for money return often lead to shoddy work? 

4. How has the capitalist spirit brought “extemalization” of our lives? Did the feudal spirit dc 
something quite as bad? 

5. What are some of the wastes of capitalism? Which do yo\i consider the worst? Why? 

6. Why is capitalism inevitably wasteful of natural resources? What is our present policy with 
respect to nearly all the land still owned by the government? 

7. It is sometimes asserted that people have not the rationality needed for the successful op 
eration of the capitalist system. Would irrational people be able to operate any other system 
any better? 

8. Criticize capitalism as a game. 

9. Discuss the argument that capitalism is antithetical to Christianity. On the other hand, capi¬ 
talism has made possible the great wealth which has led to kindness and generosity. Are 
these not important aspects of Christianity? 
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An Appraisal of Capital- 
ism: Business Control 


In the ancient world, the emperor, king, 
pharaoh, or inca, together with his army and 
other followers, usually dominated the econ¬ 
omy completely; in the medieval world, the 
feudal lord, or in some cases the church, was 
the dominant power. Under capitalism, how¬ 
ever, powerful business interests largely domi¬ 
nate die economy, politics, and, to some ex¬ 
tent, the social and cultural institutions, ideals, 
and traditions. Controlling the business econ¬ 
omy—^the jobs and the money—^these business 
leaders are able to exercise a considerable 
measure of control over ever) field of living. 
It is often argued that the democracy which 
Americans prate about is largely an illusion, 
that we have merely shifted from the rule of 
princes to the rule of capitalists. The argument 
runs somewhat as follows: Political represen¬ 
tation can be truly democratic only if it is 
based on economic democracy—treasonable 
equality of wealth—and this we do not have. 
To an extent that is little realized by most peo¬ 
ple, so the argument runs, a small group of 
wealthy men control our lives; indeed, so clear 
is their domination that many political scien¬ 
tists commonly refer to them as the "ruling 
class,*"* Before the election of Franklin D. 
Roosevelt, it was commonly said that no Presi¬ 
dent had been elected since the Civil War 


who was strongly opposed by "big business.” 

That business, particularly big business, ex¬ 
ercises a great measure of control over our 
lives cannot be questioned. As Henry S. Den¬ 
nison has said: “The basic pre-supposition that 
business can be considered as an entity sepa¬ 
rate from government is wrong. ... In the 
modem world a large number, often a consid¬ 
erable majority of the citizens, spend the most 
significant hours of their lives as part of the 
business stmcture. In so far, therefore, as busi¬ 
ness governs the lives of its people when they 
are working for it, business is, itself, a govern¬ 
ment within a government.. Its possibilities of 
affecting the well-being and self-respect of its 
people for better or worse cover just exactly 
the ground which the democratic hypothesis 
claims as the primary and essential field of 
government.”^ 

Occasionally businessmen themselves ex¬ 
press a similar opinion. Years ago William 
Randolph Hearst declared: **We still maintain 
a republican form of government, but who has 
control of the primaries that nominate the can¬ 
didate? The corporations have. Who controls 
the conventions? The corporations. Who con¬ 
trols the machinery of elections? The corpora¬ 
tions. Who own the bosses and the elected 
oflBcials? Are they representatives of the peo- 


^ Temporary National Economic Committee, Hearings, R. 30, p. 16257. 
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pie or of the corpofations? Let any fair-minded 
man answer the question truthfully. If the cor¬ 
porations do all this—and they surely do—can 
we any longer maintain that this is a govern¬ 
ment by the people? It is a government by a 
distinct class.”^ 

F, Townsend Martin puts the case even 
more strongly; *‘It matters not an iota what 
political party is in power, or what President 
holds the reins of oflBce. We are not politicians 
or public thinkers; we aie the rich; we own 
America; we got it, God knows how, but we 
intend to keep it if we can, by tin owing all the 
tremendous weight of our support, our influ¬ 
ence, our money, our political connections, our 
purchased Senators, our hungry Congressmen, 
our public speaking demagogues into the scale 
against any legislature, any political reform, 
any presidential campaign, that threatens the 
integrity of our estate/*® 

Martin’s statement may not have been very 
far from the truth at one time, although it is 
of course an exaggeration when applied to 
present-day America. At any rate, in any capi¬ 
talist society business is a great power, often 
dominant. Whether the dominant group is 
composed of 13 families (Senator Joseph 
0*Mahoiiey*s figure) or of 60 (as reported by 
Ferdinand Lundberg and by Secretary of tlie 
Interior Harold Ickes), or 30,000 men {For¬ 
tune* s estimate) is not very important; it com¬ 
prises an extremely small proportion of the 
people—about one in 4000, at most. How can 
this be? How can so small a group dominate 
the rest, when every man has a vote and has 
rights and privileges and immunities guaran¬ 
teed by the Constitution?^ 

Organization and integration of big business 

Big business is powerfully organized and in¬ 
tegrated. We have already seen that tlie cor¬ 
poration itself concentrates power in a few 
hands, thus enabling a few oflScers and direc¬ 
tors to control vastly more wealth than they 
could in an individualist economy; we have 
seen that giant corporations are tied in with 
each other and with banks through interlock¬ 
ing directorships, interlocking stock ownership. 
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and in other ways. But this is only part of the 
picture. Business interests in practically every 
line of production are organized into state and 
national associations, many of which maintain 
permanent offices in Washington. Of some 389 
national organizations which maintain perma¬ 
nent representatives in Washington, about half 
are businessmen’s associations. 

Tlie more powerful of these associations 
maintain offices staffed by men and women 
who are specialists in the various kinds of work 
necessary, one of which is lobbying. Among 
the must important such organizations are the 
Edison Electrical Institute (representing bil¬ 
lions of dollars in the electrical industry), the 
Association of Life Insurance Presidents (rep- 
leseuting some 28 billions of insurance assets), 
the Assf)ciation of American Railroads, the 
American Iron and Steel Institute, the Ameri¬ 
can Petroleum Institute, tlie American Tariff 
League, the Natioiiid Lumber Manufacturers* 
Association, tlie National Coal Association, the 
Copper Institute, the National Association of 
Wool Manufacturers, the National Association 
of Cotton Manufacturers, the American Mer¬ 
chant Marine Institute, the Navy League, the 
Air Transpoit Association, the American Bank¬ 
ers' Association, the Investment Bankers* As¬ 
sociation of America, the American News¬ 
paper Publishers* Association, the Sugar In¬ 
stitute, the National Dry Goods Association, 
the National Retail Federation (representing 
largely the chain and department stores), and 
the National Association of Retail Druggists. 

But the integration of business is even 
tighter tlian this list suggests, for some 3000 
of the most powerful corporations in the coun¬ 
try are organized into the National Associa¬ 
tion of Manufacturers, which represents a to¬ 
tal of between 30 and 40 billions of corporate 
wealth. The N.A.M. is the “voice of American 
industry,** and a stentorian voice it is, with its 
backing of almost unlimited funds; it spends 
annually as much as a million and a half for 
propaganda and lobbying. 

Business interests are also integrated 
through the Chamber of Commerce of the 
United States, a federation of 1500 commer- 


* George Seldes, You Can*t Do That, p. 211. 

3 John McConaughy, Who Rules America, p. 312. ^ ^ i 

*On this subject, see Temporary National Economic Committee, ‘Economic Power and Political 
Pressure/' Monograph So. 2S. 
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cial and trade associations; its members in¬ 
clude more than 7000 of the most important 
corporations, firms, and individuals in the 
country. The Chamber of Commerce—^the 
Washington press agent of organized business 
—^‘‘usually operates more as a force for dis¬ 
covering and expressing business opinion than 
for putting pressure on Congressmen and Sena¬ 
tors, leaving that role, for the most part, to 
its constituent members acting independently 
or through other groups”; nevertheless it en¬ 
gages to some extent in lobbying, and spends 
large amounts on propaganda. When a bill 
that it opposes appears in Congress, it notifies 
its members throughout the country and asks 
them to write or telegraph their Senators and 
Representatives, asking them to vote against it. 

Generally sympathetic with the business 
point of view are a number of other influential 
organizations. The American Bar Association 
has often assumed the role of trustee of “Amer¬ 
ican institutions,” particularly of the Constitu¬ 
tion; and since lawyers are often closely asso¬ 
ciated with business, the Bar Association usu¬ 
ally sees eye-to-eye with business interests and 
sometimes exerts strong influence in Washing¬ 
ton. The American Farm Bureau Federation, 
which for the most part represents the big 
farmers, frequently supports big business, as 
does also the Associated Farmers, a California 
organization which represents mainly wealthy 
businessmen, not farmers. 

There are other forces in Washington, it is 
true, other organizations not under business 
control, some of them generally hostile to busi¬ 
ness. The great labor organizations—the A.F, 
of L., the C.I.O., and some of the constituent 
unions—maintain Washington headquarters, as 
do also many philanthropic and professional 
organizations. The various agencies, depart¬ 
ments, and buieaus of the government, includ¬ 
ing the Congress, are assumed to represent the 
people as a whole, and not business alone; 
but business organizations hold the preponder¬ 
ance of power because of their generally longer 
life or greater staying power, their cohesion, 
their invisibility, and their greater resources. 
These advantages demand some consideration. 

Staying power of business organizations 

Business associations have longer life, 
greater staying power than most other pres¬ 


sure organizations, or the •government itself. 
Most of our important corporations have been 
in business, and in politics, for decades, under 
able leadership which frequently remains un¬ 
changed for many years. The Washington 
lobby of the National Association of Manufac¬ 
turers has a relatively stable staff of men, 
picked for their astuteness and their experience 
in lobbying tactics, some of them lured from 
government offices by higher salaries. With its 
vast resources, the N.A.M. can usually hold 
these men as long as it wants tliem, and can 
give them time to become thoroughly experi¬ 
enced in the work they do. In the government 
itself, on the other hand. Representatives are 
elected for only two years, Senators for six; 
thus every two years the personnel of Congress 
changes, in some cases enough to put another 
party in power. Accordingly, in any tussle 
with Congress or with congressional commit¬ 
tees, the experts from the business pressure 
groups have the advantage of experience, and 
perhaps also of shrewdness, and ability, as 
well as the very great advantage of being 
backed by fat checking accounts. The chiefs 
of some of the government departments and 
bureaus may be changed with a shift in party 
control; subordinates in these bureaus may en¬ 
joy security of tenure, but some of the most 
efficient leave government seivice to work for 
business associations and carry with them a 
knowledge of government functions which may 
be of great value in their new posts. Business 
organizations also have greater staying power 
than labor or farmer lobbies. Labor unions have 
their ups and downs as employment fluctuates 
and as interunion rivalries flare up and die 
down, and farmers have never been well or¬ 
ganized, although recently they have done 
much better. Business associations are on the 
job all the time. 

Cohesion of business organization 

Business, particularly big business, is far 
more tightly organized than any other eco¬ 
nomic interest. Through the corporation and 
the various intercorporate cormections, big 
business concerns are closely integrated; all 
businessmen pursue the same end—^profits— 
and most of them hold the same general eco¬ 
nomic and political philosophy; and as a result 
they stick together in their pressure organiza- 
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tions better than other economic groups. Labor 
has split into three groups—^the A.F. of L., 
the C.LO., and the railway trainmen—which 
sometimes fight one another about as bitterly 
as they do the emploj'ers. Several million iso¬ 
lated farmers likewise fail to secure the same 
cohesion as business associations; in fact, there 
is a considerable amount of Iriction and dis¬ 
agreement among the various agricultural or¬ 
ganizations—the Farm Bureau, the Grange, 
and the Farmers" Union. The farmers" organ¬ 
izations often represent business interests, in 
some cases more strongly than agricultural in¬ 
terests, just as many individual farmers fol¬ 
low business leads on economic and political 
questions, even when it is contrary to their 
own economic interests. Small business, sim¬ 
ilarly, usually follows big business in its phi¬ 
losophy, although its interests are by no means 
identical with those of big business. It is big 
corporate business—-chain stores, for instance 
—that is crowding small business off the map; 
yet the average small merchant mouths N.A.M. 
slogans with the conviction and fervor of a 
crusader. 

Invisibility of business organizations 

A great advantage enjoyed by business in its 
propaganda and lobbying activities is its in¬ 
visibility—it can spend millions without any 
publicity whatever. As Donald Blaisdell says: 

Government expenditures are made out of pub¬ 
lic revenues, and their use is subject to public 
scrutiny at all times. Hence, business, as part of the 
public, is able to challenge and keep to a minimimi 
Government expenditures for propaganda purposes. 
Government, by means of the taxing power, con¬ 
gressional investigation, and use of anti-trust stat¬ 
utes, and so forth, can to some extent limit busi¬ 
ness’ expenditures for propaganda purposes. Com¬ 
pared to the glare of publicity tliat surrounds 
Federal expenditures, business carries on its ac¬ 
tivities in a dim and comforting gloom. In the 
last analysis it receives its funds from the public, 
allegedly for services rendered. Yet, because prop¬ 
aganda and lobbying expenditures are included in 
the cost of doing business, the public pays for 
these expenditures, and it pays for them not once 
but twice. As a cost of doing business they are 
deducted before figuring the net income out of 
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which dividends are paid and against which in¬ 
come taxes are levied. This public quality inhering 
in business funds is to a large extent ignored. 
Rarely are business expenditures examined from 
the viewpoint of their effect on the general welfare. 
Rarely are even the total amounts expended made 
known, and almost never is there published an 
analysis of the way in wiiich the total was dis¬ 
tributed. Admitting the advisability of the existing 
strictures on the use of Government funds, it seems 
etiually important, or more so, that they should be 
applied to the political expenditures of business.® 

Resources of business organizations 

Vastly greater than the resources of labor 
or farm organizations, or those that the govern¬ 
ment can use at any given point of contact, 
arc the resources of organized business. Such 
an organization as the N.A.M. can pour money 
out like water to elect the right political candi¬ 
dates, to have its way in legislation, and to 
hire lawyers, lobbyists, scientists, or any legal 
or technical help it wants. And lavish propa¬ 
ganda expenditures, although paid for by the 
public, are known only to a very few people. 
The National Electric Light Association prop¬ 
aganda campaign, for example, which cost 
some 25 or 30 millions, paid by consumers of 
electricity, happened to come to light and was 
investigated by the Federal Trade Commis¬ 
sion; yet probably not as many as 5 per cent 
of the people ever knew the actual facts.® The 
textbook material offered free by the N.A.M. 
has received practically no notice in the press, 
for most newspapers do not give much space 
to scandals in high business circles. 

Big business in politics 

Not only do influential business interests 
seek to mold public opinion on economic ques¬ 
tions, but they work hard and effectively on 
Congress, the President, and every agency of 
the government. Rich businessmen provide al¬ 
most all the campaign expenses of both major 
parties. In the presidential campaign of 1928, 
the following contributions were made to the 
Republican campaign chest 


Walter H. Aldrich, U. S. Smelting Co.$ 25,(H)0 

George F. Baker, Jr., banker. 27,000 

W. O. Briggs, Briggs Body Co. 25,000 


® Temporary National Economic Committee, Monograph No. 26, pp. 19-20. 
® On the NELA campaign, see Jack Levin, Power Ethics. 

Ferdinand Lundberg, Americans 60 Families, p. 180. 
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Edward H. Cary» Pullman Car Co. 25,000 

Walter P, Chrysler. 25,000 

William A. Clark. Jr. 25,000 

George W. Crawford, Mellon interests. 25,000 

William H. Crocker. 25,000 

William N. Cromwell. 25,000 

Clarence Dillon. 25,000 

Alfred du Pont. 25,000 

W. C. Durant. 25,000 

George Eastman. . . . 25,000 

Cyrus Eaton. 25,000 

Harvey S. Firestone. 25,000 

Fisher Brothers and Fisher Body Corp. 100,000 

D. N. Goodrich ... 25,000 

Daniel Guggenheim . .... 25,000 

Harry E. Guggenheim. . 25,000 

S.R. Guggenheim. . 25,000 

Charles Hayden.. . 25,000 

E. F. Hutton. 25,000 

Otto Kahn. 25,000 

S. S. Kresge . 25,000 

Richard B. Mellon. . 25,000 

S.W. Mellon. 25,000 

Eugene Meyer. .... 25,000 

Jeremiah Milbank. 25,000 

J.R.Nutt. ... 26,000 

John D, Rockefeller. 25,000 

John D. Rockefeller, Jr.. . 25,000 

Julius Rosenwald. 50,000 

Mortimer Schiflf . 25,000 

Charles M. Schwab. 25,000 

Alfred P. Sloan, Jr.. .. 25,000 

Herbert N. Strauss 25,000 

Arthur Whitney. 25,000 

Estateof P. A. B, Widener... . 30,000 

Harrison Williams. 25,000 

John N. Willys. 25,000 

George Woodruff. 25,000 


The Democratic fund was similarly enriched 
by contributions from men of great wealth, but 
in somewhat smaller amounts. Some men give 
to both political parties, and some oflScers of 
a corporation give to one party and some to 
the other, so that however the vote goes they 
will have credit for the result and can demand 
appropriate consideration from those elected. 

In at least a few instances, wealthy financiers 
have gone after political influence in a more 
direct way. In 1929, J. P. Morgan and Com¬ 
pany gave a number of important political 
figures, among others, the right to buy shares 
of several corporations at a price considerably 
lower than the market price—^the equivalent of 
a gift, inasmuch as the buyers could immedi¬ 
ately sell at the market price and pocket the 
difference. Such gifts were made to the Secre¬ 


tary of the Navy, a former Secretary of War, 
two former Secretaries of the Treasury, the 
chairman of the Democratic National Com¬ 
mittee, the wife of the Agent General for 
Reparation Payments, the Republican National 
Committeeman for New York, a future United 
States Ambas$ador-at-Large, the personal fi¬ 
nancial adviser of the President of the United 
States, and an ex-President—^presumably in the 
hope that they would be properly appreciated.® 

Business influence in foreign policies 

Business interests have even more influence 
in foreign than in domestic policies. Our State 
Department has always been rather subservient 
to powerful business interests, just as the For¬ 
eign OfiBces of some European countries have. 
That is one reason why England backed Franco 
ill Spain and for some years supported Mus¬ 
solini in Italy and Hitler in Germany; and it is 
one of the reasons why the United States fol¬ 
lowed a pro-Fascist policy with respect to 
Franco and sold steel and oil to the Japanese 
government for several years prior to the out¬ 
break of the Second World War. A few power¬ 
ful interests, particularly the Standard Oil 
Company, have largely determined our rela¬ 
tions with Mexico. 

Business interests and the press 

Business control of public opinion and of 
politics—not absolute, of course, but fairly 
strong until recently—^has been due partly to 
its influence on many of our large newspapers 
and the radio, the most important avenues to 
the public mind. Most people read little but 
newspapers and listen a great deal to the radio, 
both of which reflect the altitudes of business 
leaders. 

Most of the larger newspapers are tied in 
with the ruling business hierarchy in various 
ways. For one thing, such newspapers are big 
business, carried on largely for profit. Such a 
paper may represent an investment of 20 mil¬ 
lions or more; it employs thousands of workers, 
and it usually makes profits. A celebrated news¬ 
paper editor once said that the newspaper 
business had '^degenerated from a noble pro¬ 
fession to an 8 per cent investment.’* On the 
basis of evidence he has accumulated, George 


^ Ibid,, pp. 235-237. 
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Seldes concludes that nine men control many 
of our largest newspapers, and that eight of 
these men are closely tied up with dominating 
business interests. 

Not only are big newspaper owners wealthy 
capitalists in their own business, but some of 
our wealthiest industrial capitalists have in¬ 
vested in newspapers. The Rockefellers at one 
time owned a number of newspapers and mag¬ 
azines but have now disposed of most of their 
newspaper interests, perhaps because they find 
that they can secure support from this source 
in other ways; the International Paper and 
Power Company not long ago had important 
financial interests in several papers; J. P. 
Morgan and Company have financed news¬ 
paper purchases at various times—^particularly 
through Frank Munsey, the great newspaper 
magnate who bought a number of newspapers 
—and eliminated some that were unfriendly 
to the Morgan company; Thomas Lamont, a 
Morgan partner, was for years a director of 
the Crowell Publishing Company, which pub¬ 
lishes the American Magazine^ the Country 
Homey Collier*s Weekly, and the Woman^s 
Home Compa7iion; the Wanamaker family 
once owned the Philadelphia Record and the 
Philadelphia North American; Sewell Avery, 
president of Montgomery, Ward and Company 
and a director in other large industrial corpo¬ 
rations, is a director of the Chicago Daily 
News; the Harkness and Harriman families 
are financially interested in Time, Inc., which 
publishes Fortune, and the Harrimans are also 
stockholders with Vincent Astor and John Hay 
Whitney (Standard Oil) in JV^ios-Wcefc maga¬ 
zine; John Jacob Astor is reported as the largest 
stockholder in the London Times; the du Ponts 
own several newspapers in Delaware; the Mc¬ 
Cormick and Patterson families have heavy 
interests in the newspaper business, particu¬ 
larly in the reactionary Chicago Tribune, All 
the connections linking business and the press 
are too numerous, however, to be traced fur¬ 
ther in this book.^ 

Business also exerts great influence on the 
press through advertising. Newspapers and 
magazines serve in a dual capacity; as dis¬ 
pensers of news and as dispensers of advertis¬ 
ing and from the business angle the second 
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function is the more important, for from it 
are derived most of the revenues of the press. 
As dispensers of the news, the papers are in 
some respects extraordinarily efficient, not only 
in the vast amount and wide distribution of 
news they carry, but in the speed with which 
it is brought to the reader and the accuracy 
with which most of it is presented. The Amer¬ 
ican press is often held to be the freest and 
best in the world. 

As dispensers of advertising, the newspapers 
and magazines naturally take a friendly interest 
in the advertisers, including the professional 
advertisers who are strongly organized on a 
national basis, and many of the great corpora¬ 
tions of the country and the trade associations 
of which they are members. It is easy for the 
press to take this friendly, cooperative attitude 
toward business concerns which spend millions 
every year for advertising space—tlie patent 
medicine business alone is estimated to spend 
more than 300 million dollars a year—and to 
show it whenever attempts are made in Con¬ 
gress to protect consumers from adulteration 
and misrepresentation of goods. 

The power exercised by the press is even 
greater because many of the newspapers are 
members of the American Newspaper Publish¬ 
ers’ Association and of the Associated Press, 
which is the largest of our news-gathering syn¬ 
dicates. When Marshall Field III established 
two liberal newspapers, the Chicago Sun and 
PM, the Associated Press refused to let him sub¬ 
scribe to its services, presumably because other 
Chicago papers did not want more competi¬ 
tion and because most of its other big sub¬ 
scribers did not want more liberal papers. The 
Department of Justice then filed an anti-mo¬ 
nopoly suit against the Associated Press, and 
the Supreme Court ordered the A.P, to alter 
some of its practices. Significantly, many of the 
newspapers reported the Supreme Court de¬ 
cision as if it were a victory for the A.P. 

A few of our large newspapers are not only 
conservative but so definitely Fascist in their 
attitude that some students of Fascism have 
named several of them as constituting a “News¬ 
paper Axis” and have insisted that if Fascism 
comes to the United States it will have strong 
newspaper support. 


* See ibid,, chaps. 7, 8. 
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Suppose, for the sake of argument, we con¬ 
cede that most of the big newspapers are to 
some extent controlled by business interests; 
is there any evidence that they exert much 
control over the views and votes of the people 
in favor of big business and its policies? In 
some cases the press apparently has only a 
modest influence. In the presidential campaign 
of 1936, between 70 and 80 per cent of our 
papers opposed Roosevelt for President, but he 
won by a landslide; and in 1940 an even larger 
proportion took up the cudgels to defeat him, 
again without success. In municipal and some 
state elections the press appears to have almost 
no influence. 

On the other hand, the press sometimes 
wields great power. It has doubtless been 
partly responsible for our high-tariff policy 
ill the past, and for the general hostility to 
labor organization today. Most of the news¬ 
papers, in their hostility to the New Deal, 
hammered persistently on the theme that the 
government bureaus were inefficiently operated 
by wild-haired and largely communist profes¬ 
sors—a completely false charge, yet many peo¬ 
ple believed it. 

The press shows real power whenever its 
oivn interests are threatened, as when there is 
a threat to the advertising business. Although 
our better newspapers and magazines are care¬ 
ful regarding the kind of advertising they 
carry, they defeated the Tugwell Rire Food 
and Drug Bill in 1934, a bill designed to curb 
dishonest advertising, and they have always 
succeeded in preventing rigorous regulation or 
any legislation likely to reduce advertising 
seriously. In the fall of 1943, a bill was intro¬ 
duced in Congress to compel canners to grade 
their products and state the grade on the 
labels as a means of preventing evasion of 
price ceilings; but a combination of advertisers, 
newspapers, and the Canners' Association eas¬ 
ily blocked it in the House of Representatives. 

Some of the ways in which business interests 
seek to gain the support of the newspapers, and 
through them to mold public opinion, are 
shown clearly in the propaganda campaign of 
the National Electric Light Association against 


government ownership of public utilities. The 
utilities set up in the various states propaganda 
committees, called information committees, 
nearly all of them directed by widely known 
and experienced newspaper men. “Their efforts 
were spent in getting newspaper good will. In 
gaining this valuable asset a variety of meth¬ 
ods were used. They aimed to create news¬ 
paper good will through advertising; inspired 
news articles written by the director but bear¬ 
ing the signatures of prominent persons were 
inserted; personal contacts with editors were 
made; newspaper men were entertained in 
various ways; news bulletins and clip sheets 
were prepared and widely distributed; and 
many speeches were made, either by members 
of the utilities industry or someone paid by 
the utilities to represent their interests.”^^ 

Some critics of our press are too indiscrimi¬ 
nate in their criticism, too much inclined to 
indict the entire press, as if all newspapers 
were alike. Newspapers vary widely, from such 
liberal journals as PM, which is run at a loss 
by Marshall Field III and carries no advertis¬ 
ing whatever, to strongly reactioniuy papers 
like the Chicago Tribune, Some conservative 
papers carry syndicated articles written by 
liberal journalists which may be contrary to 
the papers' general economic policy, thus offer¬ 
ing readers a choice of conservative or liberal 
opinion.^^ 

Business control of the radio 

If the radio were free, business control of 
most of the big newspapers would not be quite 
so serious; but business interests also control 
most of the broadcasting. To some extent 
broadcasting time can be bought by anyone 
with the necessary cash, but few people have 
enough cash to buy time, for it is very expen¬ 
sive; hence only business interests can make 
a profit on such an expenditure. This means of 
course that the radio is predominantly a tool 
of the ruling business interests. There is some 
freedom of discussion over the air, and a few 
liberal or even fairly radical commentators 
broadcast regularly; but their broadcasts are 
censored by the broadcasting companies, and 


Temporary National Economic Committee, Monograph No. 26, p. 153. 

in the Kansas-Missouri area, for instance, the Kansas City Star, a conservative newspaper, carries 
daily syndicated articles of a distinctly radical character. Its reader can thus get both sides of most 
questions, if he really wants theiUt 
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tliey are often obliged to omit some of their 
most pertinent comments. Both the National 
Broadcasting Company and the Columbia 
Broadcasting System recently refused to sell 
the Cooperative League, a consumers' coopera¬ 
tive, the time for a series of broadcasts on the 
ground that the programs would be devoted to 
"controversial issues.” An aroused public opin¬ 
ion forced the two companies to back down; 
but it is not heartening to lovers of democracy 
to realize that these two giant concerns largely 
dictate the cuaracter of the broadcasts that go 
out to the people. It is even less cheering to 
learn that about a third of the stations in this 
country are owned and controlled by news¬ 
papers. Too much power controlling the chan¬ 
nels to the public mind is concentrated in too 
few hands. 

The radio serves not only to puff dentrifices 
and laxatives, and vitamins, but to broadcast 
more or less well-concealed propaganda or eco¬ 
nomic questions. On the Ford symphony pro¬ 
grams at one time, W. J. Cameron, a political 
reactionary rather closely associated with some 
American Fascists, was accustomed to talk for 
five minutes on the virtues of "American enter¬ 
prise” and the vices of government regulation 
thereof. Similarly, during the General Motors 
symphony concerts, C. F. Kettering, a great 
scientist and vice-president of the company, 
gives a five-minute talk describing the marvel¬ 
ous achievements of American industry, the 
moral, gracefully camouflaged, being that pri¬ 
vate business is doing wonderful things. Some 
of our best musical programs are seasoned with 
diplomatically worded propaganda of this sort; 
and if we assume that the business leaders are 
not fools, we must conclude that they are 
getting their money's worth, that is, that the 
propaganda is effective. 

The radio has indeed rendered two valuable 
services. Along with a vast amount of advertis¬ 
ing which approaches the level of the patent- 
medicine show of a generation or two ago, it 
presents a small amount of really good enter¬ 
tainment, music and dramatics, some news— 
usually sponsored by a patent medicine, a face¬ 
saving soap, or a superior brand of coffee or 
cigarettes—^and a modicum of reliable informa¬ 
tion in lectures. It has been an enlightening 
factor in political campaigns because it has 
enabled every party to appeal to the public. 
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Before its development, the newspapers were 
the only medium through which candidates 
could appeal to the voters, aside from speeches 
at political meetings which could reach only a 
few of the voters; and the newspapers usually 
drummed for the most ctmservative party. But 
with the radio, a man like Franklin D. Roose¬ 
velt, opposed by most of the newspapers, could 
get his case before the voters in a broadcast. 
Even the Socialist party can usually buy time 
for a broadcast or two. The radio has done 
much to give real meaning and vitality to our 
political campaigns. 

On most counts, however, the radio has been 
grossly mismanaged; in fact, it must be rated 
one of the worst failures of our democracy, in 
the sense that it falls farther short of its po¬ 
tentialities for good than almost anything else 
we have. Not only is it used to undermine pub¬ 
lic health through advertising all kinds of pat¬ 
ent medicines, but, apparently on the theory 
that people should be kept as ignorant as pos¬ 
sible on economic and political questions, its 
use is generally restricted to the discussion of 
"non-controversial” issues, except in political 
campaigns. Actually, business interests are able 
to present tlieir views on even highly contro¬ 
versial questions; but the more liberal side of 
such questions is frequently ruled out as 
"controversial." Even if the radio were open 
to conservative and liberal views alike, the 
forces of conservatism, with their fat wallets, 
would of course have every advantage. Nothing 
is so greaiV needed in this country as free dis¬ 
cussion of controversial questions, such as the 
Scandinavians are accustomed to; but the radio 
cannot provide this. Think what the govern¬ 
ment could do with the radio! It could broad¬ 
cast operas, symphony and semi-classical 
music, jazz, dramas, news, forums, comedies 
on various wave lengths at all hours of tire day 
and evening—at a cost of perhaps a cent a day 
per capital But producing interests will not let 
us have such entertainment—^it would sell no 
toothpaste or liver pills. 

Business and education 

It has often been pointed out that business 
interests largely control our educational proc¬ 
ess, from the grades to the colleges and uni¬ 
versities. Teachers in grade schools and high 
schools are accorded little freedom in the to- 
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cussion of economic issues. Our colleges and 
universities are governed by boards of trustees, 
for the most part businessmen and lawyers; 
and in only a few institutions, perhaps one- 
tenth of them, are teachers accorded much 
freedom of expression, for only views accept¬ 
able to the governing business interests can 
safely be expressed. Mark Twain’s remark is 
pertinent for many teachers: 'Tt is by the grace 
of God that in our country we have those three 
unspeakably precious things: freedom of 
speech, freedom of conscience, and the pru¬ 
dence never to practice either of them.” As 
for most of our students, we might say that 
they are not educated, they are only domesti¬ 
cated; they are trained to do and think the 
things that authority teaches them to do and 
think. 

We can see a growing domination of higher 
education by business interests and business 
ideals in the changing emphasis within the 
colleges and universities. More and more of 
their funds are spent not for a liberal educa¬ 
tion in the problems of economic and political 
life, but for the training of men who can serve 
business—^in schools of business, engineering, 
and journalism, for instance—or for the train¬ 
ing for pecuniarily successful careers. In most 
universities the relative importance of the col¬ 
lege of liberal arts shows a steady decline. 

To many worthy people this situation seems 
altogether satisfactory; but to anyone who ap¬ 
preciates the difiSculty of many of the economic 
problems we face, it seems rather ominous. 
Intelligent citizenship can be developed only 
through a process of free discussion of contro¬ 
versial issues, a critical appraisal of all points 
of view, a winnowing out of the grains of 
truth from the chaflF of propaganda and mis¬ 
representation; and no such process can be 
carried on in most of our schools. Education in 
the social sciences is largely a process of prop¬ 
agandizing in favor of the status quo, or better, 
a process of inoculating students against think¬ 
ing about important questions. In this respect, 
we are far behind the Scandinavian countries, 
and this is one reason why the general level of 
economic and social intelligence is lower here 
than it is in those countries, and why we have 
been less successful in solving our economic 
problems. 

A bold attempt to indocrinate students with 


a reverential attitude toward business and its 
leaders has been made recently by the National 
Association of Manufacturers. The N.A.M. 
published several dozen pamphlets panegyriz¬ 
ing the achievements of big business and eulo¬ 
gizing “freedom,” “American enterprise,” “free 
enterprise,” and the like, which it has ofFered 
to supply free to all students in the social 
sciences in all colleges in the United States on 
request of the professors in charge. The pam¬ 
phlets have been used to some extent in col¬ 
leges and in adult education classes. With the 
same general purpose, the N.A.M. sponsors 
college oratorical contests on the Constitution, 
ojffering prizes up to $4000 for the best ora¬ 
tions. If such contests called for a critical and 
unbiased study of the Constitution, they would 
do much good; but their purpose is rather 
to develop an unthinking and reverential at¬ 
titude toward it, for the Constitution is re¬ 
garded as the bulwark of the powers of the 
N.A.M. and its members. The American Bar 
Association has sponsored similar contests. 

Through a law introduced by a reactionary 
Senator from Ohio diuing World War II, 
business interests were for a time able to pre¬ 
vent our soldiers from reading such liberal 
magazines such as The Nation and The New 
Republic, which dealt with “controversial” 
questions. Conservative publications like the 
Saturday Evening Post, however, were not 
construed to be controversial; only the liberal 
magazines were thus classified. This law also 
banned Wilson, an excellent moving picture 
depicting the political life of President Wood- 
row Wilson, particularly his fight for the 
League of Nations, in Army camps because it 
showed Republican party leaders in an un¬ 
favorable light. The law aroused such a storm 
of protest that the military was obliged to 
change its interpretation. 

Business and the churches 

Business leaders also have considerable in¬ 
fluence in many churches. When the churches 
investigated the steel strike in 1919 and pub¬ 
lished a report favorable to the striking la¬ 
borers, the report created a serious schism in a 
few of the churches and led some wealthy men 
to withdraw their financial support from those 
that had participated in the investigation. 
Since a few rich businessmen provide a con- 
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siderable proportion of the financial support 
of most churches, preachers often find it neces¬ 
sary to avoid discussion of the problems of this 
earth, particularly labor problems; apparently 
our businessmen think it more important to 
prepare people for the next world than to make 
this one a more satisfactory place to live in. 

Business and '*red-baiting*’ 

In recent years business overlords have 
found a new way of suppressing views to 
which they are opposed—through the under¬ 
hand policy of branding them as ‘communis¬ 
tic/" Business leaders have helped to build up 
a hysterical popular fear of communism and 
have been able to silence most of their critics 
by smearing them with the red paint of com¬ 
munism—^not only the few actual communists, 
but socialists, progressives, New Dealers, and 
liberals of all shades. Some of our newspapers 
have indulged freely in this shady business, 
and the congressional Dies Committee has 
spent large sums of money ostensibly to ferret 
out “subversive movements,” but actually to 
frighten liberals and suppress all views unac¬ 
ceptable to the ruling business oligarchy. Po¬ 
litical scientists are agreed that tliis procedure, 
which as we shall presently see is taken from 
the bag of tricks of the Fascists in Italy and 
Germany, has done much to undermine demo¬ 
cratic government in the United States. Self- 
appointed defenders of American capitalism 
have also inaugurated well-organized cam¬ 
paigns to make it appear that the faculties and 
students of many colleges and universities are 
largely communistic. In this way they have 
done much to purge the teaching ranks of 
liberals and* prevent too much thinking by the 
students, at any rate on important economic 
questions. 

Business and the courts 

It is often contended that powerful business 
interests have a great advantage in the courts; 
that in a capitalist society, as Oliver Goldsmith 
suggested, “the laws govern the poor, and the 
rich govern the law""; and that business inter¬ 
ests are usually able to secure the appointment 
of acceptably conservative judges, most of 
them former corporation lawyers who see eye- 
to-eye with men of means—^at least this was a 
common charge before the administration of 
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Franklin D. Roosevelt. Rich and poor are alike 
forbidden to steal, or beg, or “sleep under 
bridges'"; and rich and poor are equally free 
under the law to contribute to political cam¬ 
paigns, to buy newspaper space or radio time, 
to form or manage corporations. Wealth, how¬ 
ever, certainly has ever}' advantage in the ad¬ 
ministration of the law. Before the law all men 
are equal, if they have equal financial resources 
and equally good lawyers; but the poor cannot 
aflPord good lawyers and expensive litigation. 
Contrary to a rather widely held idea, legal 
principles are not self-enforcing. It has often 
been said that you cannot convict a million 
dollars, and this comes rather too near to being 
the truth. Referring to the difficulty of punish¬ 
ing rich malefactors, Bryan once said that 
ihe American commandment was apparently: 
“Thou shalt not steal on a small scale"’; in¬ 
stances proving that it is safer to steal a rail¬ 
road than a dozen chickens can easily be cited. 
Many men go to the penitentiary for stealing 
chickens, but a few have gone to Congress for 
stealing a railroad or a corporation or a hun¬ 
dred thousand acres of land or a million dollars. 
It is not suggested that the rich are more 
wicked than the poor, but only that they are 
safer in being wicked, because they can defend 
themselves better. 

Even constitutional guaranties sometimes 
mean little to the poorest class of people—to 
the sharecroppers of the South, for example, 
and the lowest class of laborers, particularly 
Negroes, and even more particularly if they 
happen to be radicals. Lynchings, mob beat¬ 
ings, the third degree carried to the point of 
murder, in some cases peonage or practical 
slavery—these are altogether too frequently 
the fate of the very poor in some parts of our 
country. Nor are the constitutional guaranties 
of the sanctity of private property always up¬ 
held. 

Producer control of our lives 

Looking at business control from a difiFerent 
angle, we see that in the capitalist world pro¬ 
ducer interests control the economy and the 
government to the general neglect of con¬ 
sumers, altliough consumption is assumed to 
be the final aim and purpose of all production. 
A mere handful of producers is often able to 
dictate government policies which are injurious 
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to all consumers. The tari£F is a good example 
of this. The producers who gain from a pro¬ 
tective tariff include less than 10 per cent of 
the people, whereas all the people suffer as 
consumers; yet the tariff is firmly established 
in the American scheme of consumer exploita¬ 
tion. Interstate tariffs are likewise usually 
secured by a few producers, who are thereby 
able to charge all consumers higher prices for 
their products. When accurate labeling of com¬ 
modities is asked for in Congress as a means of 
protecting 133,000,000 consumers from ex¬ 
ploitation, a handful of canners, advertisers, 
and newspapers easily squelch the proposal. 

Some important consumers’ goods we may 
have only to the extent that the producing in¬ 
terests condescend to give them to us, and in 
the form and quality that they determine upon. 
Most people like music and entertainment. In 
concert halls, theatres, and movie houses we 
can choose our own entertainment, paying the 
full cost of it; but over the radio we get the 
kind and amount of entertainment that the 
various producing and advertising interests 
find it profitable to provide, at no direct cost, 
although of course consumers pay the bill 
indirectly, in the prices of the goods advertised. 
The entertainment of 130,000,000 people is 
merely a by-product of radio advertising. 

Business control in time of war 

Business control tightens in time of war, 
for various reasons. In the first place, the gov¬ 
ernment needs various types of war goods 
promptly, and businessmen who can supply 
those goods find themselves in a very strong 
position. They can strike hard bargains with 
the government and so make handsome profits, 
and they can and do generally demand that 
the government put businessmen in most of the 
important positions created for prosecuting 
the war. Although it is rather widely believed 
that most of the war agencies that were created 
during the Second World War were headed 
by professors, the truth is that most of them 
were in charge of businessmen. 

A second reason for the tightening of busi¬ 
ness control is that in their patriotic fervor the 
people do not watch the government as closely 
as usual, and do not understand some of the 
problems raised by the war, whereas powerful 
business interests are always on the job, always 


watching and working to strengthen their posi¬ 
tion, and, often in cordial cooperation with 
military leaders, are able to build up their 
power even more, and to eliminate some of 
the controlling and regulating measures es¬ 
tablished in peacetime. Democracy always suf¬ 
fers during both the war and the postwar 
period. Many business leaders have been as¬ 
signed as “dollar-a-year ’ men to positions in 
which, as government agents, they are obliged 
to formulate policies that affect their own busi¬ 
nesses in various ways; and there can be no 
doubt that they have sometimes sacrificed gov¬ 
ernment interests to their own. 

Limitations on business control 

Even if we grant the truth of much that has 
been said about the domination of business in 
a capitalist economy, we need not concede that 
our political democracy is entirely a false front. 
It would be more genuine if there were greater 
economic democracy, and there are clear in¬ 
dications that it must move in this direction if 
it is to survive; but it has much reality, even 
in its present form. In spite of the asserted 
control of our press, radio, schools, and pulpit 
by business, the people do sometimes force 
through legislation in the interests of labor, 
farmers, and consumers that is opposed by the 
“ruling class”; and such legislation may be 
upheld by the Supreme Court, although that 
usually conservative body has as a rule been 
sympathetic with business. Some of the New 
Deal measures illustrate this. There has for 
many years been a general advance in legisla¬ 
tion for the protection of labor, culminating in 
some of the New Deal labor laws; an increase 
in the amount of regulation of railroads, banks, 
and other kinds of business; a great increase 
in the proportion of taxes paid by the rich; 
and a rather steady increase in the number of 
government services offered to the public, in 
the financing of which the rich pay out of all 
proportion to the benefits they receive. Al¬ 
though business leaders have opposed almost 
all such policies, they have not been able to 
block them. 

Need for a better balance of power 

In most capitalist countries business leaders 
have too much power. A higher type of civiliza¬ 
tion is found in countries where the influence 
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of the various classes is better balanced, as in 
New Zealand, Australia, and the Scandinavian 
countries. Even in increase in production of 
goods these countries have a better record 
than we do. 

Business control and other forms of control 

Even if business leaders have too much 
power in a capitalist society, we need not con¬ 
clude that capitalism is therefore worse than 
other economic systems, or that it is as bad as 
some others. Certain political scientists believe 
that every economic society must have what is 
called a “ruling class.” In feudalism, it was the 
feudal lords and nobles; in communism it is 
the party bureaucracy; in Fascism the party 
bureaucrats, the army, and the wealthy busi¬ 
nessmen may share the power, but the masses 
of the people have no rights. Under socialism, 
theoretically, society should be more demo¬ 
cratic than it is under capitalism, but it is not 
certain that a socialist system could be kept 
democratic, for reasons which will appear later. 

In defense of capitalism 

Vast productivi tu The mast, important -vir? 
tue of capitalism is perTiaps that It has Been 
eiionnously productive. The era o f capitalist 
expansion—^l oughly the past two or Three Hun¬ 
dred year.s—coinciding with the machine age, 
has been a period of amazing increase in 
wealth, as we have seen; and there can be 
little doubt that this vast increase, including 
the machines that produced the wealth, has 
been the fruit of the capitalist philosophy. The 
reliance on self-interest, on the profit motive, 
has brought powerful productive forces into 
operation. * 

In spite of its amazing production record in 
the past, capitalism is unable to reach the level 
of potential production, and there is some 
doubt whether it measures up to the standards 
set by the Fascist and communist states. The 
Fascist regimes of Germany and Italy stepped 
up production far above that of the earlier 
capitalist regimes simply by putting idle men 
and capital to work; but Ais production has 
been mainly concentrated on war materials. 

A few years ago, most observers were skepti¬ 
cal about the productive efficiency of com¬ 
munism, in spite of the glowing reports of the 
Russian achievements; but Russia’s amazing 
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resistance to the German invasion has called 
for a drastic revision of these pessimistic judg¬ 
ments. It is now clear that the Soviet Union 
was building up Russian industry at an aston¬ 
ishing rate, for such magnificent war as that 
waged by the Russians would have been im¬ 
possible without an efficient industry behind 
the army. In creating such an economy in the 
short space of about twenty years, the Soviet 
government has apparently set a production 
record beyond that of any capitalist nation; 
hence, on the score of production, in which 
capitalism has been thought supreme, commu¬ 
nism may possibly prove superior. But we 
shall do well to reserve judgment on that 
point. Furthermore, even if communism proves 
more productive, most Americans would still 
prefer capitalism because in some respects it 
offers greater freedom. 

Freedom, From a broad historical point 
of view, personal freedom and democracy, 
^su^ as they are, appear to be in considerable 
measur e JtJbiC fruits of capitidisnn Throughout 
most of the world’s past history, and in nearly 
every country, the usual condition was gov¬ 
ernment autocracy, with virtual slavery or 
“'serfdom for the masses. For a time there was 
a fine democracy in Athens, with a large 
measure of freedom for the citizens, but it 
was based on slavery. Moreover, most of the 
great political writers of Greece did not regard 
democracy very favorably; Aristotle was per¬ 
haps most sympathetic toward it, but he ac¬ 
cepted it with resei'vation; and Plato’s Republic 
was an .autocratic state. At one time Rome had 
what is often called a democratic (or republi¬ 
can) form of government, but it offered no 
such recognition of individual rights as we 
in the United States have today. In the Middle 
Ages, in spite of the democratic implications 
of Christianity, autocratic domination by kings, 
nobles, or the church, and serfdom for Ae 
masses, was the rule. As late as 1789 the 
peasants of France were so cruelly exploited 
that they rose in revolution against the king 
and the nobility. Over the long stretch of five 
thousand years of human history, democracy, 
somewhat as we now know it, has prevailed 
for only a century or two, and that brief span 
coincides with the period of capitalist develop¬ 
ment. 

Logic suggests that democracy and indi- 
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vidual freedom are closely bound up with 
capitalism, at least in its earlier stages of de¬ 
velopment before economic control becomes 
too highly centralized. Capitalism calls for 
individual initiative; it involves the assumption 
that men, left free to work out their own 
destinies, will profit in proportion to their 
social contribution; it assumes competition, 
which can operate satisfactorily only when the 
competitors enter the field on something like 
even terms; and all this demands a measure of 
economic democracy as well as democratic 
political forms. Capitalism assumes that the 
right of private property is fairly secure; but 
this right cannot be very secure if the govern¬ 
ment is highly autocratic. Capitalism in this 
simple form demands a democratic form of 
government, with a minimum of government 
interference; it is therefore incompatible with 
political autocracy. 

Our highly integrated, corporate capitalism 
of today does not fit this picture very well, to 
be sure. The economic area in which the 
rugged individualism of personal entrepreneur- 
ship is appropriate is shrinking steadily before 
the advance of highly integrated corporate 
business, in which individualism has little more 
place than it would have in a socialist economy. 
Businessmen themselves are asking for some 
of our most important forms of government 
intervention. Furthermore, the spread of in¬ 
dustrial combinations, chambers of commerce, 
and trade associations indicates that business 
is best served not by rugged individualism but 
by organization. In our modern world of or¬ 
ganization and super-organization the individ¬ 
ual does not have a very significant place. 

It is often argued that the individ ypl 
dom aflFordftd by capitalism is of no great 
tn InhortrS) , whfv mr^ rmrrrr ll'rrl tn wnrl^ 
for ^yhatever they can get, driven by hunger 
as fruly as the galley slaves were driven by the 
^Igsh. How much better off, so the question is 
sometimes asked, are th e common laborers who^ 
must live in slum ten ement s, picking up what- 
eveTjbbs they can get, never certain how long 
their jobs will last or if they lose them that they 
can get others, with no reserve funds for sick¬ 
ness or emergencies, periodically unemployed, 
perhaps for weeks or months, while their fami¬ 
lies lack food—^how much better oB are they 
than slaves, who at any rate are not fretted 
by the fear of losing their jobs? How real is 


this vaunted freedom to the millions of un¬ 
skilled laborers, or even to many of the higher 
grades of workers who at best have only a 
mean and precarious living and at worst, un¬ 
employed, have no recourse but the charity 
rolls? 

The argument, applied t ^ a 
works reasonably well, that usually provide s 
jobs for those who want to wfirkj nnf 
vincm g * It is true that many labore rs have to 
acce pt few wagfts il thfiir Ja bor is of the grade 
th gnralways overplentifulin the m arket; and 
unless organized, they cannot bargain much 
with employers as to conditions of employ¬ 
ment. In the steel mills, in some coal mines, 
and in a few other industries, the condition of 
some of the laborers once had elements of 
slavery or peonage. Nevertheless, the notion 
that their condition is not preferable to that 
of slaves involves an underestimation of the 
terrible evils of slavery. 

As applied to a capitalism such as we had 
between 1929 and 1939, in which as many 
as one-third of the laborers were unemployed 
and almost hopeless of finding jobs, the argu¬ 
ment cannot be dismissed lightly. Between 
1929 and 1939, there were an average of 
around 10,000,000 unemployed in the United 
States. Freedom has little meaning for the 
unemployed; even though they may be re¬ 
ceiving unemployment benefits, men who are 
jobless and hopeless of finding work are gener¬ 
ally willing to surrender their freedom for jobs 
and security. This is proved by the action of 
the unemployed in Italy and Germany at the 
time of the Fascist revolution. Although Fas¬ 
cism puts labor, along with most other classes, 
in—a position scarcely distinguishable from 
slavery, many of the unemployed welcomed 
-Jihe Fascist regime and were probably happier 
under it, before the war, than they had been 
_ un der capitalism. If our economic stagnation 
of 1929-1939 had persisted much longer, our 
. unemployed millions would doubtless have 
turned to Fascism or to anything else that 
would give them jobs and economic security. 

Whether freedom, which accompanied capi¬ 
talism and has been lost in countries which 
discarded capitalism, is essentially good—even 
the greatest of goods, as some philosophers in¬ 
sist—is not primarily an economic question; 
yet it is so important that we must consider it 
briefly. To the present writer, liberty—freedom 
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—^is not only good but essential to what we to some extent be governed by the law of the 
regard as civilized life. A good, all-wise dicta- tooth and fang, and the weak would sufEer at 

tor could do many things better than a demo- the hands of the strong. Consequently during 

cratic government, could provide better for the the nineteenth and twentieth centuries the 

economic needs of his people, and perhaps government has intervened more and more to 

even for their cultural advancement; but his- protect the weak and unfortunate, has passed 
tory proves that such dictators are rare. Even laws for the protection of women, children, 

those who want to do well for the people soon workers, the sick, aged, unemployed, and 

find themselves obliged to resort to brutal and indigent. Although in so doing it has enlarged 

inquisitorial repression in order to hold their the sum total of human freedom, such legisla- 

power, and most of them presently become tion is to some extent a departure from the 
more intei.sted in extending their own power principles of laissez-faire capitalism, 
than in providing for the people’s welfare. 

Dictators usually do not feed the people as well Conclusion 

as democratic rulers, and they do not provide Thus, in conclusion, we must co ncede that, 

the freedom e.ssential to intellectual and cul- h istor ic ally, capitalism has brought abunda nce 

tural advancement, the freedom which is about of goods a nd more free dom tha n wa s ev er 
all that distinguishes men from beasts. This will know n bftforf> . These are tremendous con- 

be considered more fully m the chapters on tributions. In recent years, however, it appears 

communism and Fascism. to have lost its capacity to increase production. 

The freedom that we have achieved is not and some capitalist countries have lost their 

due entirely to the operation of the laws of freedom in a shift to communism or Fascism, 

laissez-faire capitalism. Even a capitalist sys- Capitalism appears to have entered a decline, 

tern in its simple form, with reasonable eco- Before discussing this, however, we must con- 

nomic equality, could not provide all the free- sider another important characteristic of capi- 
dom that we enjoy. Since it would operate talism—perhaps it might be called another vice 

without any government intervention, it would —economic imperialism, 

QUESTIONS 

1. Describe the integration of business interests. In what respects are business organizations 
more effective than fann, labor, or most other organizations? 

2. Franklin D. Roosevelt was elected President four times in spite of the opposition of almost 
all big and small business. Does this suggest that there is nothing to the notion that busi¬ 
ness controls politics? 

3. In what ways arc big newspapers tied in with business interests? 

4. Some large newspapers carried stories on medical reports to the effect that few people 
need vitamin tablets. Do not vitamin producers advertise? 

5. Why cannot the United States Bureau of Standards make available to the people the infor¬ 
mation it has about various kinds of goods? 

6. Why is the radio almost entirely an instrument of business interests? Is radio advertising 
worse than new.spaper advertising? 

7. What economic propaganda do you hear over the radio? Might a sponsor properly insist 
that you listen to such propaganda, since you enjoy a free concert? lis the concert really 
“free?” Who finally pays for all the radio advertising? 

8. How many men do you personally know who have contributed to the campaign expenses 
of either of our political parties? Who does furnish the money? 

9. Do you know many communist students? Why do some newspapers and politicians em¬ 
phasize communism as a serious danger to tlie nation? 

10. Give illustrations of producer control of our economy end government. 

11. Why does producer contiol of our government increase in time of war? 

12. Even if communism proves to be more productive than capitalism^ will not most Amari* 
cans prefer capitalism? Why or why not? 



Chapter 38 . 


An Appraisal of 
Capitalism: Imperialism 


One of the vices commonly attributed to 
capitalism is imperialism. Like capitalism itself, 
imperialism is a rather complicated bundle of 
concepts, it changes from one stage of its de¬ 
velopment to another, and it varies somewhat 
from one country to another; and for all these 
and other reasons it is impossible to define 
precisely. It usually involves the exploitation of 
one people, race, or nation by another. In what 
is called political imperialism, the exploitation 
is carried on for the sake of national aggran¬ 
dizement, often through conquest, enslave¬ 
ment, rape, pillage, wholesale murder, and 
forced tribute; whereas in what is called eco¬ 
nomic imperialism the exploitation is assumed 
to be carried on for economic gain, through 
trade and investment, but usually also through 
conquest, with more or less enslavement, loot, 
and pillage. The Roman Empire and that of 
Charlemagne are said to represent political im¬ 
perialism; the British Empire, economic im¬ 
perialism. This distinction is so vague, however, 
as to be scarcely worth drawing. In looting con¬ 
quered provinces and in exacting tribute, Rome 
sought economic gain quite as much as mere 
national aggrandizement; and Britain’s expan¬ 
sion, particularly in its early phases, has been 
accompanied by more or less loot, pillage, and 
even practical enslavement of subject peoples. 
There has been a general tendency toward 
humanization of the process of conquest from 


Roman times to the present. In this chap¬ 
ter we are concerned with economic imperial¬ 
ism, for it is the type that is related to capi¬ 
talism. 

Economic imperialism may be defined as a 
policy, usually dictated by wealthy capitalists, 
which seeks economic and political control of 
outlying territory, particularly that of the so- 
called backward peoples, as a market for goods, 
as a place to invest capital, or as a source of 
raw materials. The relative importance of these 
three objectives varies with circumstances, 
particularly with the stage of capitalism rep¬ 
resented by the imperialist nations. The de¬ 
mand for a market for goods usually appeared 
earlier than the demand for a capital market or 
for raw materials. 

History of economic imperialism 

Modern economic iniperialism may be said 
to have appeared first in Spain, after the dis¬ 
covery of America, Spain tried to maintain 
monopoly control of the trade with her Ameri¬ 
can colonies, and of the production of the 
precious metals there, using, however, the 
Roman policy of loot, pillage, and tribute in¬ 
stead of constructive investment and economic 
development. Spain herself was not strong 
enough industrially or financially to supply the 
products or the investments needed to build 
up the colonies, even if she had followed 
556 
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the ideal of economic development. The re¬ 
sult was a gradual weakening of her empire, 
with the Dutch, French, and English taking 
over more and more of tlie trade with the 
New World and building empires for them¬ 
selves. 

Great Britain has the greatest empire known 
to history, and some of the episodes in its de¬ 
velopment are familiar to every American 
schoolboy, for it was her selfish imperialist 
policy that brought on the Revolutionary War. 
Thus she was trying to restrict her American 
colonies to agriculture, in order to keep them 
a good market for her manufactured goods, 
she was investing her surplus funds there, and 
she wanted raw materials, for instance lumber, 
for her industries and her Navy. 

In India her policy was similar but more 
oppressive, as it was also in Ireland. British 
capitalists built railroads and a few other in¬ 
dustries in India, but their general policy there 
was to prevent the development of any in¬ 
dustries that might compete with those of 
England; indeed, soon after the occupation of 
India the British instituted various measures to 
destroy her extensive and world-famous cot¬ 
tage industries. Indian industries were held 
down for more than a century; and when this 
policy was changed, early in the twentieth 
century, to a policy encouraging industrial 
development, India’s new industries were 
largely controlled by British capitalists. The 
Second World War gave the British some 
reason to regret their earlier policy, for better- 
developed industries, particularly steel and 
other metals, would have Jielped greatly in 
fighting Japan. And if Great Britain had been 
less selfish and oppressive in her Indian policy, 
she could have relied more on the loyalty of 
the natives; the well-earned disloyalty of the 
people of Burma was an important reason for 
the success of the Japanese invasion of that 
province. 

Inner imperialism 

The United States, with vast areas of free 
land available for development, with the agri¬ 
cultural West and Middle West serving as a 
market for the manufactured goods of the East 
as well as an investment field for the savings 
of eastern capitalists, and with relative abun¬ 
dance of natural resources, had little occasion 
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for a policy of foreign imperialism prior to the 
nineties. Our eastern capitalists could enjoy 
most of the benefits of economic imperialism 
right at home: markets for goods and capital, 
and raw materials; and this imperial domain 
was pretty largely under their own political 
control most of the time, for wealthy capitalists 
largely controlled the policies and candidates 
of the dominating political party after the 
Civil War. As a result, the United States de¬ 
veloped what Lewis Corey calls an inner im- 
periiJism. Wealthy capitalists of the East had 
a market for their goods in the expanding West, 
a market which they could to some extent 
monopolize under high tariff duties. They 
could also invest their savings there, lending 
to the pioneer farmers on mortgages, building 
railways, factories, and public utilities, and 
buying up and exploiting natural resources. 
They utilized the South in similar fashion. This 
situation has persisted from colonial days down 
to the present. 

The economic forces behind imperialist ex¬ 
pansion demand some analysis, and the three 
elements—^markets, investments, and raw ma¬ 
terials—^require separate treatment. 

Imperialism and the market for goods 

Big manufacturers seek foreign markets for 
their goods for somewhat the same reason that 
they seek enlarged domestic markets. The pro¬ 
ductivity of modern industry is so great that 
producers are often unable to operate at full 
capacity because they cannot find markets at 
prices which will yield what they consider a 
satisfactory return. Here the problem of mo¬ 
nopoly enters. Most such industries are more 
or less monopolized; therefore, in order to 
keep their prices up these producers must 
either restrict production or find foreign mar¬ 
kets, or both; and they wage an aggressive 
search for foreign markets in order to maintain 
at lease the output which will yield them 
maximum profits. Exporting manufacturers 
obviously prefer to have political control over 
the peoples to whom they export, for it may 
enable them to prevent these peoples from 
imposing high tariffs against them; it might 
even be possible to persuade them to impose 
such tariffs against their competitors, thus 
sectuing for themselves at least a partial mo¬ 
nopoly of the trade. 
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Imfierialism and the market for capital 

The need for foreign fields in which to invest 
surplus savings arises, particularly in monopoly 
capitalism, because the big industries make 
large profits which they can invest at home 
only at a declining rate of return. There is a 
scarcity of capital in most of the undeveloped 
territories, and although the risks are often 
heavy, the profits may be high. Once such 
investments are made, they tend to increase. 
Even if there are no net or pure profib, from 
such ventures, the mechanics of compoimd 
interest, plus further investments from the 
home country, builds up a larger and larger 
interest in the undeveloped territory. It is thus 
that Great Britain, and to a lesser extent 
France, Germany, Belgium, and Holland, piled 
up their vast foreign investments. For Great 
Britain these amounted to some 20 billions in 
1900; for France, 10 billions; and for Germany, 
5 billions. Much of tliis was dissipated in the 
First World War—almost all of Germany's 
holdings. 

Our total investments abroad in 1940, rep¬ 
resented by foreign bonds and direct invest¬ 
ments, was approximately $10,600,000,000, of 
which about $7,000,000,000 was in direct in¬ 
vestments such as public utilities and trans¬ 
portation, manufacturing, petroleum, mining 
and smelting, agriculture, and various other 
industries. The total annual return on our 
direct investments was about $450,000,000, a 
fairly high rate of return. Tliese direct invest¬ 
ments were distributed abroad as follows, only 
the most important areas being included: 


Africa 

Asia 

Australia 

Canada 

Cuba 

Europe 

Netherlands Indies 
New Zealand 
Philippine Islands 
South America 
Argentina 
Brazil 
Chile 
Colombia 
Peru 

Venezuela 


$ 131,073,000 
421,943,000 
97,670,000 
2,098,941,000 
659,797,000 
1,420,365,000 
71,275,000 
22,562,000 
90,695,000 

887.945,000 

240,109,000 

413,983,000 

111,616,000 

81,597,000 

262,376,000 


Political control is even more important for 
investments than for trade. Many of the back¬ 
ward peoples” have not the capitalist regard 


for the sanctity of contracts; hence investments 
without political control are hazardous. In 
many cases, this control, though not open or 
absolute, may be made fairly eflFective through 
political manipulation and threats of military 
coercion. Our control over Mexico and the 
Central American republics is of this nature. 
Until recently, American capitalist interests 
had heavy investments in Mexico's railroads, 
oil lands, refineries, plantations, and mines; and 
while Mexico is nominally an independent 
nation, almost all her Presidents, since Ameri¬ 
can investments became important, have had 
to be acceptable to certain of our powerful 
capitalist groups. When a President was un¬ 
willing to meet their demands, they subsidized 
a revolution against him; in some cases they 
were able to bribe him. Thus one American oil 
magnate "lent” a President of Mexico $5,000,- 
000, apparently in consideration of the recogni¬ 
tion of oil rights; and several other Mexican 
Presidents have made large fortunes while in 
oflBce. Some have been obliged to walk a 
political tightrope, for Lord Cowdray's British 
Mexican Eagle Oil Company also had extensive 
oil interests in Mexico; and for some years 
British and American oil companies fought 
bitterly for oil concessions, with the State 
Department at Washington backing our com¬ 
panies, as it has usually done in similar im¬ 
perialist ventures elsewhere in the world. This 
is the so-called "dollar diplomacy” which 
liberals have often complained about. 

American capitalist interests have heavy in¬ 
vestments elsewhere, which they have tried to 
protect by somewhat the same methods as 
those used in Mexico. The United Fruit Com¬ 
pany has heavy financial interests in Central 
American plantations, ships, and docks. Our 
investments in Cuba, many of them held by 
New York banks, are mostly in the sugar in¬ 
dustry, but partly in real estate, railroads, 
government bonds, public utilities, and other 
valuable property. Although nominally free, 
actually Cuba is under the rather complete 
domination of the New York banks, which are 
able to dictate even the choice of Presidents, 

At the present time, our investments in the 
Latin-American countries amoimt to more than 
6 billion dollars. Partly to protect these invest¬ 
ments, and partly to protect the Panama Canal 
in the interests of national security, the United 
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States has assumed a virtual protectorate over 
the Caribbean area and has exerted varying 
amounts of control over the countries of South 
America. In an eflFort to preserve law and or¬ 
der, particularly in Central America and the 
Caribbean, lest a foreign country find a pre¬ 
text for intervention, we have suppressed such 
"bandits” as were not amenable to our con¬ 
trol. We have encouraged some of these coun¬ 
tries to pay off their debts to other countries 
with American loans; have practically forced 
loans upc^ several of them and have then 
taken over the customs duties to insure their 
payment; and on occasion we have established 
military governments in Cuba, Haiti, Santo 
Domingo, and Nicaragua. 

Imperialism and raw materials 

Investments in the natuial resources of un¬ 
developed countries may be made not only for 
the profits to be made directly from their ex¬ 
ploitation, but in order to secure needed raw 
materials. One of the reasons for England's 
colonization of America was her desire to get 
the gold and raw materials that the colonies 
were expected to provide. American steel in¬ 
terests own iron mines in Cuba, Brazil, Chile, 
and the Philippines, and our copper interests 
own extensive copper reserves in Chile; Brit¬ 
ish steel interests have mines in Africa, Spain, 
and Canada; a British combination controls 
much of the worlds tin, in Malaya, Through¬ 
out the world, users of raw materials have 
reached out for control of those materials, gen¬ 
erally with strong government support. The 
oil industry offers many illustrations in the 
struggle for oil reserves, with British and 
American interests, backed by their respective 
governments, fighting for oil lands in Iran, 
Turkey, Colombia, Venezuela, Mexico, and 
elsewhere.^ Government support for imperial¬ 
ist business interests has been particularly ag¬ 
gressive in the case of oil because of the vital 
necessity of adequate reserves for naval and 
air use. 

The profits of imperialism 

Most of the colonies that imperialist nations 
have intrigued for and fought for are probably 
not worth having, for most of them are not im¬ 


portant as producers of raw materials. Accord¬ 
ing to one estimate, colonial areas produce less 
than 1 per cent of the world output of lead 
ore, coal, asbestos, potash, jute, flax, linseed, 
and manilla hemp. Most of the oil and other 
basic commodities, except rubber and tin, are 
found in non-colonial areas. 

Control over the Philippines has involved a 
heavy net loss to the United States, aside from 
the costs of the Spanish-American War; and 
the European imperialist countries would 
probably be better off without most of their 
colonies. Great Britain has profited greatly 
from India and a few other dependencies, and 
Holland has made large profits from her pos¬ 
sessions in the East Indies; but most colonies 
are carried at a loss. An imperialist nation usu¬ 
ally has to wage an expensive war to obtain 
colonies, and it must maintain control over 
them and keep off other greedy nations by 
means of costly military organization. Our mil¬ 
itary expenses climbed rapidly after we ac¬ 
quired the Philippines, not merely because we 
had these and a few other islands to adminis¬ 
ter and defend, but because with them we 
caught the imperialist spirit and felt that we 
should have a larger Army and Navy to cor¬ 
respond with our new greatness as a nation. 
Our feeling of greatness may be worth the 
money, but we should recognize that it costs 
money. 

The imperialism of such nations as England, 
Holland, and France may well have been of 
considerable benefit to other countries, who 
have been able to buy colonial products on the 
same terms as the countries who control the 
colonies. The rubber and tin of Malaya and 
the East Indies, for example, were developed 
by British, Dutch, and French capital but have 
been available to buyers from other countries 
without discrimination, although at high prices 
set by the rubber and tin monopolies. Other 
countries have been at a disadvantage in one 
respect, however, for in some cases the impe¬ 
rialist powers have imposed discriminatory tar¬ 
iffs against foreign products imported into the 
colonies, and as a result the foreign countries 
have found it difficult to get the exchange widi 
which to buy colonial products. This disad¬ 
vantage has not been serious in general, and 


1 On this question, see Ludwell Denny, We Fight far Oil, 
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it is doubtless balanced by the fact that the 
other nations have none of the expense of 
maintaining colonial possessions. The prosper¬ 
ity and high culture of the non-imperialist 
Scandinavian countries suggest that imperial¬ 
ism is not essential to prosperity or cultural 
development. 

While imperialism has not been profitable to 
the people of the imperialist nation as a whole, 
it has been highly so to a few wealthy capi¬ 
talists. Much of the profit of the trade with In¬ 
dia goes to a relatively few British capitalists, 
whereas the expense of maintaining the British 
Navy, needed partly because of these imperial 
possessions, is borne by the taxpayers as a 
whole. The United States has carried on an ex¬ 
change of diplomatic notes with Mexico for 
years and has invaded that country a number 
of times, largely in support of oil interests whose 
total investment was far less than the cost of a 
war would have been. The increase of wealth 
in the hands of capitalists may be indirectly 
beneficial to the people as a whole, but it usu¬ 
ally does not justify heavy military expenditures 
for the maintenance of imperial possessions. 

Imperialism and the colonial peoples 

In ordinary business transactions, such as 
foreign trade or investments, both parties pre¬ 
sumably gain; and this may be true in impe¬ 
rialism, particularly if the imperialist nation 
does not have political control either openly or 
through subterfuge. British investments in the 
United States were generally beneficial to the 
people of the United States, for they enabled 
us to build railroads and other productive en¬ 
terprises earlier than we could have with our 
own savings. This was true also in India; but, 
as we have seen. Great Britain impeded the 
development of some of India’s other indus¬ 
tries. Even when the imperialist nation has po¬ 
litical control, it may treat the colonial peoples 
with reasonable consideration; the United 
States, for example, has done much good in 
the Philippines in promoting education, sani¬ 
tation, and general administrative honesty and 
efiSciency. Moreover, many peoples were 
grossly abused by their own rulers and by each 
other before the imperialists came. India, for 
instance, was not a very happy land before the 


British came. Some of the powerful Indian 
princes exploited their subjects without mercy; 
and there were such institutions as suttee and 
caste, with millions of miserable untouchables. 
Slavery also was common in some countries be¬ 
fore the imperialist powers employed it for 
their own profit. An important reason why na¬ 
tive leaders have objected to domination by 
imperialist powers has frequently been that 
they preferred to exploit the people themselves 
rather than have foreigners do it.^ 

In some cases, imperialist control of back¬ 
ward peoples has certainly raised the standard 
of living. This has been true of some of the 
Dutch East Indies, and of many British and 
American colonies and dependencies. The Ma¬ 
layan tin mines and rubber plantations could 
not have been developed without British capi¬ 
tal, and they have undoubtedly added to the 
wealth and income of the natives. Whether 
they added to their happiness is another ques¬ 
tion. Working conditions there are wretchedly 
bad by western standards, and it is by no 
means certain that most of the natives would 
rather work in these mines and on these plan¬ 
tations, even at higher wages, than live the 
wild, simple life they had before. Capitalism 
has a way forcing men into its characteristic 
lockstep, regardless of their desires. Increases 
in income, furthermore, are often largely lost 
through increases in the population. Where the 
Malthusian principle holds full sway, standards 
of living cannot be raised very much. 

The inner imperialism of the United States, 
like foreign imperialism, has been of limited 
benefit to the “colonial areas” of this country. 
The profits of this imperialism—investments 
in farm mortgages, bonds, public utilities, min¬ 
ing enterprises, and factories—^have raised the 
total wealth of the country and the standards 
of living of our people as a whole; but these 
colonial areas have not shared equally with the 
great financial centers. Urban capitalists have 
absorbed a larger and larger percentage of the 
country’s wealth and income; billions have 
piled up in New York, Boston, Philadelphia, 
Chicago, and other large cities, while many 
farming communities have been losing wealth 
for at least twenty years before the war. Little 
of the benefit of this inner imperialism accrues 


‘ See Parker Moon, ImpeHaUsm and World Pditics. 
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to the share-croppers of the South, the wheat 
growers of the Middle West, or the miners, lum¬ 
berjacks, and fruit pickers of the West. Some of 
them have automobiles and other luxuries that 
they never had before, but the many who do 
not are in relatively worse condition than before 
urban capitalism enveloped them in its ten¬ 
tacles; moreover, most of them have lost in se¬ 
curity. Great mining corporations may declare 
millions in dividends, but the miners still live 
in their long rows of cheap, standardized 
shacks, and the mining districts where the 
wealth is produced are uniformly ugly and 
poverty-stricken. In working nearly all our for¬ 
est and mineral resources, human resources 
have been exploited almost as relentlessly as 
the natural resources. There may well be a 
question whether, in the long nin, exhaustible 
natural resources are of any benefit to the 
states in which they are located. Most of the 
resources and practically all the profits from 
them flow out of the community to areas of 
greater wealth, particularly the cities; and 
about all that is left is the barrenness of com¬ 
plete spoliation, and perhaps a few human der¬ 
elicts eking out a poor living and hoping for 
better times. This is the general picture of the 
cutover timber lands of the Great Lakes and 
the South, of abandoned oil fields and mining 
districts, and of eroded farm lands everywhere. 

Evils of imperialism 

The dry rot of imperialist administration. 
One of the evils of imperialism is the dry rot 
that frequently appears in the colonial admin¬ 
istration. This was brought glaringly to light 
in the Japanesg invasion of Burma and Malaya, 
the success of which was due to the fact that 
British colonial administrators, mostly lazy, in¬ 
competent, snobbish, and indifferent to the 
welfare of tlie people, had never earned the 
loyalty of the Indian people and had made no 
effective plans for defense. This has been a 
common vice of colonical administration.*’ 

Brutality of imperialist exploitation. Strong 
nations have abused weaker peoples brutally 
in various ways. For more than a century 


Africa was a slave hunting ground for some of 
the nations of Europe, and for the United 
States. Slave traders rounded up millions of 
blacks, drove them to the coast chained to¬ 
gether like oxen, often as many as four-fifths of 
them dying on the way, crammed them into 
the holds of sailing vessels so thickly that they 
had to lie on their sides throughout a trip 
which lasted five weeks or more, and sold them 
at a high profit to plantation owners in various 
parts of the world. Only a generation or so ago, 
in his ruthless quest for the ivory and rubber of 
the Congo, the Belgian king, "Leopold the Un¬ 
loved," burned, flogged, mutilated, tortured, 
and shot the natives who failed to bring their 
assessed amount of booty. According to one 
estimate, he killed 10 million Negroes in pil¬ 
ing up one of the greatest fortunes in Europe.** 
Even in recent years the Belgian govern¬ 
ment has employed slavery in the Congo to 
build railroads, exploit mineral resources, and 
grow certain crops, particularly coffee. The 
Italian governor of Libya is said to have killed 
half the population of that North African col¬ 
ony within a few years, apparently in a delib¬ 
erate effort to make room for Italian colonists.® 
The Dutch East India Company employed a 
regular system of kidnaping slaves for labor on 
its plantations in the Dutch East Indies; for 
alx)ut a century the Dutch administration of 
these islands was a record of "the most extraor¬ 
dinary relations of treachery, bribery, massa¬ 
cre, and meanness."® Only a few years ago vir¬ 
tual slavf ry was still in force on the tobacco 
plantations of Sumatra.^ Not many years ago, 
investigators found similar conditions on the 
rubber plantations of Peru, with flogging and 
murder common. The Spaniards killed many of 
the natives in South and Central America, and 
reduced many of the rest to slavery. The white 
conquerors of the United States killed many 
of the native Indians; the survivors were 
crowded onto reservations of worthless land 
that the white men did no‘ want, where for 
many years they were subjected to many va¬ 
rieties of exploitation. Our record in dealing 
with the Indians is one of broken treaties, of 


* See Leland Stowe, They Shall Not Sleep, particularly chap. 6. 

^ See Ludwig Bauer, Leopold the Unloved, 

® See Knud Holniboe, Desert Encounter. 

® Jawaharlal Nehru, Glimpses of World History, p. 471. 

^See accounts by Ladislas Szekely in Harper s Magazine, Octoher-December, 1936. 
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ruthless land seizures, and in some cases ex* 
termination. 

Although Great Britain has been a leader in 
many humane movements, her record as an 
imperialist power is a sordid story. When, 
through bribery and forgery, Clive gained con¬ 
trol of his first chunk of India, he seized the 
2,500,000 rupees in tlie Bengal treasury and 
other valuable property for himself and his as¬ 
sociates in the East India Company. To some 
extent as a result of his greedy exactions, Ben¬ 
gal suffered a terrible famine in 1770, in which 
a third of the peculation died; yet Clive and 
his company continued to collect their full rev¬ 
enues from the starving population. He was 
censured by Parliament for his various exac¬ 
tions, but there is a fine statue of him in Lon¬ 
don. When Warren Hastings became governor 
general, he continued this policy of conscience¬ 
less exploitation, along with such trade as was 
thought advantageous to the Company. 

Even in recent years Great Britain has op¬ 
pressed some of her subject peoples with little 
conscience. She has reduced some of the Afri¬ 
can natives to something much like slavery, 
her method being to levy taxes on them and, 
when they could not pay, to force them to work 
out the taxes. She recruited native labor for 
the Rand gold mines by some such process as 
this, and her treatment of the miners was for 
a long time little short of barbarous and is to¬ 
day far from humane.® 

Britain has behaved no worse than other im¬ 
perialist countries; indeed, her record is some¬ 
what more himiane than that of France, Bel¬ 
gium, Holland, Italy, Germany, or Japan, or 
perhaps of any country but the United States; 
yet in crushing the Indian rebellion of 1857 
the British, according to Nehru, ‘‘spread ter¬ 
ror everywhere. Vast numbers were shot down 
in cold blood; large numbers were shot to 
pieces from the mouth of cannon; thousands 
were hanged from the wayside trees. An Eng¬ 
lish general, Neill, who marched from Allaha¬ 
bad to Cawnpore, is said to have hanged peo¬ 
ple all along die way, till hardly a tree remained 
by the roadside which had not been con¬ 
verted into a gibbet.*'® As late as 1919, 
when a peaceful crowd had assembled at 
Amritsar, India, to protest against certain gov¬ 


ernment measures, the British general, Dyer, 
opened fire on them, killing over 500 and 
wounding several thousand, for which merito¬ 
rious service he was retired on a full pension, 
paid from the Indian treasury. Even later than 
this, the French Army tried to terrorize the 
Syrians by shooting innocent people and burn¬ 
ing their villages; they destroyed a great part 
of the famous ancient city of Damascus. In 
1915 the United States invaded Haiti and es¬ 
tablished a dominion there after killing more 
than two thousand Haitians—^undoubtedly 
“bandits.” 

Few countries have suffered from European 
imperialism as much as China. Indeed she 
would long ago have been dismembered and 
parceled out among the greedy European pow¬ 
ers had they been able to agree on a division. 
Most discreditable of all was llie British and 
French burning of the Imperial Summer Pal¬ 
ace with its priceless treasures of Chinese art, 
and the forcing of tlie free importation of 
opium upon China. England fought the Opium 
War with China to secure this concession for 
British opium dealers. 

Imperialism and Fascism 

The civilized world has been rightly shocked 
at the barbarous crimes of the Nazis, both at 
home and in occupied countries; but the prac¬ 
tices of the Nazis followed patterns set by 
other nations in earlier periods. Hitler’s strat¬ 
egy of dividing and conquering has been fol¬ 
lowed by other imperialists for hundreds of 
years; for example, tfie British government has 
usually tried to increase the prevailing hostil¬ 
ity and suspicion between the Moslems and 
liindus in India, and has supported the feudal 
princes against the people’s demand for greater 
democracy. The Nazis looted conquered lands; 
so did other imperialist countries. The Nazis 
killed any patriots who tried to defend their 
homes; so did other countries. The Nazis killed 
innocent people to terrorize the inhabitants of 
conquered lands; so did the British and French 
and Dutch, and for the same purpose. The 
Nazis reduced thousands to virtual slavery; but 
this has not been uncommon in imperialist con¬ 
quests. The Nazis imposed heavy fines on cit¬ 
ies, communities, and nations; but other na- 


^ See Addle Lezard, The Great Gold Reef* 

® Jawaharlal Nehru. Glimpees of World History, p. 415. 
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tions set a precedent for such exactions. When, 
during the British occupation of Egypt, a Brit¬ 
ish functionary \^as killed by the Egyptians, the 
British government made no investigation, but 
demanded an apology, imposed an indemnity 
of 500,000, prohibited all political demon¬ 
strations, and exacted other onerous concessions 
from the Egyptians. Moreover, Englishmen in 
Egypt were not subject to the laws of Egypt 
or to most of the taxes levied on the natives. 

The imperialism of Germany and Japan thus 
followed precedents set by other great powers, 
but it was absolutely worse, and it seemed im¬ 
measurably worse because it occurred later in 
history, when we had become accustomed to 
more humane conduct. It also seemed moie 
atrocious to us because the Germans were 
abusing white, so-called civilized people, 
whereas the earlier imperialist powers usually 
maltreated the backward races, who presum¬ 
ably did not su£Fer so muchl 

Lack of morality in international affairs 

The purpose of this discussion is not to jus¬ 
tify the barbarities of the Nazis and the Japs, 
but to show that such barbarities have been 
common in human history, and that only a re¬ 
pudiation of imperialism by all great powers 
can purge the records. Up to the present time, 
nations have developed no eflFective codes of 
moral conduct like those th*at govern the re¬ 
lationships of individuals. Our State Depart¬ 
ment and the Foreign Offices of other great 
powers are accustomed to act with little con¬ 
sideration for the principles of right, justice, 
and humanity. Without qualms, they not in¬ 
frequently follow policies which mean great 
suffering for millions of innocent people. Only 
selfish "national interest" is considered. Nehru 
has expressed this well: 

With the growth of nationalism, the idea of "my 
country right or wrong” developed, and nations 
gloried in doing things which, in the case of in¬ 
dividuals, were considered bad and immoral. Thus 
a strange contrast grew between the morality of 
Individuals and that of nations. There was a vast 
difference between the two, and the very vices of 
individuals became the virtues of nations. Selfish¬ 
ness, greed, arrogance, vulgarity were considered 
utterly bad and intolerable in the case of individual 


men and women. But in the case of large groups, 
of nations, they are praised and encouraged under 
the noble cloak of patriotism and love of country. 
Even murder and killing become praiseworthy if 
large groups of nations undertake it against one 
another. A recent author has told us, and he is 
perfeedy right, that “civilization has become a 
device for delegating the vices of individuals to 
larger and larger communities,”^® 

But if people are generally fair, kind, and 
decent, why, in democratic nations, will they 
uphold a national policy which violates all 
codes of fairness, kindness, and decency? The 
answer is not very difficult. In the first place, 
the people know little about imperialist poli¬ 
cies and abuses; the outrages perpetrated on 
the African Negroes were not covered by news¬ 
paper correspondents. In the second place, im¬ 
perialist interests often defend their aggression 
as an effort to give inferior peoples the benefit 
of the government and culture of the superior 
(more powerful) nation, somewhat as the de¬ 
fenders of slavery often argued that the infe¬ 
rior wslaves were better off as slaves than they 
would be as free men trying to solve their own 
problems. Some imperialist interests have used 
missionaries rather extensively in their expan¬ 
sionist programs, to Christianize the backward, 
pagan peoples, while the businessmen gave 
them a stabler and of course much better gov¬ 
ernment and higher culture—and incidentally 
picked their pockets. The Spaniards and the 
Pilgrim Fathers came to America partly to give 
the heathen Indians the blessings of Christian¬ 
ity; and when it was found necessary to exter¬ 
minate many of the Indians in the process of 
Christianization, this was thought justified by 
the nobility of the general purpose of the en¬ 
terprise, particularly since the land taken from 
the Indians was good for farming. Of course 
many missionaries were different—^they 
worked unselfishly for the betterment of the 
backward peoples. 

Imperialism and wars 

The imperialist ambitions of powerful capi¬ 
talist interests, backed generally by their re¬ 
spective governments, have been the cause of 
so many wars that men often speak of "impe¬ 
rialist wars" as if there were no other kind. Al- 


Ibid,, p. 611. By permission of The John Pav Company, Inc., publishers. 
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though it is impossible to say exactly what with all consumers, through higher prices for 
"causes" so complicated and many-sided a manufactured products, 
thing as war, one of the important causes of There were also indications of an American 
the Revolutionary War, as we have seen, was interest in foreign imperialism at least as early 
England’s greedy imperialism. The War of as the Civil War, for during that war American 
1812 does not quite fit the traditional impe- naval officers bombarded a Japanese seaport 

rialist pattern, as far as the United States was in an effort to compel Japan to open her ports 

concerned; for, according to Charles and Mary to our trade, and the United States joined 
Beard, it was generally favored by the men of Great Britain in forcing her to sign a trade 
the agricultural frontier who wanted new lands treaty. This did not lead to war, because Japan 
in Canada and Mexico, and opposed by the was not strong enough to fight. After the Civil 
mercantile interests of the coast cities. The War, the high-tariff policy of the dominant 
Mexican War was likewise advocated by farm- Republican party gave American manufactur¬ 
ers who wanted more land, but the New Eng- ers a monopoly of a rapidly expanding home 
land capitalists also supported it because of tlie market, and there was little interest in foreign 

profits to be made in the Pacific, particularly imperialism until the time of the Spanish- 

in California (then a part of Mexico). The American War. 

Beaids suggest that holders of Texas bonds. Historians differ in their interpretation of 
some of whom were in Congress, constituted a the Spanish-American War, but without doubt 
powerful influence for this war. They had it was in some measure an imperialist war on 
bought up the bonds for next to nothing, and our part, for around 1898 our government em- 
shrewdly foresaw that if Texas were wrested barked on a definitely imperialist foreign pol- 
from Mexico, the United States government icy. It may be significant that this policy took 
would assume the payment of the bonds at definite shape about the time of the disappear- 
face value. Here was capitalist imperialism in ance of free public lands and the formation of 
a rather unusual form.^^ great monopolistic combinations in this coun¬ 

it may seem fantastic to think of the Civil try. From tlie Spanish-American War we 
War as an imperialist war, yet the Beards hold gained three important areas for capitalist de- 
that to some extent it was that; according to velopment—Cuba, Puerto Rico, and tlie Phil- 
them, the most important issue was not slavery ippine Islands. Even before the conclusion of 
or states’ rights, but the domination of the the war, the Hawaiian Islands, soon to become 
country by the tariff-protected capitalists of a rich producer of sugar and pineapples, had 
the North. Although many historians do not been annexed. Within a few years the United 
agree with this interpretation, the tariff and the States joined the European powers in parcel- 
threatened domination of the government by ing out trade privileges in China. The United 
northern capitalists were undoubtedly impor- States objected to the dismemberment of 
tant issues.^* At any rate, Wiewed in the large, China which had been proposed by European 
the supreme outcome of the civil strife was the powers, and instead insisted on the “open 
destruction of the planting aristocracy which, door," which meant equal rights to trade in 
with the aid of northern farmers and mechan- China, for all except the Chinese; our treat¬ 
ies, had practically ruled the United States for ment of her after the Boxer uprising was fairly 
a generation. A corollary to that result was the decent and humane, compared with the selfish 
undisputed triumph of a new combination of policies of the European powers. Even so, the 
power: northern capitalists and free farmers struggle of those powers and of Japan and the 
who emerged from the conflict richer and more United States for rights and privileges in China 
numerous than ever.’’^® Whatever the forces threatened to bring us into war; but when 
that led to the war, it was scarcely over before Woodrow Wilson became President in 1912, 
the tariff was raised, thus enabling the north- he refused to back some of the more ambitious 
em manufacturers to exploit the South, along schemes of American capitalists, and other na- 

Charles and Mary Beard, The Rise of American Civilization, vol. i, chap. 13. 

See Burton J. Hendrick, Statesmen of the Lost Cause, p. 55. 

Charles and Miiry Beard, The Rise of American Civilization, vol. ii, p. 99. 
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tions therefore assumed the major role in ex¬ 
ploiting China. 

About this time foreign imperialism revealed 
some of its ugliest aspects, for England was 
carrying on a merciless war against the Boers. 
At the beginning of it Mark Twain wrote in 
indignation: ''Without a doubt the first shot in 
the war is being fired today in South Africa 
at this moment Some man had to be the first 
to fall; he has fallen. Whose heart is broken by 
this murder? For, be he Boer or be he Briton, 
it is murder, and England committed it by the 
hand of Chamberlain and the Cabinet, the 
lackeys of Cecil Rhodes and las Forty Thieves, 
the South Africa Company.” Leopold of Bel¬ 
gium was mutilating and massacring the Ne¬ 
groes in the Congo, and the United States was 
shooting Filipino pati lots in the process of con¬ 
quering the Philippines. In his "Greeting from 
the Nineteenth to the Twentieth Century,” 
written on New Year's Eve, 1900, Mark Twain 
sketched the general picture clearly: "I bring 
you the stately nation named Christendom, re¬ 
turning, bedraggled, besmirched, and dishon¬ 
ored, from private raids in Kiao-Choii, Man¬ 
churia, South Africa, and the Philippines, with 
her soul full of meanness, her pocket full of 
boodle, and her mouth full of pious hypoc¬ 
risies. Give her soap and a towel, but hide the 
looking glass.”^* 

American imperialism spread irresistibly, 
however, in the Gulf of Mexico, the Caribbean 
Sea, and the Latin-American countries, with 
undeclared wars which were usually referred 
to as campaigns to preserve Older or to sup¬ 
press "bandits.” In 1903 President Theodore 
Roosevelt compelled Germany to retire from 
Venezuela; in the same year he instigated and 
subsidized Panamas revolution against Co¬ 
lumbia, and as soon as that war was over, he 
recognized the independence of Panama and 
from her bought the land for the Panama 
Canal. In 1905 Roosevelt took over the cus¬ 
tomshouse of Santo Domingo, and in 1906 he 
announced our control over Cuba under the 
Platt amendment, although the United States 
had promised Cuba her freedom. In 1908 he 
served warning on Nicaragua that there must 
be no fighting which would injure American 
interests, and a little later our Marines, with- 
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out congressional sanction, started a war there 
to suppress banditry and to secure a strip of 
land for the Nicaraguan canal and for naval 
bases. In 1914, our Army invaded Mexico, and 
in 1915 our Marines invaded and established 
control in Haiti, with the loss of only 2000 na¬ 
tive lives; the next year the United States Navy 
took possession of Santo Domingo; in 1917 we 
purchased the Virgin Islands from Denmark, 
and our Navy went down to Guatemala to re¬ 
store order there. These events indicate 
roughly the outline of what is often called the 
“good neighbor policy” of the United States 
toward her southern neighbors, which for some 
reason those neighbors have viewed with more 
apprehension than gratitude. 

This policy has not represented economic 
imperialism exclusively, for considerations of 
national self-defense have dictated the acqui¬ 
sition or control of some of these lands. The 
Panama Canal was needed to enable our fleet 
to get from one coast to the other quickly, and 
we would of course be endangered by foreign 
naval bases in these regions. It was such con¬ 
siderations, to some extent, that led our gov¬ 
ernment to pursue its imperialist policy with 
such vigor, but to some extent our motive has 
also been a desire for economic opportunities. 

The First World War was imperialist on a 
grand scale. Germany wanted to expand her 
dominion eastward along the Danube to the 
Black Sea and the Bosporus; France sought to 
regain the rich mineral deposits of Alsace and 
Lorraine; Great Britain hoped to retain her 
control of ihe seas and to gain additional col¬ 
onies; Russia coveted particularly Constanti¬ 
nople and the waterway from the Black to the 
Aegean Sea, and such other valuable real 
estate as she might be able to pick up; Austria- 
Hungary hoped to absorb Serbia, and addi¬ 
tional territory in the Balkans; Italy wanted to 
enlarge her empire by adding the territory 
around the Adriatic Sea and other colonies 
elsewhere. None of the participants wanted 
war; but their territorial ambitions, secret trea¬ 
ties, and vast military establishments provided 
the munitions dump which needed only the 
lighted match to bring on the explosion. 

Nehioi summarizes the First World War as 
follows: 
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I have tried to examine with you some of the 
causes of this war: how the greed of capitalistic 
industrial countries, the rivalries of imperialist 
Powers, clashed, and made conflict inevitable. How 
the leaders of industry in each of these countries 
wanted more and more opportunities and areas to 
exploit; how financiers wanted to make more 
money; how the makers of armaments wanted 
bigger profits. So these people plunged into the 
war, and at their bidding, and that of the elderly 
politicians representing them and their class, the 
youth of the nations rushed at each other's throats. 
The vast majority of these young men, and the 
common people of all the countries concerned, 
knew nothing of these causes which had led to the 
war. They were really not concerned, and whether 
success came or failure, they stood to lose by it. 
It was a rich man’s game played with the lives 
of the people, and mostly of the young.^® 

In the Versailles Treaty which concluded the 
First World War, the same powers that were 
responsible for the war sold the people down 
the river with a peace that made another war 
inevitable. The eyes of the American people 
were opened to some of the realities of impe¬ 
rialism. Our people had fought with high ideal¬ 
ism "to make the world safe for democracy," 
only to be disillusioned by the machinations of 
scheming imperialists at the peace conference. 
President Wilson went to this conference with 
hopes of establishing a just peace and a League 
of Nations to administer it; but at every turn 
he met the opposition of wily diplomats who 
were after the spoils of war. Great Britain got 
most of the German colonies; France got the 
rest, and a part of Alsace and Lorraine; be¬ 
cause she was weak, Italy got little of what she 
had been secretly promised; although Russia 
had suflFered more in the war than any other 
power, she lost important strategic areas be¬ 
cause she turned to communism; Austria-Hun¬ 
gary was dismembered and a group of small 
states were created. The Americans, it now ap¬ 
peared, had been fighting not for democracy 
but to turn victory from one group of impe¬ 
rialist powers to another. Generally disillu¬ 
sioned, they turned away from Europe, re¬ 
solved never to become involved in European 
squabbles again. 

The Second World War was to some extent 
a war of "ideologies,” at any rate in the minds 

^®Jawakarlal Nehru, Glimpses of World History, 
Inc., publishers. 


of plain people. Yet the longer it lasted, the 
more obvious it became that to the British For¬ 
eign OfiBce and our own State Department it 
was not altogether or even mainly a war 
against the brutal and barbarous principles of 
Fascism, but in some degree an imperialist 
struggle for colonial possessions, markets, and 
raw materials. Fascism, as we shall presently 
see, was in one of its aspects a reactionary 
movement designed to destroy democracy, par¬ 
ticularly labor unions, in the interests of pow¬ 
erful business leaders and aristocrats. Rather 
naturally, when Mussolini and later Hitler, 
with the help of industrialists and army offi¬ 
cers, proceeded to wipe out labor unions, loll 
or imprison socialists and communists, and re¬ 
duce the masses to subordination, the aristo¬ 
cratic Tory government of Great Britain was 
at first rather friendly to them, as were certain 
aristocrats and business leaders in France and 
other countries. Fascism, which had broken up 
the unions and reversed the trend toward de¬ 
mocracy in Italy and Germany, looked like the 
answer to tlie prayers of the industrialists and 
aristocrats, particularly since the Fascist gang¬ 
sters posed as the indefatigable defenders of 
Europe against communism. 

But when it presently appeared that Mus¬ 
solini and Hitler were aiming not only at the 
unions and democracy but at conquest of the 
other European powers and their empires. 
Great Britain and France were obliged to fight. 
They did not fight because Fascism was un¬ 
democratic, but because it threatened their 
colonies and, indeed, their very existence as 
nations. So too the United States had made no 
effort to stop the Japanese invasion of China 
and had sold Japan the iron and steel and oil 
with which to wage war; but when Japan 
struck at Pearl Harbor, we were forced to 
fight—^after having helped to arm her for the 
war against us. Although the governments of 
Great Britain, France, and the United States 
had shovvm no particular hostility to Fascism, 
they would defend their possessions. The war 
proved to be largely an imperialist war, with 
the ‘*have” nations—England, France, the 
Netherlands, and Belgium-—defending their 
possessions and themselves against the 'have- 
not” nations—^Italy, Germany, and Japan. 

p. 625, By permission of Tlie John Day Company, 
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There were pious platitudes about the “Four 
Freedoms," but there was no thought of ex¬ 
tending these freedoms to the colonies of the 
imperialist powers, just as in the United States 
there was little pretense of extending to Ne¬ 
groes the “freedom and democracy" that served 
as a battlecry in the war. Negroes were drafted 
for the armed forces, but some of them seemed 
to have unaccountable difficulty in finding out 
what they were fighting for, except the accus¬ 
tomed “Jim Crow" privileges. 

Thus imperialism has been an important fac¬ 
tor in many wars. Capitalism, particularly what 
is often called monopoly capitalism, is strongly 
expansive. Modern industry is vastly produc¬ 
tive, and foreign markets are demanded foi 
the goods produced; great capitalist combina¬ 
tions are profitable, and foreign investments 
are needed for surplus savings; industrial pro¬ 
duction calls for vast amounts of raw materials, 
and foreign supplies of them may be required. 
Capitalists inevitably clash in their quest for 
foreign markets, investments, and raw mate¬ 
rials; and since they are usually backed by 
their governments, which tliey largely control, 
wars result. 

Other elements enter, of course—patriotism, 
national conceit, lust for power, u natural dis¬ 
trust or dislike of foreigners, a real liking for 
the “pride, pomp, and circumstance of glorious 
war,” and in some cases a wave of sympathy 
for oppressed peoples. The people of the 
United States supported the Spanish-American 
War partly because they were flamingly indig¬ 
nant at the treatment of the Cubans by the 
Spanish government; and sympathy for the 
Belgians undoubtedly had much to do with 
our entry into the First World War. But, as a 
rule, such factors are not the most fundamen¬ 
tal ones in bringing on wars, and they are 
themselves in part fomented and instigated by 
the capitalists who have imperialist axes to 
grind. Some years ago certain American oil 
men who were having trouble with the Mexi¬ 
can government raised a half-million dollar 
slush fund to be used in stirring up hostility to 
Mexico. It is often easy to make an imperialist 
adventure look to the people like a patriotic 
national undertaking. Furthermore, imperialist 
governments are not always averse to holding 


up war as a continual menace. They do not 
want actual war, but they may find threats of 
it to their advantage, for, us Anatole France 
says, people who are living under such threats 
demand few reforms, do not haggle over war 
expenditures, submit obediently to authority, 
and are generally easy to govern.^^ 

It should be noted that the imperialist pow¬ 
ers are less warlike than they once were. They 
may indeed pounce upon helpless colonials 
wdthout much hesitation, but they try to avoid 
fighting other powerful nations. The capitula¬ 
tion of Great Britain and France to Hitler’s 
threats a* Munich indicates this clearly. They 
st emed willing to surrender almost anything 
to avoid war—almost anything but their colo¬ 
nial possessions. But this means only that the 
nations which have what they want do not care 
to figlit for more, and would be glad if every¬ 
one would stop fighting—somewhat as a man’s 
manners are usually better after dinner than 
before. 

Imperialist wars and other wars 

Even it we concede tliat economic imperial¬ 
ism, a characteristic vice of capitalism, has 
been the cause of many of the wars of the past 
two or three centuries, we need not conclude 
that under any economic system other than 
capitalism wars could be avoided, or that they 
would necessarily be less frequent or less bru¬ 
tal. There were terrible and almost incessant 
wars in some parts of the world before the 
capitalist era. In ancient and medieval times, 
wars followed each other with little intermis¬ 
sion. Some of the books of the Old Testament 
are largely histories of the wars of the Israel¬ 
ites, many of them carried on with savage bru¬ 
tality. Certain of the Crusades were carnivals 
of bloodshed, and some 2,000,000 people are 
estimated to have been killed in the religious 
wars of the Hugenots in France. In an excess 
of religious enthusiasm, the Duke of Alva in*- 
fiicted unimaginable sufiFeriiigs on tens of thou¬ 
sands of the people of the Netherlands during 
the sixteenth century. “In less than three 
months he had put eighteen hundred people to 
death. On one occasion five hundred weib 
burned en masse. On February 16, 1568, like 
Holy OfiBce issued a decree condemning every 


See D. U. Brogan, “Capitalism and War," Harper’* Magazine, July, 1986. 
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inhabitant of the Netherlands to death as he¬ 
retical. . . . Literally this meant the massa¬ 
cre of three million people—^too large an order 
for even the bloodthirsty Duke of Alva. But he 
did his best and wrote to Philip informing him 
that at the close of Holy Week eight hundred 
persons are to be executed.’ 

The Thirty Years’ War, a religious war, re¬ 
duced the population of Germany from some 
16,000,000 to 6,000,000, of whom 350,000 
perished by the sword, the rest dying from 
famine and disease, or migrating to other coun¬ 
tries. In the Lower Palatinate, only one-tenth 
of the inhabitants survived; in Wiirltemberg, 
one-sixth; in Bohemia, one-fourth. 

Primitive people are often, although not al¬ 
ways, warlike. The Indians of North America, 
with their simple economy, communistic in 
some respects, waged war with each other a 
great deal. Some of the primitive peoples of 
the South Pacific are peaceful; but others, as 
for instance some of the head-hunters of Bor¬ 
neo and New Guinea, engage in frequent raids, 
not in quest of markets or raw materials in the 
fashion of imperialist powers, but in search of 
human flesh to eat and of human heads for 
home decoration. To some this seems worse 
than economic imperialism.^® 

The isms, imperialism, and war 

Fascism is of course far more warlike than 
capitalism, and Fascist imperialism more bru¬ 
tal than capitalist imperialism. Indeed Fascism, 
in one of its aspects, is inflated imperialism 
raised to the nth power in the energy with 
which it pursues its aim of national aggran¬ 
dizement, and debased to the level of Roman 
imperialism in the brutality with which it op¬ 
erates. The Nazis sought markets for goods and 
capital, and raw materials, as well as world 
power; and they had the characteristic impe¬ 
rialist disregard for the personality and rights 
of other peoples. Had they succeeded in 
achieving world domination, ^ere would have 
been no peace. 

Communism as expounded by Karl Marx 
was essentiaUy pacifist, hostile to foreign wars; 
for Marx believed that the enemies of the la¬ 
boring classes were not the people of other 


countries but the employers at home. It is 
therefore not surprising that in the quarter cen¬ 
tury between the two world wars, the Russian 
communist government had a better record in 
peace efforts than the governments of Great 
Britain and France. Busy with her internal 
construction problems, Russia worked hard for 
peace most of the time; yet, facing the hostil¬ 
ity of the capitalist powers. Great Britain and 
France, as well as of Germany, she was obliged 
to devote much of her energies to preparing 
for war. Her war on Finland in 1939 had a 
semblance of justification in the fact that Len¬ 
ingrad was dangerously near the Finnish bor¬ 
der, and Russia had reason to believe that 
Finlarid might be used by enemy powers as a 
springboard for an attack—as happened later. 
Since her emergence from the war as one of 
the world's great powers, she has turned to a 
more aggressive foreign policy; but it is doubt¬ 
ful if Russian imperialism offers a serious threat 
to world peace in the calculable future. 

Democratic socialism is essentially pacifist, 
anti-imperialist; and many socialists believe 
that there will never be stable peace in the 
world until most of the great powers have 
turned to socialism. They argue that since 
there would be no powerful capitalist interests 
in a socialist state, there would be no economic 
imperialism and no occasion for wars. There is 
doubtless some validity in the argument; yet 
there would be international rivalries, what¬ 
ever the form of government, and they might 
lead to wars. 

Imperialism and the peace settlements 

Imperialism offers a deadly threat to peace 
plans. Colonial peoples are growing more and 
more rebellious, more and more insistent on 
their right to freedom and some of the good 
things of life; but, except for the United States 
—and Germany, Italy, and Japan, under com¬ 
pulsion—^none of the imperialist powers has 
moved to give up its colonies. Winston Church¬ 
ill once declared that he had no intention of 
presiding over the liquidation of the British 
Empire, and later he confessed that as the war 
progressed it became less and less a war of 
ideologies—^which presumably meant that it 


” A. H. Vcrrill, The Inquisition, p. 235. By permission of D. Appleton-Century Company, Inc., pub¬ 
lishers. 
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was more and more an imperialist war. The 
recent election of a socialist government in 
England suggests, however, tliat Britain may 
veer away from her traditional imperialist pol¬ 
icy, may treat her colonies with greater con¬ 
sideration, possibly even free some of them. If 
she should do this, the outlook for world peace 
would be much brighter. The white man's con¬ 
trol over the vast populations of Asia is going 
to be harder to maintain in the future. 

At the present time the United States seems 
headed for a strongly imperialist policy. With 
our oil reserves dwindling each year, the gov¬ 
ernment is looking about for additional re¬ 
serves wherever they can be found. Not long 
ago the government announced a plan for the 
exploitation of oil in Arabia, by which it was 
to spend a large sum in building a pipe line 
and two American oil companies were to pro¬ 
duce the oil, one billion bairels of which was 
to be reserved to our government. This is im- 
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perialism of a peculiar type, for the oil com¬ 
panies agreed to the plan only under pressure 
from the government. This scheme still lacks 
the approval of Congress and of the Arabian 
autliorities. In other ways too our imperialist 
trend is becoming evident. Important political 
leaders are already demanding that we retain 
the islands and air fields in \'arious parts ot the 
world which we have gained through lease- 
lend or conquest; and some fairly loud voices 
are trumpeting America's mission to take a 
leading part in keeping the world in order, 
witli or without the cooperation of other na¬ 
tions. Mi>re moderate views will perhaps pre¬ 
vail eventually; but with the greatest air force 
111 the \\ orld, and with a navy greater than the 
rombiued fleets of all other nations, the United 
States may feel that her greatness calls for 
more room in the world. Our development of 
the atomic bomb will no doubt strengthen our 
imperialist spirit. 


QUESTIONS 

1. Define economic imperialism. Why has the United States been less inclined to imperialism 
than Great Britain? Trace the history of American imperialism. 

2. ‘The Revolutionary War was largely a fight against British imperialism.” Explain. 

3. How may imperialism benefit the subject peoples? Would not the people of Borneo gain 
from being required to adopt American customs? Why did not the Filipinos like our supe¬ 
rior government? 

4. Is not capitalist economic imperialism more humane than the imperialism of ancient Rome? 
How docs it compare with German and Japanese imperialism? 

5. “We could abolish imperialism if we could change human nature.” Is there no other way of 
abolishing it? Why are the manners and morals of nstions so much worse than those of indi¬ 
viduals? 

6. “Little more than 200 years ago a Te Deum was sung in St, Paul's, specially composed by 
Handel for the occasion, to celebrate the Peace of Utrecht which gave England a practical 
monopoly in the slave trade from West Africa to America.”^® Is there anything peculiar 
about this, or about the fact that some slave traders professed strong religious faith? 

7. What is the relation between monopoly and imperialism? 

8. Was World War II an imperialist war? Why or why not? Is the war to be explained, to 
some extent, in other terms? Discuss fully. 

9. What is meant by “inner imperialism”? Give an illustration of it. Is it beneficial to the 
“colonial” areas? 

10. Why are long-time imperialist nations, like Great Britain and France, usually anxious to 
preserve the peace? Were they always? 

11. How does the spirit of imperialism offer a serious threat to postwar peace? 

12. Why are British laborers willing to fight and die to perpetuate the British Empire and save 
the colonial investments of British imperialists? Would the laborers lose anything if Great 
Britain lost her colonies? 


w Hartley Withers, The Case far CapUalism, p. 20, 



Chapter 39. 

The Decline of Capitalism 


At various points in the foregoing chapters 
vve have pointed out that capitalism, like bio¬ 
logical organisms and like other human institu¬ 
tions, is an evolutionary institution, that it has 
changed in passing from one stage of its de¬ 
velopment to another. There is some reason to 
believe that it is now an “old” system in its last 
stages, and that it will presently be greatly 
modified or entirely abandoned. 

Many will resent the suggestion that capi¬ 
talism may be on its way out. For more than 
two centuries, a period of astounding economic 
progress, all the important countries main¬ 
tained a capitalist economy; and to many peo¬ 
ple it has seemed as natural as the balance of 
the solar system, as stable as the Rock of 
Gibraltar. In some respects, furthermore, it has 
achieved its greatest triumphs in recent years, 
in advances in technical efficiency, mechanical 
speed and precision, mass production at low 
costs, and the attainment of the means for 
providing what philosophers have dreamed of 
for ages, a good economic life for all. 

Most of the American people, and perhaps 
the majority of our economists, still view the 
Great Depression merely as one of the cyclical 
recessions which have always characterized the 
capitalist economy, a recession which per¬ 
sisted because of the chaotic world situation 
and the unwise domestic policies of the New 
Deal. It is quite true that if international rela¬ 
tions were friendly, if international trade were 
on a normal level and the nations of the world 
were engaged in peaceful, productive work, 
our economy would work far better; but the 


Second World War itself represented one as¬ 
pect of the world-wide breakdown of capi¬ 
talism. Although some of the New Deal meas- 
lues doubtless tended to make the revival of 
private business more difficult, it must be 
remembered that the New Deal was itself the 
result of business paralysis and mass unem¬ 
ployment, for the widespread distress of 1932 
led the people to demand that the government 
“do something” to mitigate suffering and set 
the wheels of industry turning again; and they 
repudiated President Hoover because he fol¬ 
lowed a generally “laissez-faire” policy, relying 
on capitalism to make its own recovery. What 
would have happened if this policy had been 
followed rigorously, whether we should pres¬ 
ently have pulled out of the depression or re¬ 
mained in it, is impossible to say. 

The New Deal 

Certainly some of the measures included 
under the New Deal could not possibly have 
contributed to sound recovery from a depres¬ 
sion. The National Industrial Recovery Act was 
designed to restore the confidence of business¬ 
men by encouraging them to form trade as¬ 
sociations for the various industries and draw 
up their own “codes” of fair business practice, 
under a certain amount of government super¬ 
vision. It soon appeared, however, that the 
codes were employed as devices for stifling 
competition and raising prices. Rigid monopoly 
prices were one factor in the business paralysis, 
and here was the government trying to increase 
the number of such prices, while consumer 
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demand could certainly not be stimulated by a Roosevelt assumed office. This rise tended 


rise in the prices of consumers’ goods. Business 
confidence could not be expected to lead busi¬ 
nessmen to produce goods which could not be 
sold. 

The labor provisions of the New Deal, al¬ 
though possibly justified as reform measures, 
could not have been generally effective as 
means of curing a depression. The NRA codes 
contained provisions raising some wages and 
limiting hours of work, thus increasing the 
manufactuf'ers’ costs—surely no \va) to tackle 
a depression. Section 7-A of theRecover)' Act 
afiBrmed the right of labor to form unions; 
and the National Labor Board, and the Na¬ 
tional Labor Relations Board, estabhslujd a 
little later, expanded the protection afforded 
labor unions; but the fostering of unions was 
no way to relieve the depression, howevt'i well 
justified it may have been for other purposes. 
On the contrary, since one reason for industrial 
stagnation was the too high wages paid some 
classes of labor, the encouragement of labor 
unions was likely to have a depressing effect. 
The New Dealers were infected with the no¬ 
tion that higher wages would increase the 
amount of purchasing power in the hands of 
consumers, an idea which was the reverse of 
the truth; for, as was brought out earlier, re¬ 
duction of wages has usually been one of the 
conditions essential to recovery from a de¬ 
pression. 

Whether the Agricultural Adjustment Act, 
which provided subsidies to farmers for re¬ 
ducing production, stimulated or retarded re¬ 
covery cannot be answered definitely; but it 
may have had some tendency to hasten it. 
Many farmers were in desperate straits, and 
AAA payments were used mostly to buy con¬ 
sumers’ goods. In 1934, soon after the AAA 
was set up, the central part of the United 
States suffered a drought, the worst in more 
than half a century; and this was followed by 
several dry years, with the result that farm 
production was curtailed far beyond the plans 
of the AAA. 

Certain other New Deal measures may well 
have contributed to economic recovery. The 
devaluation of gold, the purchase of silver, 
and other measures designed to raise the price 
level may have been partly responsible for 
the price rise which set in soon after President 


of course to reduce the burden of debts and 
to enhance business profits. Relief and wage 
payments under the Public Works Administra¬ 
tion and the Works Progress Administration 
increased consumer purchasing power and so 
encouraged immediate recovery, although their 
final effect may well have been to retard sound 
recovery by preventing needed adjustments in 
wages. 

Although it is difficult to make a fair ap¬ 
praisal of the New Deal measures, most econ¬ 
omists would probably agree that while they 
did give our economy a "shot in the arm” 
which provided a brief exhilaration, their 
general result was to delay sound recovery. 
This was not, as was occasionally charged, be¬ 
cause President Roosevelt was out "to destroy 
the capitahst system” but, as Keynes once 
pointed out, because he aimed at both recovery 
and reform, and the reform measures to some 
extent obstructed recovery. Whether our econ¬ 
omy would have revived sooner if there had 
been less government tinkering or if the tinker¬ 
ing had been managed wisely and with the 
single purpose of promoting recovery, cannot 
1)6 answered dogmatically. We know only that 
there was no real recovery until we became 
active in the Second World War. In 1936 and 
1937, business made a sudden spurt which for 
a short time looked like real recovery, but 
within a year it slid back to depression levels 
in one of the steepest declines in the history 
of our country. 

For eleven years—^from 1929 to 1939—the 
American economy remained in a state of de¬ 
pression. Every start toward recovery soon 
fizzled out. This could hardly have been due 
mainly to unwise New Deal measures, for 
most other capitalist countries were similarly 
afflicted. Shall we say, then, that we were 
merely failing to emerge from the worst de¬ 
pression in our history, or that our trouble was 
more fundamental, the dcca / of our capitalist 
system? We need not make a definite choice, 
for both questions can be answered aflSrma- 
tively. To some extent, we failed to pull out of 
the depression because our capitalist system 
was no longer basically sound, somewhat as a 
man whose vitality is low often dies of a disease 
which he could easily have thrown off had he 
had greater vitality. 



ECONOMICS 


572 

P«$$ini»sm regarding capitalism 

That the capitalist system is in the "sear, the 
yellow leaf,” is the opinion of a considerable 
number of the ablest students of the social 
sciences. Socialists, commonly prophetic of 
vision, have insisted since the time of Karl 
Marx that capitalism must bow out, to be 
succeeded by socialism. In 1921 H. G. 
Wells wrote pessimistically of "the progressive 
break-up of the civilized organization that is 
going on.”^ John Strachey entertains no doubt 
diat "the capitalist system is dying and can¬ 
not be revived. That is the conclusion to which 
any honest investigator of the actual facts 
and possibilities of the present situation must 
he driven. * . . The age of individualistic free¬ 
dom is very nearly over.”^ G. D. H. Cole 
asserts unequivocally that capitalism in Europe 
is “a dying force which has already demon¬ 
strated its incapacity to lake upon itself the 
necessary tasks of collective organization,” 
although he believes that its revival in the 
United States is possible.^ 

This view is not confined to socialists. A. H. 
Hansen, an able student of business cycles, has 
expressed the opinion that the Great Depression 
was not fundamentally cyclical: 

This depression is of a magnitude and duration 
which has eclipsed all otliers, not excepting even 
the deep and prolonged depressions of the seventies 
and nineties. It is a unique phenomenon. It cannot 
be explained in tenns of ordinary business-cycle 
analysis. For the time being at least we are experi¬ 
encing a chronic maladjustment, a failure of ade¬ 
quate outlets for capital expenditures for a society 
geared to a high savings, high investment level. We 
are caught in the midst of powerful forces in the 
evolution of our economy which we but dimly un¬ 
derstand. Something has gone wrong with the 
forces making for expansion. We are undergoing a 
fundamental change in the structure of our eco¬ 
nomic life.^ 

Frank Knight goes even further: 

For the first two years or so after the economic 
crisis of 1929, I was one of the large group of stu¬ 


dents of economics who condemned the idea that 
this was fundamentally different from otlier de¬ 
pressions. But I have become convinced that I was 
in error, that we are actually in the course of one of 
tlie world's great economic and political revolutions. 
Even if we see some business revival, it will be 
limited and temporary. The nineteenth-century lib¬ 
eral system is played out, and tlie world of West- 
European civilization, based on political "democ¬ 
racy” and economic “freedom,” will go through a 
drastic revaluation of its "modem” ideas and 
values.® 

Paul Douglas, slightly less pessimistic, believes 
that the capitalist system might survive two 
or three more depressions, but probably no 
more. Joseph A. Schumpeter believes that 
capitalism will be replaced by socialism, per¬ 
haps tinged with Fascism, but sets no dates 
for the transition.® George Soule wrote con¬ 
fidently in 1934 of "the coming American 
revolution.” 

According to A. R. Burns, "The rise of the 
‘heavy industries,' changes in methods of sell¬ 
ing, and the widening use of the corporate 
forms of business organization are bringing, if 
they have not already brought, the era of 
competitive capitalism to a close.”"^ Sir Arthur 
Salter believes that capitalism is on the way 
out and that we are now in a stage of transi¬ 
tion to some other kind of economy. 

Herbert Heaton, an economic historian, is 
equally pessimistic about the state of capi¬ 
talism: 

Is tliere a general inherent rigidity in modern 
capitalism, or in the modern forms of capitalism, 
which impels it in a certain unchangeable direction 
to destruction or at least to drastic transformation. 
Marx was sure there was; and Sombart was equally 
sure, two decades ago, that modern capitalism had 
passed through infancy, youth, and exuberant man¬ 
hood to middle age, and was approaching senility. 
He saw its hair graying, and its teeth falling out. 
Perhaps today he would say that its hair has turned 
gray overnight from the shocks of the last ten years 
and that its teetli have been knocked out in a con¬ 
centration camp. It is certain tliat the rigidities cre- 
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ated by the system itself during the last fifty years, 
plus those imposed by a depressed world, by an 
ideology-bound world, by a world preparing for 
war, and by a world which believes that poUtical 
means can work economic miracles, have produced 
an economic order which is far remote from the 
classic capitalism of the Victorian age. It is equally 
certain that the forces which drove and dominated 
that classic age seem to be spent.^ 

Huizinga, looking at our present civilization 
from the cultural as well as the economic point 
of view in 1936, was similarly pessimistic: 
“The road of Roman civilization was a road 
to barbarism. Will it turn out to be the same 
road we are on today? Whatever historical 
comparison may afford for an understanding 
of the present crisis, it can giv'c us no assurance 
regarding the latter’s outcome. The confident 
conclusion that things will right themselves 
somehow is not wariMntcd by any historical 
parallel.” Oswald Spcngler’s views, as ex¬ 
pressed in his Decline of the West, are too well 
known to call for elaboration. The “decline” he 
refers to is not merely a decline in capitalism, 
but a general decline of western civilization 
and power. Frederick L. Schuinan also takes 
a broad view of the situation facing us: “West¬ 
ern civilization is already old. It may already 
have run its course and be headed toward a 
long twilight of decline. In any case, its prob¬ 
lems are immediate, pressing, thieatening. 
They will be solved within the next few de¬ 
cades, or they will not be solved at all. . . . 
No realistic observer can affoid to be optimistic 
over the piospccts.” H. G. Wells, whose reeord 
as prophet is probably better than that of any 
other living man, now offers us no hope of 
maintaining civilized life or, for most people, 
any life at all: “The writer sees the world as a 
jaded world, devoid of recuperative power. In 
the past he liked to think that man could pull 
out of his entanglements and start a new cre¬ 
ative phase of human living. In the face of our 
universal inadequacy that optimism has given 
place to a stoical cynicism. Man must go up or 
down steeply, and the odds seem all in favor of 
his going dovm and out. . . . Ordinary man is 
at the end of his tether and only a smaU, highly 
adaptable minority of the species can possibly 
survive—the rest will not trouble about it, find¬ 
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ing such opiates for consolation as they have 
mind for. . . . The end of everything we call 
life is close at hand and cannot be evaded. . . . 
There is no way out or around, or through the 
impasse. It is the end.” ® 

The shift from capitalism to other systems 

We need not guess that capitalism is declin¬ 
ing; we know that it is gone in some very 
important countries. Russia has turned to com¬ 
munism, Mexico has gone far toward socialism; 
Argentina, Biazil, and Peru have turned to 
Fascism; Turkey has a dictatorship which, 
although not definitely Fascist or socialist, is 
not laissez-faire capitalism; China is partly 
Fascist and partly communist. The United Na¬ 
tions have rescued much of Europe from 
Fascist control but seem inclined to set up new 
governments which have a Fascist tinge. 

One of the United Nations’ postwar prob¬ 
lems is unemployment, which most of them 
were unable to solve before the war. They may 
be able to solve it, for the problem is not hope¬ 
less. Yet the war, which greatly reduced the 
volume of unemployment, added further dif¬ 
ficulties of various kinds—^public debts, for 
instance—^which must be met. War is often a 
destroyer, not only of men and materials but of 
traditions and institutions. In fighting, further¬ 
more, the capitalist nations were obliged to 
adopt to some extent the Fascist dictator prin¬ 
ciple, and it is not certain that they will ever 
be able to return to the free capitalism of the 
prewar period. 

With all its great achievements, capitalism 
shows unmistakable signs of senility and de¬ 
cline. In most capitalist countries, including 
the United States, the economic system has 
operated less satisfactorily to large classes of 
people than it once did—to laborers, who are 
faced with tlie persistent specters of unemploy¬ 
ment, insecurity, and hunger in the midst of 
plenty; to farmers, some of whom have lost 
their farms, others of whom are heavily and 
in many cases hopelessly in debt, and all of 
whom are burdened with heavy taxes and in 
normal times must sell their products on an 
overstocked market, at least in this country; 
to many businessmen, who face declining op¬ 
portunities for individual enterprise, rising 
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taxes, growing di£Bculty in finding satisfactory 
investments, and increasing government inter¬ 
ference in business; to all who are interested 
in the stability of government and who see the 
public debt rising at a rate which threatens its 
final repudiation. As a result of these various 
conditions, there has been a rise in economic 
and social tensions, a sharpening in tfie class 
struggle, a rising tide of radicalism countered 
by a mounting spirit of fear and anger on the 
part of tlie business classes. 

Looking back over history, we need not be 
surprised if capitalism proves to be only a 
passing phase in human organization. While 
some private business has existed at various 
times and plat'es through much of recorded 
history, capitalism in the sense of “big” capi¬ 
talism—^factory and machine capitalism as we 
know it today—^has existed for only two or 
three of the fifty or sixty centuries of history. 
Wemer Sombart, one of the leading authori¬ 
ties on capitalism, thought it peculiar epi¬ 
sode in the history of mankind”; and Frank 
Knight believes it possible only because of “a 
remarkable accidental and inherently tempo¬ 
rary set of conditions/'^® Clearly there is noth¬ 
ing “natural” or “inevitable” about it, no reason 
to assume that it must persist forever; on the 
contrary, there are strong reasons for believing 
that it will not last, and may even now be on 
the way out. 

We can perhaps gain perspective on our 
problem by noting some of the economic condi¬ 
tions on the frontier a few generations ago, 
when capitalism operated satisfactorily to 
nearly everyone. The pioneers came west with 
the simple acquisitive ideal, the hunger for 
land, which they could get free or for a very 
small price; they were individualistic, self- 
reliant, restive under restraint, and since nearly 
all owned something, they were troubled with 
no disquieting doubts as to the sacredness of 
private property. Since almost all were poor, 
they started nearly equal, without the cumula¬ 
tive distinction of inheritance; relatively iso¬ 
lated, they were to some extent immune to 
exploitaticm by the great financial centers; 
unable to mortgage their homesteads during 
the first few years, they were free from mort¬ 
gage debt; and local business concerns were 


small and individually owned. Their land was 
new and productive; and the problem of 
conservation, which always demands collective 
action, had not risen. As long as they saw their 
fortune growing, they were content with the 
world as it was—^that is, with capitalism. 

Here then are some of the conditions es¬ 
sential to the success of a capitalist order; a 
few others should be added to adapt our 
analysis to the broader national and world 
economies. We shall try to ascertain the causes 
of the decline of capitalism by considering the 
various conditions essential to its successful 
operation, and noting the extent to which 
those conditions no longer prevail. 

Requirements for a Sound Capitalist 
Economy 

A sound, vigorous capitalism should meet 
the following specifications: (1) it should be 
largely competitive; (2) prices should be rea¬ 
sonably, and as nearly as possible equally, flex¬ 
ible to permit ready adjustment to changing 
conditions; (3) money should be sound, and 
the price level as stable as possible; (4) credit 
should be used sparingly; or, in other words, 
debts should not be too heavy; (5) inequal¬ 
ities in wealth and income should not be too 
great; (6) most business should be carried on 
by individual entrepreneurs, rather than by 
corporations; (7) there should be room for 
physical expansion; (8) international relations 
should be stable, and international trade as free 
as possible; (9) the government should not in¬ 
tervene in such a way as to discourage indi¬ 
vidual enterprise or interfere with adjustments 
in prices or production; and (10) the people 
must really want to retain capitalism, must un¬ 
derstand the forces which are imdermining it, 
and must set themselves resolutely to the task 
of maintaining it. The first four of these will be 
discussed in the present chapter; the others 
will be taken up in the following chapter. 

1. Need for competition 

A stable and satisfactory capitalist system 
should be largely competitive. It need not be 
entirely competitive, for no economic system 
ever was; but monopoly is a flaw in a capital¬ 
ist system, and too much of it has unfortunate 
results, as we have already seen at various 
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points in this book. In the first place, it in¬ 
creases inequality in wealth and income, in 
some cases to the point where the small class 
of rich monopolists are unable to find invest¬ 
ments for their large savings, while the masses 
of the people are unable to buy the products 
of industry. In the second place, as we have 
noted repeatedly, monopoly reduces the out¬ 
put of monopolized goods and, by forcing la¬ 
bor and capital into competitive businesses, 
creates relative overproduction in those lines. 
Some studei-ts of economics insist that the 
prevalence of monopoly in industry, and its 
tendency to restrict production, have made our 
capitalism a “scarcity economy.*’ Reduced pro¬ 
duction naturally means high prices for mo¬ 
nopoly goods, and the relative overproductioji 
of competitively produced goods drives prices 
too low. Monopoly prices are not only high but 
“sticky," that is, unresponsive to changes in 
business conditions and in the general price 
level; this is one of the reasons for the persist¬ 
ence of depressions. Thurman Arnold has sum¬ 
marized all this concisely: “Thus the four 
horsemen—^fixed prices, low turnover, re¬ 
stricted production, and monopoly control— 
rode through our economy from factory to 
farm." 

Our economy is lopsided, badly balanced; 
a part of it more or less monopolized, and a 
part of it highly competitive; one part of it 
skimps production, raising prices and holding 
them up through fair days and foul, and die 
other produces generously and dumps goods 
on the market without reservation, often with 
little regard even to cost of production. This 
would be bad enough, but diere is another 
flaw—the wide range of monopolistic compe¬ 
tition. Here too producers are characteristi¬ 
cally averse to price competition. Instead of 
cutting prices in the good old classical tradi¬ 
tion, they maintain them, add gadgets and 
gimcracks and gilt and tinsel, and batter con¬ 
sumers with meretricious advertising appeals, 
in a rising spiral of marketing costs. 

1$ monopoly increasing? Whether the mo¬ 
nopolistic element in our economy has been 
growing or not is hard to determine. Most so¬ 
cialists assume that it has unquestionably been 
increasing, and they often speak of capitalism 

^^Garcflner C. Means, Industrial Prices and Their 
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in its present stage as monopoly capitalism. 
A. R. Burns, in his book, The Decline of Com¬ 
petition, piles up much evidence to support the 
conclusion that competition is declining; and 
Fetter, in his Masquerade of Monopoly, un¬ 
equivocally takes the sanie position. Gardiner 
C. Means emphasizes as a cause of the decline 
of capitalism the growing significance of “ad¬ 
ministered prices"—prices which are fixed not 
ill a free competitive* market as the price of 
wheat is, but by the individual producers 
then/selves. These are not quite synonymous 
with monopoly prices, although monopoly 
pi ices arc always “administered."^^ 

(^n the other hand, W. I. King has written 
caiisficalK of the “monopoly bugaboo”; and 
hufus Tucker, who made a statistical study of 
monopoly, came to the conclusion that admin¬ 
istered, “sticky" prices were as serious a prob¬ 
lem in 1844 and 1879 as in 1939.^^ Tucker 
points out that the price of Studebaker wagons 
and buggies, for instance, remained unchanged 
for years. In their study, Industrial Price Poli¬ 
cies and Economic Progress, Edwin G. Nourse 
and Horace B. Drurv go even further, for they 
declare that there is a trend away from mo¬ 
nopoly, that there is more competition in the 
economy than there used to be. 

With the ablest students of monopoly di¬ 
vided on this question, we cannot hope to an¬ 
swer it with much assurance. It is difificult to 
preserve an accurate perspective on such a 
broad and complicated problem, because it 
involves a comparison of the entire economy 
of the present with an earlier economy; 
and we cannot look at the two with the same 
eyes, for we know much more about present- 
day monopoly than about that of a generation 
ago. 

Some of the characteristics of present-day 
industry do suggest the possibility that, in some 
respects and in some economic areas, it may be 
increasingly competitive. The vast multiplicity 
of products and processes sho Id tend to make 
it so. When there are himdreds of different 
brands and qualities of many products, each a 
more or less satisfactory substitute for the oth¬ 
ers, monopoly should logically be more dififi- 
cult to establish than when there were only a 
few products. At one time, for instance, the 

Relative Inflexibility, S. Doc. 13, 74tl\ Cong., 1st sess. 
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local grist mill was practically the only source 
of flour for consumers in a community, and 
bread was a far more important item in the 
diet than it is today. The grist mills were there¬ 
fore in a strong monopoly position. Today the 
consumer may choose bread from any of a 
dozen brands, or flour from any of a hundred 
brands or from several different grains, or 
he may find a partial substitute for bread in 
any of hundreds of other foods, as indeed he 
tends more and more to do. Something like 
this is true of a great many products com¬ 
monly used. 

In some businesses, competition is certainly 
more vigorous than it once was. The retailer of 
a generation ago, in line with the rather slow 
and traditional methods of the time, did not go 
after business as aggressively as the merchant 
of today. To survive at all in the retail battle 
today, a merchant has to work hard. 

Other factors, on the other hand, suggest 
that competition should logically be declining. 
One of the most important is the growing num¬ 
ber and significance of industrial products as 
compared with farm products. Farming repre¬ 
sents the most definitely competitive section of 
our economy, whereas industry is monopolisti¬ 
cally competitive, or monopolized; thus the 
relative increase in industrial products means 
that the proportion of the total economy which 
is infected with monopoly is growing. 

Increasing domination of the economy by a 
few giant combinations also suggests that mo¬ 
nopoly is growing. In competitive capitalism 
there should be a considerable number of com¬ 
petitors, not too unequal in financial power, 
for there can be fair and vigorous competition 
only if this condition prevails. An increasing 
portion of our economy no longer fits these 
specifications. The tendency for decades has 
been for a steadily decreasing number of pro¬ 
ducing units to turn out a steadily increasing 
output. It is sometimes argued that a few large 
concerns may compete as vigorously as many 
small ones—as they did, for instance, in the 
automobile tire industry—^but certainly it is 
easier for a few to combine into definite mo¬ 
nopoly, or at any rate to follow a gentlemanly 
poUc^ of Tive and let live” for their business 
rivals; furthermore, even if there were no mo¬ 
nopolistic agreements, the great size of the 
units in some of our industries would make it 


difficult for any but powerful business con» 
cerns to enter them. One of the assumptions 
underlying a competitive economy is that there 
shall be free entry and withdrawal into and 
from industry; and the former can hardly be 
maintained when a new plant costs many mil¬ 
lions. 

The changing character of monopoly* 
Whether monopoly is growing or declining in 
amount, its character is certainly changing. 
There has always been some monopoly in our 
economic life; but in the days when communi¬ 
cation and transportation were slow and ineffi¬ 
cient and communities were to some extent 
isolated and self-sufficient, such monopolies as 
existed were small, scattered, and relatively 
numerous. With the development of efficient 
communication and transportation and the 
consequent growth of nation-wide markets and 
great industrial plants in the urban centers, 
monopoly, like industry itself, became central¬ 
ized on a nation-wide scale. The telegraph, 
railroad, radio, airplane, automobile, bus, 
truck, and good roads destroyed many little 
local monopolies—the grist mills, iron forges, 
and other small industries scattered over the 
country—^and created a relatively few large 
ones—the giant flour mills, steel mills, and 
other industrial plants characteristic of our 
present system. 

Even if, relative to the competitive area, the 
monopolized market area were no greater than 
it used to be, monopoly would still be more 
serious, because people are in the market so 
much more than they used to be. With increas¬ 
ing division of labor, increasing specialization, 
and increasing output of goods, people buy 
and sell much more than they did even a gen¬ 
eration or two ago, and monopoly prices con¬ 
sequently affect them much more. 

Labor monopolies* Labor monopolies as 
well as capital monopolies have contributed to 
the decline of capitalism, and in much the 
same way. Some labor unions hold wages defi¬ 
nitely ateve a competitive level and so con¬ 
tribute to unemployment Slichter has stressed 
too-high wages as an important reason for the 
business stagnation from 1929 to 1939. 

Too much weight should not be given mo¬ 
nopolistic labor unions in explaining the re«> 
cent paralysis of pur economic system. Many 
businessmen charge labor unions with most of 
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the responsibility for the fact that entrepre¬ 
neurs lack confidence to engage more exten¬ 
sively in production, but this is unfair. In the 
first place, statistical evidence shows that in 
most industries the cost of labor per unit of 
product has been lower in recent years than it 
was in the early 'twenties, in spite of substan¬ 
tial increases in hourly wage rates.In the 
second place, we have had labor unions for a 
century or more, and capitalism has stood the 
strain. Labor has been more generally union¬ 
ized in the Scandinavian countries than in the 
United States, yet their capitalism is in .i 
sounder condition than ours. The Scandina¬ 
vian unions have a keener sense of social re¬ 
sponsibility than many of those in the United 
States and have refrained from too greedy use 
of their power, but Scandinavian businessmen 
also have a keener sense of social responsibility 
than our own; indeed this is true of the people 
generally. It is unfair to emphasize labor con¬ 
ditions too much. 

Statistical evidence on monopoly. The the¬ 
ory that monopoly is an important cause of the 
decline of capitalism is supported by a rather 
ambitious four-part study made by the Brook¬ 
ings Institution under the supervision of Har¬ 
old Moulton.^^ According to this study, about 
22 per cent of the capital equipment of the 
United States was idle, even in the prosperous 
years from 1925 to 1929; and in the ensuing 
depression years 1932, 1933, and 1934, our to¬ 
tal production was only 55 to 60 per cent of 
capacity. The Institution estimated that if we 
had made full use of our productive plant from 
1922 to 1933, we could have produced 248 
billion dollars' worth more goods than we did 
produce. 

Why this vast waste of productive capacity? 
Why, with an adequate plant at hand, is it im¬ 
possible to produce the goods that the people 
want and need? According to traditional the¬ 
ory, entrepreneurs will see a chance to make a 
profit in productive operations and will put Uie 
capital and labor to work; but they failed to 
do this, even in the prosperous years from 1922 
to 1929. The trouble was, therefore, not cycli¬ 
cal depression but the chronic failure of capi¬ 
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talism, which becomes more serious during a 
depression. 

The difficulty, according to the Brookings 
Institution, was not that consumers did not 
want more goods but that most of them did 
not have enough income to buy the goods they 
wanted; and the reason for this was that too 
much of the total income went to a small class 
at the top who did not spend it but saved it, 
partly because they had more income than they 
cared to spend for consumers' goods. The large 
incomes of these few were in part monopoly 
profits. 

i\ll this would not necessarily be disastrous. 
If the few wealthy savers had invested their 
savings in new capital, in new and improved 
plant, the money would have gone to buy raw 
material and hire labor—^would have circu¬ 
lated—just as truly as if it had been spent for 
consumeis' goods; but even in the years of 
prosperity the savings were not all invested, 
and in the ensuing depression there was little 
capital expansion; instead, savings were 
“hoarded” as bank deposits or were used to fi¬ 
nance government deficits or bid up the price 
of securities. 

Why was this? Why were savings not in¬ 
vested in new plant? The Brookings Institution 
finds the answer in the fact that business is so 
generally monopolized that prices did not fall 
with declining costs, but were maintained at a 
level so high that the masses of the people, 
with their inadequate share of the total in¬ 
come, were unable to buy more goods, and 
therefore businessmen could not profitably 
build much more plant. Thus the breakdown 
of the capitalist process is engendered by too 
much monopoly, too high prices, too great in- 
ecjuality of wealth, too much savings, and too 
little investment in capital. The Brookings In¬ 
stitution naively suggests that the remedy is a 
general reduction in the prices of goods— 
which businessmen would of course be happy 
to make, once they thought about it. 

Some statisticians and economists have criti¬ 
cized the Brookings report as to both the sta¬ 
tistical data used and the general conclusions; 
but a more recent study by Mills seems to in- 
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dicate some reason for believing that in recent 
years, through monopoly or otherwise, prices 
of consumers* goods have been maintained at 
a level higher than was justified by costs. Com¬ 
paring the changes in productivity, costs, and 
prices during tlie period 1899 to 1914 and be¬ 
tween 1914 and 1937, Mills finds that changes 
in the earlier period were such as theoretically 
should appear in a competitive economy, 
whereas those in the later period were such as 
we might expect in a more or less monopolized 
economy. Although he does not state this as a 
definite conclusion, it follows from his figures 
and analysis, which are well worth quoting: 

“The increase of 30 per cent in productivity 
from 1899 to 1914, and the accompanying de¬ 
cline of 23 per cent in the productive effort re¬ 
quired to fabricate a unit of goods, benefited 
consumer groups. Agents of fabrication, as pro¬ 
ducers, received only a small portion of these 
gains.** This is what would be expected in a 
largely competitive economy. Competition 
would force prodxicers to lower prices to a 
point where the gains of increased productiv¬ 
ity and lower costs would go mainly to con¬ 
sumers. 

The increase of 50 per cent in productivity from 
1914 to 1929, and the concurrent decline of 33 per 
cent in productive effort required to fabricate a 
unit of goods, operated largely to the advantage of 
producing groups. A substantial portion of the total 
gain in productivity went to manufacturing wage 
earners, as producers, while ownership, manage¬ 
ment, and other claimants scored gains actually ex¬ 
ceeding the advance in productivity. Wage earners 
and salaried workers, as consumers, also benefited, 
but consuming groups drawing incomes from the 
sale of primary products were confronted with ad¬ 
vances in the real costs of the manufactured goods 
they purchased. 

Turning to the period from 1929 to 1937, a 
depression period. Mills concluded: ‘The in¬ 
crease of ,24 per cent in output per man hour 
from 1929 to 1937, and the reciprocal drop of 
19 per cent in the productive effort required to 
fabricate a unit of goods, operated chiefly to 
the advantage of producers. Wage earners in 
general, as consumers, gained materially, since 
hourly rates of pay were substantially ad¬ 


vanced, and primary producers other than 
farmers enjoyed lower costs. But cost reductions 
to other consuming groups were negligible.** 

Of possible significance are other figures 
tending to show that in recent years industry 
has fallen far short of utilizing the increasingly 
efficient productive plant of the nation. As Mills 
put it: 

From 1899 to 1914 the potentialities of improved 
techniques were substantially realized. The increase 
in aggregate output was more than twice that in 
productivity. But the potentialities of the far more 
impressive technological gains during 1914-37 were 
not made effective in increased output, in the same 
degree. The notable productivity gains in manu¬ 
facturing industries were not accompanied by cor¬ 
responding advances in the aggregate output of 
manufactured goods. The output of manufactured 
goods in 1937 could have been produced by a 
working force less than 10 per cent larger than 
that of 1914. The actual population available foi 
productive employment was, of course, much 
larger.^® 

Hacker is even more unequivocal in stating 
a similar conclusion. He believes that Ameri¬ 
can capitalism was in a healthy condition as 
long as it remained “industrial capitalism**— 
until about 1900—but that from 1900 on, in- 
dustrial capitalism was gradually supplanted 
by “finance capitalism**—^the dominance of in¬ 
dustry by powerful banks, holding companies, 
and other financial interests. “Finance capital¬ 
ism operated—^through the device of monop¬ 
oly; and monopoly killed the expansive and 
progressive character of free industrial enter¬ 
prise.**^® 

Little, perhaps, can be done about monop¬ 
oly, but its significance in our economic de¬ 
cline is so great that it should be vigorously at¬ 
tacked by every weapon available. In fact, 
Henry C. Simons maintains that every indus¬ 
try which cannot be made effectively competi¬ 
tive should be taken over by the government. 

Not only has monopoly grown more impor¬ 
tant in our economy, but monopolistic compe¬ 
tition has grown even more rapidly. Monopo¬ 
listic competition is much like monopoly in 
many respects, for the monopolistic competi¬ 
tor, like the monopolist, faces a declining aver- 


“ Frederick C. Mills, The Anatomy of Prices, 1890-1940, National Bureau of Economic Research, Bul¬ 
letin 80, p. 11. 

“ Louis Hacker, The Triumph of American Capitalism. 



THE DECLINE OF CAPITALISM 


age revenue curve, and therefore has an in¬ 
ducement to restrict production in order to 
keep prices up. Our economy would work 
much better if monopolistic competitors could 
produce as abundantly and sell as cheaply as 
pure competitors. Many such goods would sell 
for one-half or even one-fifth of the prices reg¬ 
ularly charged. Consumers could buy more, 
and so more could be produced and there 
would be more jobs. Monopolistically compe¬ 
titive prices are generally rigid as well as high, 
which impedes adjustment to lower price lev¬ 
els and so tends to prolong depressions. 

2. Need for price flexibility 

In a vigorous capitalism prices should he 
reasonably, and as nearly as possible equally, 
flexible, because only when there is reasonable 
flexibility can the economic system adjust it¬ 
self to changes in business conditions and price 
levels. There have been many complaints of 
“hardening of the arteries” in business in re¬ 
cent years. Various elements have tended to 
reduce the flexibility of prices. Monopoly has 
become more important, and monopoly prices 
are not flexible. Public utilities, which today 
represent an investment of some 50 billion dol¬ 
lars, including railroads, are vastly more im¬ 
portant than they were even a few decades 
ago; and public utility rates are highly inflex¬ 
ible. More industries, even in those fields in 
which there is little taint of monopoly, maintain 
fairly stable prices today than formerly. There 
are more different industries now than there 
used to be; and with greater investment in fixed 
plant and machinery and consequently higher 
fixed costs, there is a stronger incentive for en¬ 
trepreneurs, even in fairly competitive busi¬ 
nesses, to avoid price cutting, A larger propor¬ 
tion of labor is unionized, and union wages 
change very slowly in response to changing 
economic conditions. The inflexibility in busi¬ 
ness prices is augmented by the inflexibility of 
government prices, which have rapidly in¬ 
creased in number. The government provides 
mainly services, rather Aan goods; but the 
cost of these services, which consists chiefly in 
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the salaries of its employees, changes only 
slowly in response to changing economic con¬ 
ditions. Although the price level declined 
about 42 per cent between 1929 and 1932, the 
salaries of many government employees were 
reduced only 15 per cent, and some were not 
reduced at all. While business was somersault¬ 
ing down to the paralytic level of 1932, gov¬ 
ernment expenses, including relief, were actu¬ 
ally increasing.^^ 

Although there is some evidence to the con¬ 
trary, it is probable that the proportion of rigid 
pncc*s set by big corporate units, public util¬ 
ities, and the government has increased con¬ 
siderably in recent years. In its final report, the 
Temporary National Economic Committee 
stated this conclusion clearly: “One of the pri¬ 
mary causes of our present difficulties lies in 
the disappearance of price competition in many 
industrial fields, particularly in basic manufac¬ 
ture where concentrated economic power is 
most evident—and where rigid prices and fluc¬ 
tuating pay rolls are general.”^* 

Frederick C. Mills reached a similar conclu¬ 
sion a decade or so ago: “Heavy investment in 
overhead, price "'cgulation, monopolistic and 
semi-monopolistic control, trade agreements, 
changed distributive methods, emphasis on 
non-price factors in selling, extensive valoriza¬ 
tion efforts—these and other influences tended 
to render prices a less sensitive agency for the 
transmission of economic intelligence, and to 
make more difficult tliat prompt adaptation of 
individual economic elements to changes in 
other elements which is essential to the work¬ 
ing of a competitive economy.”^® Kreps takes 
the same general point of view, as does also 
McCracken.^ 

3. Need for sound money and price level 

stability 

A stable capitalism calls for sound money 
and a reasonably stable price level. Unsound 
money paralyzes business and creates unem¬ 
ployment, insecurity, and .almost every other 
imaginable economic ill. Hitler and the Nazis 
rose to prominence shortly after the ruinous in- 
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flation of 1923. In every serious price deflation 
in our own history, on the other hand, there 
has been a turn toward radicalism, although 
never very serious. Karl Marx once said that 
one of the most effective ways of undermining 
a capitalist economy was to destroy confidence 
in its money. 

Was unsoui^d money a cause of the Great 
Depression and the undermining of our capi¬ 
talist system? Since the First World War we 
have had tons of gold; in this respect our mon¬ 
etary system is the soundest we have ever had. 
Cold and paper money, however, constitute 
only a small fraction of our total money sup¬ 
ply, for 95 per cent of all payments are made 
by means of bank deposits, and bank deposits 
are a viciously unstable form of money. Bank 
loans, which amounted to over 42 billions in 
1929, had declined to 27.8 billions in 1932 and 
to 22.2 billions in 1933; and this decline was 
accompanied by a proportionate deflation of 
bank deposits, or money. Bank deposits ex¬ 
pand in times of prosperity, and so accentuate 
business booms, and shrink during periods of 
recession, and so intensify depression. Henry 
C. Simons boldly declares: "It is no exaggera¬ 
tion to say that the major proximate factor in 
the present crisis is commercial banking,” with 
its perverse expansion and contraction of the 
money supply. ^‘Capitalism seems to retain re¬ 
markable vitality; but it can hardly survive the 
political rigors of another depression; and 
banking, with the able assistance of monopoly, 
seems certain to give us both bigger and bet¬ 
ter depressions hereafter—^unless the state does 
assume and discharge with some wisdom its 
responsibility for controlling the circulating 
medium.”^^ 

But if fluctuating deposit money is to be 
charged with the undermining of capitalism, it 
will have to be proved that in some way it has 
been a more important element in recent years 
than formerly. The proof is easily found. In 
the first place, although banks have long pro¬ 
vided deposit money through the process of 
lending, the proportion of payments made 
through the xxse of deposits is much greater 
than it used to be. Money, cash, was in much 
more common use even a few decades ago. 
And in the second place, the price level has 
been tied to gold by a longer rope in recent 


years. Various provisions of the Federal Re¬ 
serve Act of 1913 and of subsequent banking 
legislation made possible a greater expansion of 
credit, on the basis of a given amount of gold, 
than had previously been possible. 

4. Need for discrimination in the use of credit 

In a sound capitalist system, credit should 
be used sparingly and with discrimination. This 
is true for several reasons. For one thing, the 
interest payments on debts represent fixed 
charges expressed in dollars which, like sticky 
monopoly prices, do not change with changes 
in the price level; they may be very burden¬ 
some in a time of falling prices, for they ab¬ 
sorb an increasing proportion of the purchas¬ 
ing power which should go to the purchase of 
commodities. If the debts themselves are paid 
when the price level is lower, they similarly 
represent a heavy burden on debtors, one 
which forces a reduction in the purchase of 
consumers* goods. The creditors who receive 
this money may of course buy goods with it, 
but creditors are less likely to do this than 
debtors, for many of them prefer to lend their 
money again. On the other hand, in a period 
of rising prices the use of credit operates in re¬ 
verse, the debtors gaining and the creditors 
losing; and partly because of this, business is 
likely to be good when prices are rising. This 
usually winds up in disaster, however, because 
rising prices, declining burden of debts, and 
prosperity lead to unwise speculation and debt 
accumulation which help to bring a crisis, and 
they make it more severe than it would be if 
the debt burden were lighter. The extensive 
use of credit—^the piling up of debts-—-increases 
the severity of business depressions, and so 
makes the capitalist system work badly. 

There are other reasons why heavy debts in¬ 
terfere with the successful operation of a cap¬ 
italist system. Many debtors lose their prop¬ 
erty, and there is a consequent increase in the 
number of propertyless people who have lower 
incomes and lower standards of living, and 
perhaps also a rankling sense of injustice which 
is likely to give rise to a demand for radical 
legislation which further reduces business con¬ 
fidence and weakens the capitalist system. 
During the Great Depression, 38 per cent of 
the owners of mortgaged homes were behind 


^ Henry G. Simons, A Positive Program for Laissez Faire, Public Policy Pamphlet No. 15, pp. 15,16. 
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in their payments, and a large proportion of 
them lost their homes; total foreclosures be¬ 
tween 1929 and 1936 amounted to nearly 5 
billion dollars. As a result of the widespread 
debtor distress, state and federal mortgage 
moratorium laws were passed, forbidding fore¬ 
closures for from one to three years. Many 
debtors, however, were so heavily involved 
that a moratorium was only a reprieve; more¬ 
over, such laws could hardly be expected to 
brace the confidence of businessmen and en¬ 
courage them to resume operations. In some 
localities the laws of property and contract 
were flouted by farmers who assembled at 
foreclosure sales with gmis and pitchforks to 
prevent them being made. 

Debts, both private and public, increased 
rapidly in the years preceding the Great De¬ 
pression. Farm mortgages in the United States, 
for instance, increased from 3,3 billions in 1910 
to 9.5 billions in 1928. Between 1912 and 
1930, the total of urban real estate debt in¬ 
creased from 7 billions to more than 37 bil¬ 
lions. In the decade 1912 to 1922, the aggre¬ 
gate of private long-term debts increased about 
20 billions, or 64 per cent, and in the next 
eight years it rose by another 33 billions. Such 
debt increases were out of all proportion to the 
increase in national wealth. During the pros¬ 
perous years of the Coolidge administration 
and the first year of Hoover’s term, many peo¬ 
ple, including even some Wall Street financiers, 
came to the conclusion that the United States 
had entered a *‘new era” of sound, unshake- 
able prosperity; and a tremendous wave of 
speculative enthusiasm developed, resulting in 
an accumulation of debts unprecedented in the 
history of the country. The fear of debt, which 
had always characterized wise men since long 
before the time of Benjamin Franklin, seemed 
only an outworn superstition. 

Along with the increase in long-term debts, 
there grew up a heavy burden of installment 
debt. More and more, people who could not 
pay cash bought on the installment plan—au¬ 
tomobiles, tractors, combines, radios, refriger¬ 
ators, life insurance, bonds and stocks, homes, 
anything and everything. The onset of the de¬ 
pression found many unable to make their pay¬ 
ments, and the result was a general collapse of 
the extended fabric of installment credit, with 
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trucks hauling vast quantities of reclaimed 
goods back to the stores. Some of this debt was 
promptly wiped out by repossession, but some 
of it—^building and loan contracts for the pur¬ 
chase of homes, and life insurance contracts, 
for instance—called for payments over many 
years; and some debtors who held these long¬ 
term contracts struggled for years to meet their 
payments, piling up further debts but finally 
losing much or all of their equities 

The student may not be accustomed to 
thinking of life insurance as a purchase on in¬ 
stallments, but it is in some respects. The 
amount of life insurance in force has grown 
with extraordinary rapidity in recent years— 
from 8.6 billion dollars in 1900 to some 110 
billion in 1938. The total premiums paid 
amounted to 4.1 per cent of the national in¬ 
come in 1929, a prosperous year; while three 
years later, in die depth of the depression, they 
amounted to 8.7 per cent of the national in¬ 
come, or more than twice as high. Here is a 
factor of some importance in our economic pa¬ 
ralysis, for these ^ed payments, which during 
a depression are paid in money that is much 
more valuable, foi ce the policyholders to skimp 
drastically in their purchases of consumers* 
goods. 

Private debts are not the only ones that have 
grown rapidly. Federal, state, and local gov¬ 
ernments have piled debts up recklessly. Rob¬ 
ert Doane draws a very somber picture of our 
debt situation: 

We have been talking about the Federal govern¬ 
ment debt only, which is but a part of oiu: total 
governmental agency indebtedness outstanding. 
When we add the debts of state, county, town¬ 
ship, school district, water district, local and mu¬ 
nicipal governments to that of the Federal debt we 
then secure a grand total of what the people owe 
to themselves which represents a sum approximat¬ 
ing that of the combined value of our total farm, 
industrial and commercial man-made produc^ve 
physical assets. And it is these physical assets used 
for the production of all c•^her assets that must 
ultimately meet this debt burden. Further, we will 
rccaU that this government debt rests on top of the 
long-tenn debts already outstanding against these 
same productive Bssets — factor frequently lost 
sight of, and a factor which means that die fufl debt 
burden resting against this national productive 
plant actually exceeds the total full exchange value 
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of that plant—a condition that violates all sound 
economic procedures.** 

When the economic cyclone struck us in 
1929, we had more than 250 billion dollars of 
debts in the United States. This includes all 
kinds of debts. Corporations owed some 47 
billions on bonds; the federal, state, and local 
governments owed 32 billions on tax-exempt 
securities; mortgages on farm and city real 
estate amounted to 40 billions. Life insurance 
companies owed their policyholders some 12 
billions, commercial banks were in debt to 
their depositors 47 billions, while savings 
banks and building and loan associations owed 
an additional 14 billions. The total short-term 
debt owed to banks and non-financial corpora¬ 
tions came to 53 billions. In the next three 
years the price level declined some 42 per cent, 
which meant that the value of the dollars in 


which these debts were stated, and therefore 
the debt burden, rose about 70 per cent. The 
interest payments on the long-term debts 
alone, which in 1929 absorbed 6.3 per cent of 
the national income, called for 12.5 per cent of 
it in 1932. 

The conclusions of the Twentieth Century 
Fund report seem sound: “Our debt difficulties 
were not the sole cause of the great depres¬ 
sion, of course; nor was the depression the sole 
cause of our debt difficulties. But debt con¬ 
tributed to the lack of balance from which the 
depression came; and it was largely the weak¬ 
nesses of our debt structure which made it pos¬ 
sible for the business decline to go to such un¬ 
precedented lengths. . . . The Committee is 
convinced that our economic system would be 
far more healthy if debt financing were used 
less frequently, and that measures should be 
taken to reduce its extent.”^* 


QUESTIONS 

1. What evidence can you give that indicates that the Great Depression persisted not because 
of unwise New Deal policies but because of fundamental wealmess in our economy? , 

2. Criticize some of the New Deal measures as recovery measures. 

3. In what ways did conditions in the United States during the depression resemble those in 
Rome during and after the time of Julius Caesar? 

4. What are the important requirements of economic health in a capitalist economy? To what 
extent did the pioneer community have these conditions? 

5. “Big business must have profits; yet if profits are high, consumers cannot buy all the goods 
that are produced.” Do you agree? Why or why not? 

6. As a result of too much monopoly, according to Thurman Arnold, “hopeless confusion of 
both political and economic policies begins. Political government splits into irreconcilable 
pressure groups, each seeking a larger share in the diminishing national income, each de¬ 
stroying purchasing power in order to maintain artificial prices for itself, while increasing 
numbers of the unorganized and insecure compel the government to provide subsidies and 
relief out of the same diminishing incorn^." Does this seem a fairly accurate picture of the 
operation of our economy before World War II? 

7. "N^y should all prices be as flexible as possible in a capitalist society? Do debts and inter¬ 
est charges represent flexible prices? 

8. In what respects is our money more unsound than it used to be? 

9. How can you account for the vast expansion of debts of all kinds in recent years? 

10. According to Harry Gideonse, “Swollen rates of profit are not the only thing that can over¬ 
load an economic system. It can also be paralyzed by a swollen structure of genuine invest¬ 
ment—^not to speak of ‘water.' An era that is too polite for bankruptcy is depriving itself of 
one of the great virtues of free enterprise, whiem provided for a ruthless elimination of 
those who made errors in anticipating the needs of the market or who did not adjust to 
new procedures with sufficient speed.” Do you think more bankruptcy early in the depres¬ 
sion would have been healthful? 

** Robert Doane, The Anatomy of American Wealth, Harper & Brothers, p. 21. 

Twentieth Century Fund, Debts and Recovery, pp. 253, 254. 
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5. Need for greater equality in wealth and 
income 

Inequalities of wealth and income should 
not be too great, for various reasons, if the 
capitalist system is to be strong and vigorous. 
In the first place, if competition is to be main¬ 
tained, competitors should not be too un¬ 
equally matched in financial resourc*es. Tradi¬ 
tional theory assumes that if businessmen man¬ 
age their affairs badly, young men will rise 
from the ranks and displace them. So they 
may, and so they do to some extent; but it is 
clear that the greater tlie difference in wealth 
between the men in the saddle and those try¬ 
ing to mount, the fewer there will be who can 
join the cavalry. 

In tlie second place, if too much income goes 
to the small group at the top who do not spend 
all their income for goods but save a large pari 
of it, the masses of the people may not have 
enough income to buy the products they need, 
the products that industry must produce if 
there is to be full employment of labor. 

This appears to be the actual situation in tlie 
United States. According to the Brookings In¬ 
stitution, the total savings in 1929 were at 
least 15 billions, nearly all saved by the rich 
and well-to-do; but of this, only 5 billions were 
invested in new capital. The other 10 billions 
—^the "excess savings'*—^were "absorbed, dis¬ 
sipated, in bidding up the prices of outstand¬ 
ing securities/* While the rich thus saved some 
10 billions more than they could invest pro¬ 
ductively, the masses of the people—^the lower 
90 per cent—did not receive enough Income to 


buy the full product of the economy. If the 
masses had received 5 billions more and the 
rich 5 billions less, the rich would still have 
been able to save more than they could invest, 
the masses would have been able to buy more, 
or save more, and the economy would have 
operated better. 

If we are to regard inequality of income as 
a cause of the decline of capitalism, we must 
prove that the inequality is greater than it was 
in the years when capitalism worked satisfac¬ 
torily, or we must show that other conditions 
have changed in such a way as to demand 
greater equality. As to the increase of inequal¬ 
ity, no definite conclusion can be drawn, be¬ 
cause there are no reliable figures that extend 
very far into the past, and even recent figures 
are subject to some error. Furthermore, it is 
not certain just what is meant by an increase 
in the inequality of wealth. There are more 
very rich men today than there were forty or 
fifty years ago, even in proportion to the popu¬ 
lation; while on the other hand there are some 
—soutliern sharecroppers, for instance—^who 
are about as poor as the poorest people were 
a generation ago. In this sense, inequdity may 
be said to have increased. Or the other hand, 
statistical evidence shows that the income of 
the working class in Great Britain has risen 
more than that of the well-to-do classes; and 
there is some evidence that this may also be 
true in the United States. Although cautiot\$ 
in his statement, Taussig believed that this was 
probably true. Pareto found a decrease in in¬ 
equality between 1897 and 1911, but Moul- 
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ton, of the Brookings Institution, believes that 
there has been an increase in the concentra¬ 
tion of wealth. 

But economic conditions have apparently 
changed in such a way as to demand less in¬ 
equality than there used to be. Since the rich 
do most of the saving, it was perhaps not al¬ 
together unfortunate that, when capital was 
still scarce, they received a large proportion of 
the total income. In recent years capital has 
been plentiful and savings have exceeded the 
amounts that the wealthy savers could invest 
profitably, while the masses of consumers have 
not had enough income to buy the commod¬ 
ities that existing capital is capable of produc¬ 
ing. There is some reason to believe that mass 
production calls for mass consumption on a 
scale impossible with the present distribution 
of wealth. Isador Lubin expressed this idea 
very clearly in 1938: 

I think the outstanding thing that everybody will 
accept and agree to is that American industry is 
geared to large-scale production. Because of that 
fact, it must depend upon markets that can con¬ 
sume the output of mass-production methods. 
American industry cannot profitably maintain itself 
from the proceeds of sales to tliat portion of our 
families that has incomes of more than $5000. That 
segment of our population numbers but 794,000 
families and constitutes but 2.7 per cent of the 
total families of the Nation. , . . Nor, indeed, can 
American industry maintain itself on the sales to 
the income group that receives $2500 or more. The 
families in this group comprise less than 13 per 
cent of all our families and in numbers constitute a 
population approximately equal to that of the State 
of New York.^ 

Lubin suggests that an increase of $2.25 a 
day in the income of those who receive $1250 
a year or less would mean a rise of about 
$800,000,000 in expenditures for food; that an 
increase of $2.00 a day for the same class 
would raise expenditures for clothes about 
$416,000,000, for household furnishings and 
equipment $213,000,000, for automobiles and 
oAer forms of transportation $385,000,000, 
for recreation $234,000,000, for medical serv¬ 
ices $208,000,000; that an increase to $1500 a 
year would raise rent expenditures $613,000,- 
000, and fuel, light, and refrigeration expendi¬ 
tures $213,000,000. The total of all these in¬ 
creases is less than the amount that the rich 


save and are unable to invest productively. 

We need not rely entirely on statistical esti¬ 
mates here, for in wartime we can see what 
happens when small incomes rise. During 
World War II, the enhanced incomes of most 
farmers and laborers built up a demand which 
seemed adequate to absorb the full output of 
our industry. In spite of shipments of agricul¬ 
tural products to our allies, we had about nor¬ 
mal peacetime supplies of some of these com¬ 
modities, but we had to ration them to make 
them go round. Our experience during this 
war suggests that the surplus of some agricul¬ 
tural products which has plagued us in recent 
years would melt away if the masses of the 
people had incomes large enough to enable 
them to buy what they really need. 

Not only does too great inequality of income 
prevent the capitalist system from working ef¬ 
fectively, but it results in resentment on the 
part of the low-income groups which may blos¬ 
som into radical legislation of various kinds, 
some of it harmful to the economy. When our 
productive capacity was low, many people had 
to be poor, because the current industrial out¬ 
put was not large enough to provide more than 
a few with luxuries or even comforts. Today 
our industrial plant could provide a fairly de¬ 
cent living for nearly all, and many people 
know it. So we have demands for old-age pen¬ 
sions, "Ham and eggs'" plans, wage legislation, 
social insurance, better homes for the poor, so¬ 
cialized recreation facilities—scores of projects 
that the lower classes two or three generations 
ago never thought of. Some of these are de¬ 
manded as a means of putting the capitalist 
machine into full operation again; some are 
needed and should have been provided long 
ago; but most of them call for public funds, 
and therefore heavier taxes, and some of them 
could hardly fail to make the operation of any 
capitalist system more difiBcult. If capitalism is 
to survive, it must provide a satisfactory liv¬ 
ing to the major portion of the people; and if 
it is to do this, it must be more democratic, in 
wealth and income, than it is now, 

6. Need far individual rather than corporate 
enterprises 

If capitalism is to be stable, business should 
be carried on largely by individual entrepre-^ 


^ Temporaxy National Economic Committee, Hearings, Pt. I, p. 74. 
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neurs. One reason for the decline of capitalism 
is undoubtedly the fact that so much of the na¬ 
tion's business has been taken over by large 
corporations. Some big business that is highly 
productive of goods, even if often unable to 
maintain full production, would be impossible, 
it is true, in the absence of corporate organiza¬ 
tion. No individual, except possibly a Ford or 
a Chrysler, could build such a concern as Gen¬ 
eral Motors, General Electric, American Tele¬ 
phone and Telegraph, or any of our major rail¬ 
road systems. Nevertheless, the corporate form 
is inconsistent with the assumptions of capital¬ 
ism and has created many evils; we have al¬ 
ready considered these evils in tlie chapter on 
business organization. In the present connec¬ 
tion, however, the most important one lies in 
the fact that the corporate foim has unques¬ 
tionably increased the amount of monopoly 
through the increase in the size of business 
units and the decrease in their number, and 
through the facilities it affords for interlocking 
directorates, interlocking stock ownership, 
holding companies, patent-owning companies, 
and various other intercorporate devices. 
Through these various means the world of big 
business is bound up in intricate webs of con¬ 
trol that make a mockery of the theories of 
competition and the ideal of rugged individ¬ 
ualism. As President F. D. Roosevelt once said: 
“Private enterprise is ceasing to be free enter¬ 
prise and is becoming a cluster of private col- 
lectivisms; masking itself as a system of free 
enterprise after the American model, it is in 
fact becoming a concealed cartel system after 
the European model."^ 

Individualism is an essential element in a 
capitalist system, and the concept of rugged 
individualism dies a slow and lingering death. 
Ceaselessly the defenders of the status quo lift 
clarion voices in defense of this precious es¬ 
sence of American life, utterly oblivious of the 
fact that individualism has little place in the 
corporate world of today and dominates only 
the dwindling areas of fanning, individual re¬ 
tailing, and the service industeies, where it is 
no longer rugged but on the contrary gener¬ 
ally anemic. A hundred years ago the vast ma¬ 
jority of the people were farmers and mer¬ 
chants, farmers greatly outnumbering all other 
classes; and fanners were individualistic in 
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their economic life as well as in their philoso¬ 
phy. They did nearly everything for them¬ 
selves, relied on their own efforts except in the 
few cases when they cooperated with their 
neighbors, and seldom even came into contact 
with the corporate segment of the economy. 
They were the stuff of which to build an indi¬ 
vidualistic capitalist society. 

How this has changed! Even the farmer is 
caught in the web of corporate and organized 
business. His house may be built by a con¬ 
tractor, using organized labor and monopolized 
materials. His farm, which may be owned by 
the banker oi an insurance company or plas¬ 
tered with a mortgage, he cultivates with com¬ 
plicated <md expensive machinery made by the 
fann implement monopoly and propelled by 
gasoline or kerosene bought from an integrated 
corporate oil company. He sells his grain to 
the local elevator, which may be a unit in a 
corporate chain, and his livestock to one of the 
“Big Four” packers in a distant city. With the 
cash he receives for them and for his eggs and 
butlerfat, he buys flour made by a giant mill¬ 
ing corporation perhaps hundreds of miles 
away; he may buy his butter, cheese, and meat 
from the local A & P store, which is supplied 
by one of the big packing corporations in the 
nearest big city; he buys bread made by a big 
baking corporation, cereal foods from Battle 
Creek, fruit canned by a canning corporation, 
and Sunkist oranges sold by the great Califor¬ 
nia Fruit Growers' Exchange. He still depends 
on his owi. well for water, but his light may 
come from the local light monopoly or from 
the Rural Electrification Administration. If he 
manages to save a little money, he may invest 
in land or a mortgage, or he may buy govern¬ 
ment or corporation bonds from some bond 
house. If he is a good Christian he may still go 
to the nearby church; as for recreation, he and 
his family are likely to find it largely at the 
movies or around the radio. The farmer is still 
individualistic in his philosopny, but his eco¬ 
nomic life is subject to the impact of corporate 
power at a hundred points, and he preserves 
his individualism only to a limited extent, and 
at heavy financial cost. 

Today, however, less than 25 per cent of our 
people are farmers. The city man is the typi¬ 
cal man, and even less than today’s farmer is 


® Temporary National Economic Committee, Monogfuph No, 21, p. 259. 
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he an individualist^ for he is likely to be an em¬ 
ployee of some big corporation and a member 
of a labor union; if an individual businessman, 
he probably belongs to some powerful trade 
association. The businessman talks individual¬ 
ism, but he depends on organization to further 
his business interests. Corporate and organized 
business has largely destroyed the economic ba¬ 
sis of the philosophy of rugged individualism. 

It would be practically impossible to elimi¬ 
nate all our corporations, but giant combina¬ 
tions must be broken up if we are to restore 
competitive capitalism. Discussing the problem 
of reviving capitalism, Henry C. Simons de¬ 
clares categorically: “As a main feature of the 
program, there must be a complete *new deaf 
with respect to the private corporation. As 
many writers have pointed out, the corpora¬ 
tion is simply running away with our economic 
(and political) system—^by virtue merely of an 
absurd carelessness and extravagance on the 
part of the states in granting powers to these 
legal creatures.”"^ As a practical program he 
offers various proposals, among them the fol¬ 
lowing: 

1. Federal instead of state charters for all 
corporations. 

2. Prohibition of any corporation owning 
stock in another corporation (holding 
companies). 

3. Limitations on the amount of property 
that may be owmed by any corpora¬ 
tion, to prevent monopoly. 

4. Severe limitation on tlie number of 
kinds of securities that may be issued 
by any corporation. 

5. Prohibition of interlocking directorates. 

7. Ne«d for physical expansion 

An important characteristic of capitalism, as 
we have noted, is its expansiveness. It appears 
to have thrived best in a physically expanding 
economy, such as that of the United States— 
and to some extent much of the rest of the 
world—during the eighteenth and nineteenth 
centuries. During this period, millions of peo¬ 
ple were leaving the congested areas of Eu¬ 
rope and Asia and the eastern centers of the 
Uxuted States, and were moving to free or 
cheap lands in Australia, New Zealand, and 


the Americas. This steady migration provided 
a market for the goods and capital made avail¬ 
able by the manufacturing and financial sec¬ 
tions of the world, a possible escape for labor¬ 
ers oppressed by their employers, a safety valve 
for stresses and strains that might have devel¬ 
oped in a confined economy. Labor problems 
could scarcely become critical in the United 
States as long as laborers could take up free 
homesteads in the West; and, as we have seen, 
conditions in the frontier communities were al¬ 
most ideal for the satisfactory functioning of 
capitalism. When people could “go west,*’ they 
did not fight for opportunities at home; there 
were plenty of jobs, on the frontier if not else¬ 
where, so jobs and opportunities were not 
worth fighting over. Incidentally, some of the 
lower-middle-class ne’er-do-wells, the class that 
embraced Fascism in Europe and is scheming 
for it now in the United States, were to be 
found on the frontier a few generations ago, 
but they presented no serious social menace. 

A considerable number of economists stress 
the disappearance of the frontier as a reason 
for the decline of capitalism. Frank Knight has 
thus explained not only the decline of capital¬ 
ism but the drift away from individualism and 
political democracy: 

From the vantage point of the present, we can 
see that only a remarkable accidental and inher¬ 
ently temporary set of conditions made it possible, 
for a time, for such a “free"” social system—private 
initiative in economic life and governmenl through 
representative institutions—^to seem to work, or 
seem to have the capacity of solving the problem 
of combining liberty with order. Democracy, such 
as it was, was possible only in so far as there were 
no vital political problems, no serious differences of 
opinion or conflicts of interest. . . . 

The conditions under which free government 
was possible, meaning under which there were no 
serious political issues, were an incident of the 
“frontier.” Tlie geographical discoveries and tech¬ 
nical inventions of the seventeenth and eighteenth 
centuries relieved social and economic pressures in 
the countries of Western Europe. With an essen¬ 
tially unlimited domain awaiting economic con¬ 
quest, life ceased to be seriously competitive for 
individuals. A practically unbounded sphere of to-' 
tion and of self-aggrandizement was open for any 
and all with sufficient energy and ambition to count 
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seriously in social or political affairs. Such a world 
could be individualistic, and would naturally tend 
toward individuaUsm—awhile the situation contin¬ 
ued. It did so, and experienced a brief period of 
"freedom,” a literal "withering away of the state.” 
But with the filling up of the world and the pas!?ing 
of frontier conditions, requirements would revert to 
older norms of stability through discipline ^ 

Imperialist expansion, which in the eight¬ 
eenth and nineteenth centuries afforded an 
outlet for goods and capital, and to some ex¬ 
tent for populations, and provided needed raw 
materials, ’s no longer the rosy business that it 
once wds, not merely because there are no 
more colonies to be appropriated and devel¬ 
oped and exploited, but because most colonies 
are not doing very well for the proprietor 
cotmtries or for themselves. Most of them pro¬ 
duce agricultural products and mineral raw 
materials—^tea, cocoa, sugar, bananas, coffee, 
cotton, oranges, grapefruit, and palm oil, and 
tin, copper, petroleum, gold, and phosphates; 
and before the Second World War there was 
a serious world surplus and an excess of pro¬ 
ductive capacity in most of these products. 
While productive capacity rose and prices de¬ 
clined, the population of many colonies rose 
rapidly because of improvements in hygiene 
and medical services. The result is that many 
of the colonies, like producers of agricultural 
products and raw materials everywhere, have 
fallen into economic distress, and the returns 
from investments in these areas have declined. 
It is partly because of this that international 
restriction schemes were adopted to control 
the production of rubber, tea, sugar, tin, and 
copper, somewhat as Brazil resorted to burn¬ 
ing coffee and as the United States restricted 
agricultural production under the AAA, 

The policy of imperialism—^the "colony busi¬ 
ness,” in short—^has not done well in recent 
years. Colonies have not served so well as out¬ 
lets for capital, because the capital already in¬ 
vested was adequate to produce a greater out¬ 
put than could be sold at remunerative prices. 
With their people in economic distress, the 
colonies have not met expectations as markets 
for surplus goods. As sources of raw materials, 
however, they have done increasingly well, 


but here the proprietor countries have had no 
important advantage, since most such colonial 
products were sold to all buyers without re¬ 
striction. Imperialism, one of the most charac¬ 
teristic aspects of capitalism, has, like capitalism 
itself, been in a state of general decadence.* 

Somewhat analogous to the passing of the 
frontier as an explanation of the decline of 
capitalism is the decline in the rate of popula¬ 
tion increase. Some able economists, notably 
Hansen, believe that our rapid growth in num¬ 
bers was a major factor in maintaining our 
rapid economic progress; that the restriction of 
immigration and the rapid decline in our birth 
rate have checked any increase in demand for 
iiich basic things as food, clothing, and shel¬ 
ter, whereas the productive capacity of our 
machines has risen at a rate unabated or in¬ 
creasing; and that as a result there is an inade¬ 
quate demand for the goods that must be pro¬ 
duced if we are to keep labor fully employed. 

Lawrence Dennis holds much the same 
opinion: "Population growth has been taken 
for granted in the democracies as a constant 
factor. It has not been given much thought for 
the simple reason that it has never been a 
problem. On the contrary, it has been the so¬ 
lution of most of the problems of capitalism. 
But it was a solution which no one had ever 
had to think out or work out. It was an ap¬ 
parently automatic solution which Mother Na¬ 
ture provided for capitalist problems like de¬ 
pressions and public debts. It always made 
good the excesses of business optimism and 
public spending and borrowing for wars. It 
made capitalism and democracy virtually fool 
proof.” Dennis points out that the debts in¬ 
curred in the Revolutionary War, the War of 
1812, and the Civil War were paid easily be¬ 
cause our population and our wealth increased 
at a very rapid rate, and so reduced the relative 
debt burden.* 

In what ways did the increase in population 
characteristic of the eighteenth and nineteenth 
centuries help to make the capitalist system 
operate successfully, according to this view? 
In the first place, a growing population gave 
businessmen confidence in the future. As Han¬ 
sen has said: "This one central fact of growth 


* Prank Knight, in University of Toronto Quarterly, July, 19M. pp. 413^14. 

* See H. D. Henderson, Colonies and Raw Materials, Pamphlets on World Affairs No. 7. 
® Lawr^e Dennis. The Dynamics of War and Revolution, pp. 88, 89. 
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and expansion dominated the whole of eco¬ 
nomic life. It minimized the risk of new 
ventures. If optimism had carried railroad build¬ 
ing too far at the moment^ if a city had tempo¬ 
rarily overbuilt^ the damage was short-lived. 
Expansion and growth soon made good the er¬ 
ror. Business men could look far into the fu¬ 
ture with gigantic plants, with anticipatory 
capital outlays, investment plans which had no 
relation to the present, and which were based 
upon the expectation of growth and expan¬ 
sion.^ 

Growth in population helped, not only by 
taking up the slack in case of overoptimism 
and so giving businessmen confidence, but 
also, according to Hansen, by creating a grow¬ 
ing demand for goods. This theory should, 
however, be supplemented by the theory of 
monopolistic price fixing and restriction of 
production. The people now want all the 
goods that can be produced, and more, just as 
diey would if the population were growing 
rapidly; and in a properly functioning compe¬ 
titive economy they would be able to buy 
them. If they cannot buy them it must be be¬ 
cause their incomes are not high enough to 
enable them to buy at the prices fixed. This is 
the situation we should expect in an economy 
dominated largely by monopoly and monopo¬ 
listic competition; but it would not be funda¬ 
mentally different if the population were grow¬ 
ing.® 

Lawrence Dennis sees another function of 
population growth. He argues ingeniously and 
plausibly that capitalism works better when 
the population is growing because this creates 
'‘a perpetual scarcity of bare necessities, so 
necessary for a healthy capitalism or social¬ 
ism.” (Why he includes socialism we need not 
consider.) Only in a scarcity economy is it pos¬ 
sible to keep labor docile and obedient. Den¬ 
nis goes on to say: 

Those naive neo-liberals who would solve the 
problems of the hour by stabilizing abundance have 
not learned that order is the first requisite of society, 
that order requires discipline, that discipline re¬ 
quires need and that ne^ requires scarcity. For 
maintaining the necessary degree of scarcity a more 
humane way than unemployment or war would be 


perpetual pyramid building and peaceful squirrel- 
cage social activities imposed from above by a 
planning and coordinating will. In the absence of a 
dynamic scarcity, such activities are not self-gen¬ 
erating among the masses. A dynamic society is one 
in which there is not enough food to allow the rul¬ 
ing classes to keep several millions unemployed on 
a relief roll. But unemployment and war, in lieu of 
large families, are obviously the course of least re¬ 
sistance."** 

In yet another sense we find business enter¬ 
prise "cabin’d, cribbed, confined, bound in to 
saucy doubts and fears.” A capitalist society, 
based as it is on the profit motive and on the 
assumption of individual enterprise, must of¬ 
fer opportunities for individual enterprise. 
This it no longer does as it once did. Once 
there was free or cheap land, farm implements 
were inexpensive, and the farmer could at 
least expect a gradual rise in the value of his 
land, even though he earned only a modest in¬ 
come as a farmer. Today good land is expen¬ 
sive, implements are expensive, and the road 
to farm ownership, through tenancy and mort¬ 
gaged ownership, is a rough road that not 
many are able to cover successfully; and at 
best the road leads only to the relatively poor 
and no longer hopeful life of a farmer. Indi¬ 
vidual retailing, in competition with the great 
retail chains and mail-order houses, offers a 
life of "double toil and trouble,” with little 
prospect of profit. The small service businesses 
are overcrowded and on the whole unprofit¬ 
able. Small banks, once the dream of local fi¬ 
nancial prepotence for ambitious men, are on 
the retreat before the advance of bigger bank¬ 
ing units, and offer no bright future. The ca¬ 
reers that were once typical of a hopeful indi¬ 
vidualist economy are no longer open, as a 
general rule. Only in the realm of corporate 
business is there much chance of rising; and in 
the big corporation the strong young man is 
merely a cog in a great machine, not the en¬ 
trepreneur of capit^st economic theory. 

8. Need for stability in international relations 
and freedom in international trade 

The ideal conditions for the operation of a 
capitalist system include freedom and stabil- 


7 Tempora:^ National Economic Cominittee, Hearings, Ft. 9, p. 3504. 

* See Harold G. Moulton, Income and Economic Progress, pp. 68-71. 

* Lawrence Dennis, The Dynamics of War and BawmHon, pp. 94, 95. 
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ity in international economic relations. This is 
highly important, because capitalism is 
strongly international in character, and inter¬ 
national relationships with respect to trade, 
exchange, money, banking, war, and peace 
have powerful impacts on the economies of 
the different nations. From our study of for¬ 
eign trade and tariffs we can see how the 
higher tariffs of Germany and England caused 
distress to the economies of Denmark and Ja¬ 
pan; how dislocated exchanges or unwise mon¬ 
etary policies in any one country may have 
world-wide economic effects; how a bank fail¬ 
ure in New York or Vienna may sound taps 
for an era of prosperity in every capitalist 
country. Depressions are seldom confined to 
one- country, and the great depressions begin¬ 
ning in 1873 and 1929 affected almost tlit ^^n- 
tire capitalist world. Capitalism is interna¬ 
tional in its very essence. Even our capitalist 
monopolies tend increasingly to be world-wide 
in scope. 

High tariffs have had a great deal to do with 
the world s troubles since the First World War. 
Although nearly every country had its tariff 
before the war, few of the tariffs were pro¬ 
hibitively high, and international trade was 
growing. During the war, which was largely 
a trade war, the belligerents on both sides 
brought trade under the strictest supervision, 
usually for the purpose of increasing imports 
and reducing exports, because most of the 
countries were in desperate need of many 
kinds of goods. After the war, the world 
needed a revival of international trade as never 
before, to regain former markets, rebuild shat¬ 
tered industries, restore severed economic rela¬ 
tionships, feed and clothe the hungry, and heal 
the wounds of war. 

The restoration of the physical plants, in¬ 
cluding those of the belligerents, was largely 
completed within a few years after the end of 
the war; but business lagged because economic 
connections on which the operations of farms 
and factories depended, connections broken 
during the war, could not be restored, partly 
because of rising tariffs. During Harding's ad¬ 
ministration we began to raise our tariff duties 
again; Germany and France, whose wartime 
industries had been developed on a vast scale 
and whose agriculture was accustomed to very 
high food prices, inaugurated a system of 
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highly protective duties^ Under the Bolshevik 
regime, Russia instituted a state monopoly of 
all foreign trade; a number of the small states 
created by the Versailles Treaty—Czechoslo¬ 
vakia, Poland, Hungary, Jugoslavia, and oth¬ 
ers even smaller—^promptly availed themselves 
of the privilege of strangling themselves by 
raising their tariffs; and finally in 1931 Great 
Britain, for nearly a century the great free- 
trade nation of the world, turned to a protec¬ 
tionist policy. Added to the demoralization of 
trade restrictions, there was the crushing bur¬ 
den of war debts, the irritating problems of 
the debts owed to the United States and the 
reparations imposed on Germany. Europe was 
in a ferment much of the time after the First 
World War. 

European war debts, owed largely to the 
United States, played a sinister part in pro¬ 
moting international ill will and reducing 
trade, largely because we did not adopt the 
liberal trade policy appropriate to our new 
status as a creditor nation. At the end of the 
First World War the United States found her-^ 
self a creditor nation to the extent of more 
than 10 billion dollars owed her by other na¬ 
tions; the annual interest payments amounted 
to several hundred millions a year. If we had 
adopted a free-trade policy, as Great Britain 
had done earlier under similar circumstances, 
or even a liberal policy, some of the interest 
payments might have been made—^in goods, 
of course, since international trade in the long 
run must be largely in goods—with resulting 
stimulus to trade and to international good 
will. Or if we had canceled and forgotten the 
debts and had been willing to reduce our tar¬ 
iff enough to permit trade to revive, we might 
have helped to bring about a revival of world 
trade and prosperity. Ignoring both of these 
alternatives, however, and following the stu¬ 
pidest possible policy, our country insisted 
that the debts be paid, but refused to accept 
the goods in which payment had to be made. 

It should not be assumed that high tariffs 
have been the basic cause of the collapse of 
capitalism, or that their relation to this break¬ 
down represents a simple case of cause and 
effect. Tariffs have played a fairly important 
part without doubt, but they were themselves 
in turn, to some extent, the results of the stag¬ 
nation of business in the various countries. 
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Here, as often in economics, we have a case of 
the interaction of econcunic forces, with busi¬ 
ness paralysis leading die people to demand 
more tariff toddy, which makes them feel 
worse and demand still more. 

If international economic relations are to be 
free and stable, there must be a stable and 
satisfactory means of making international 
payments. International exchange is a system 
of delicate balance which can be thrown out 
of kilter by monetary tinkering on the part of 
any of the important countries. As we saw in 
the chapter on international trade and ex¬ 
change, for more than a century gold or silver, 
or both, served as currencies throughout the 
world for the settlement of international obli¬ 
gations. From the seventies to the outbreak of 
die First World War gold alone was used al¬ 
most everywhere; it was the means of making 
international payments, of keeping prices in 
the different countries at such relative levels 
that trade could be carried on and payments 
xx>uld be made. During World War I, how¬ 
ever, this situation changed. Mjiny countries 
discarded gold, and in the postwar years Ger¬ 
many and Russia went through a devastating 
inflation. For a while it appeared, neverthe¬ 
less, that the world might get back to the gold 
standard. Britain returned to it in 1925, but 
maintaining it proved a serious handicap to 
exporters, and she was obliged to suspend it 
in 1931. Even before this several countries had 
gone off the gold standard, and when Britain 
did so, her action had world-wide influence, 
tor she was the world s largest free market for 
goods, and London was one of the two great¬ 
est financial centers. Within a few days the 
Scandinavian countries followed her lead, and 
two or three years later almost every impor¬ 
tant country in the world had abandoned the 
gold standard actually, if not by definite legis¬ 
lation. During this period and for some years 
afterward, various countries, including the 
United States, experimented with their cur¬ 
rencies with the purpose of raising prices or 
stimulating exports, but with little considera¬ 
tion of the effects on the rest of the world. 

Abandonment of the international gold 
standard and disruption of the exchange were 
not simply causes of the decline of capitalism. 
They were rather merely aspects of it, for they 
themselves were the result of other factors. 


particularly the world-wide decline in prices, 
the paralysis of industry, and heavy indebted¬ 
ness everywhere. As G. D. H, Cole suggests, 
the abandonment of the gold standard was in¬ 
evitable and necessary under the conditions 
that existed in 1931. It is unfortunate, how¬ 
ever, that the shift was not made through some 
sort of international agreement, for this might 
have avoided much of the disruption of ti'ade 
and exchange that resulted from the conflict¬ 
ing monetary policies pursued by the nations 
acting separately. International economic rela¬ 
tionships can never be stable or satisfactory 
until monetary policies are determined by in¬ 
ternational agreement. 

International relations must be stable in yet 
another sense if capitalism is to be maintained 
in full vigor. There must be peace. Capitalism 
is a system of delicate balance which may be 
upset by war. Although it survived such lim¬ 
ited wars as our Civil War and the Franco- 
Pnissian War, there is no doubt that the First 
World War gravely weakened it throughout 
the world, through dislocation of trade, mar¬ 
kets, and currencies, and through the unman¬ 
ageable debts created by the war. Or, as Sir 
Arthur Salter suggests, perhaps the war "re¬ 
duced the world's resistance to older weak¬ 
nesses and hastened their fatal consequences.” 
Russian communism was the first offspring of 
that war; Mussolini and Hitler emerged from 
the disorder and distress of later years; and 
there is reason to fear tliat capitalism has been 
further weakened by the Second World War. 
Machine technology has tied the world into 
such a tight economic knot that the wars of the 
future are likely to be “world” wars like the 
last two, and their consequences will be grave. 

Already there is considerable evidence that 
many countries are even now moving away 
from capitalism toward socialism or Fascism. 
The middle classes in some of the occupied 
countries of Europe, the classes which have in 
the past been the bulwark of capitalism, were 
ruined by the German occupation. Wealth was 
destroyed, the delicate connections of capital¬ 
ist business were broken, and many people are 
hungry, discontented, and thoroughly disillu¬ 
sioned. They know that many of their own 
business leaders and aristocrats were sympa¬ 
thetic toward German Fascism; and they are 
unlikely to want to reestablish the sort of cap- 
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italist system under which ihey were so be¬ 
trayed. In short, many of the European peo¬ 
ples are demanding moderate socialism and in 
some cases communism; and to prevent this, 
business oligarchs, with army support, are 
likely to try to impose Fascist regimes again, 
and they may succeed. The outlook for demo¬ 
cratic capitalism in Europe, as in many other 
parts of the world, is not bright. 

9. Need for minimum intervention by the 

government 

One causv of the decline of capitalism has 
been unvwse government policies; for if capi¬ 
talism is to operate successfully, the govern¬ 
ment should not intervene in such a way as to 
discourage individual enterprise or interfere 
with necessary economic adjustments. 

It is not true, as some conservatives appear 
to believe, that all government intervention 
tends to undermine capitalism. Public educa¬ 
tion, once opposed by many of the rich and 
well-to-do on the ground that it would impose 
too heavy a burden on income and property, 
has contributed a little, if not very much, to 
the development of such public intelligence as 
is necessary to the operation of a capitalist 
democracy, although in some communities the 
cost of the public school system has raised 
taxes to a level that is extremely burdensome 
on property owners. Pure food laws and simi¬ 
lar legislation to protect consumers from dele¬ 
terious and inferior products do not discour¬ 
age business in general, but merely raise the 
standards of competition. More of such legis¬ 
lation, if wisely drawn and administered—for 
example, government-enforced standardiza¬ 
tion and grading of such products as milk, ice 
cream, canned goods, some kinds of cloth, and 
other products with which this can be done 
accurately—^would make the capitalist system 
work better and would raise the standard of 
living greatly. This is also true of labor legis¬ 
lation establishing standards of safety, sanita¬ 
tion, and health in factories, and governing 
workmen’s compensation, child labor, women’s 
labor, and many other conditions in industry. 
Such laws apply equally to all employers in a 
given industry; and therefore, unless they are 
more drastic than they have been in the past 
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in the United States, they do not greatly dis¬ 
courage enterprise, but only raise the plane of 
business competition. Regulation of utilities 
does not reduce the efficiency of capitalism 
but is an essential government function where 
the utilities are privately owned. Suppression 
of monopoly by every means possible is essen¬ 
tial if the competitive conditions required in a 
capitalist society are to be maintained. It is 
also possible that if all large corporations were 
subject to more careful supervision our eco¬ 
nomic system would work better. Government 
encouragement of terracing and soil conserva¬ 
tion is likewise beneficial, for no economic sys¬ 
tem can operate with great success if its farm¬ 
ers work on ruined land. The example of 
Sweden, whose government assumes more 
functions than ours does and where capitalism 
works better than in this country, proves that 
a government can exercise many functions and 
yet preserve a successful capitalism if it is wise 
in choosing the forms of intervention. 

As for public relief for the poor and unfor¬ 
tunate, it is difficult to draw a simple conclu¬ 
sion. The Webbs insist that all the various 
means by which the government has protected 
the poor from the “whip of starvation” have 
encouraged idleness and undermined capital¬ 
ism. “It will be said here, and said very co¬ 
gently, that democracy may say what it pleases 
and vote how it pleases, but that any system 
under which a large section of the population 
can obtain maintenance for themselves and 
their families without being required to ac¬ 
cept work at such jobs and at such wages as 
are actually obtainable then and there, must 
lead to national bankruptcy; and that if it be 
an objection to the capitalist system diat it en¬ 
ables thousands of the population to live in 
idleness, a system which enables millions to live 
in idleness is in that respect an intolerable ag¬ 
gravation of the evil.”^° This was written, let 
it be noted, not by a hard-boiled businessman 
or a conservative economist, but by socialists, 
in 1923. 

John Strachey, another socialist, is quite as 
unequivocal in his opinion that capitalism de¬ 
mands the abolition of most forms of “social 
services” for the poor, and the destruction of 
labor unions or &eir reduction to impotence 
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in order to restore a free competitive labor 
market. If we are to return to the '*free mar¬ 
ket” of competitive capitalism, he suggests as 
necessary the ‘reversal of the whole tendency 
toward the establishment of social services, 
. . « for social services and static wage rates 
are progressively ‘freezing' one of the most im¬ 
portant variables of the market [wages] into a 
disastrous immobility 

This is harsh but undoubtedly logical, for it 
reverts to the conditions which obtained when 
capitalism was in its vigorous youth. As a prac¬ 
tical program, however, it can be of little per¬ 
tinence for the world of today. As long as la¬ 
borers and people with small incomes have 
votes they will vote for generous relief provi¬ 
sions and social services, as will also a consid¬ 
erable proportion of the middle and upper 
classes; and even if a dictatorship in this coun¬ 
try took the votes from the lower classes, it 
would doubtless have to provide a minimum 
of subsistence and security for the poor. The 
Fascist states, which were established partly 
for the purpose of destroying labor unions, 
were obliged to do this. In the present world, 
denial of relief and help to the really needy 
might well result in the creation of a rebel¬ 
lious class who would present a threat to po¬ 
litical stability. 

It is often asserted that tlie New Deals gen¬ 
erous relief policy caused many people to lose 
stamina and character, and the industry, thrift, 
self-reliance, and hardihood necessary to the 
operation of a capitalist system. 

It is doubtful, however, if the character of 
the people has changed very much, for such 
changes as we see are in large measure due to 
changes in economic conditions. Some people 
are more finicky than they once were about 
the kind of work they will do; they are less 
willing to skimp and save and suffer hardships 
and deprivation to keep off the charity rolls, 
and more willing to accept or demand public 
assistance; but this is inevitable under present- 
day conditions. If during a depression and a 
period of vsddespread unemployment some of 
the unemployed are unwilling to do just any 
heavy or disagreeable work they can &d, this 
does not necessarily signify a decline in peo- 
fles industriousness, for today more people 


are educated and trained for specialized types 
of work, and turning to the lower grades of 
work might represent a great sacrifice. 

If there appears to be a decline in the will¬ 
ingness of poor people to prepare for a rainy 
day, we must remember that there are more 
enticing tilings to buy today, and more skilled 
advertisers and salesmen trying to wean the 
weak-willed away from the ideal of thrift. 
Doubtless automobiles have done their part 
here, in the first place because to many Ameri¬ 
cans they are the greatest of all goods, the ab¬ 
solute essential of civilized existence, but at 
the same time too expensive for most of those 
who buy them; and in the second place, be¬ 
cause they have increased the mobility of the 
people and enabled them to see, and therefore 
want, luxuries that they once knew little about. 
The movies, with their scenes laid in wealthy 
homes and their display of period furniture, 
gorgeous gowns, regal parties, and expensively 
arrayed forms of wickedness, have likewise 
made it hard for some people to save, have 
tended to increase their "propensity to con¬ 
sume.” Furthermore, the safe investment of 
savings is more difficult than it once was. At 
one time the farmer, in a predominantly rural 
economy, usually put his savings into land or 
a mortgage on land, generally a safe and prof¬ 
itable investment; but today, in our more com¬ 
plicated economy, the problem of investing 
savings wisely is beyond the understanding of 
any but the vvdsest and shrewdest men. 

The common complaint that the people have 
grown "soft,” that they have lost the hardihood 
of earlier years, need not detain us long. Of 
course people are not willing to live as poorly 
as they once did in order to stay off the relief 
rolls. It was no serious hardship to live mea- 
gerly when almost everyone did so. The pio¬ 
neers did not complain because they lived in 
sod houses, for everyone else did; they did not 
feel it a great hardship to go barefoot when 
most of the people in the neighborhood went 
barefoot; but it would be a great hardship, in 
our present era of relative plenty, to live in a 
sod house and go without shoes. Not only 
would such hardship seem worse now, it 
would seem less necessary. Rather than sub¬ 
mit to it, some people upon the goverxir 
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ment for aid, and they cannot be blamed much 
for doing so. People today are doubtless about 
the same as they have always been, but con* 
ditions are difiFerent. 

Somewhat the same thing holds true of the 
alleged decline in self-reliance. People are as 
anxious to stand on their own feet as they ever 
were; but it is more difBcult than it once was, 
at least in a period of depression and heavy 
unemployment. In fhe simple economy of a 
few decades ago, when a large proportion of 
the people lived on farms and in small towns, 
it was easier for an unemployed man to find 
some sort of work to tide him over, chores and 
odd jobs which brought in enough to live on. 
In the complicated, integrated economy of to¬ 
day, with its hundreds of thousands of labor¬ 
ers in the great urban centers, obviously this 
is not so easy. There are not odd jobs for so 
many laborers when a business recession 
strikes; hence some are obliged to seek gov¬ 
ernment relief after their own meager savings 
are exhausted. 

There is, however, a growing "softness” in 
one sense: people have more sensitive social 
consciences than they once had, and are less 
indifferent to the hardships of the unfortunate 
and unsuccessful. There has always been a 
small proportion of people who were able to 
eke out only a meager or miserable living by 
picking up bits of work here and there or do¬ 
ing the meanest, dirtiest, and worst-paid jobs, 
worried and insecure, and often too hopeless 
even to worry. They could be seen in the poor 
sections of every large town or city. The more 
fortunate classes knew little about them, and 
were little concerned. Today their plight has 
been made public by social workers and jour¬ 
nalists; and the more fortunate classes, them¬ 
selves more comfortable than formerly, more 
conscious of the fact that poverty is due mainly 
to social causes rather than to individual shift¬ 
lessness, and more alive to the social dangers 
of having any such submerged class, have ex¬ 
tended relief and help in various ways. This 
help has enabled some unfortunates to get onto 
their feet and rise up out of poverty, but it 
has pauperized those who find it not so bad to 
let a relief card rather than hard work support 
them. Moreover, this help increases the taxes 
paid by those who can and do work, and tends 
to wet^en the incentive for work and thrift on 
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the part of others. There is no doubt that the 
relief policy of the New Dealers has pauper¬ 
ized some of the poorest people, often because 
there was no careful investigation of cases. In 
some cases self-supporting laborers and farmers 
have had to live more meagerly than those on 
relief, and certainly this does not encourage the 
industry and thrift on which capitalism de¬ 
pends. 

To return to the problem of government in¬ 
tervention, even outright government owner¬ 
ship in some economic fields may help to pre¬ 
serve capitalism. Government ownership of 
forests, parks, coal and oil reserves, and other 
natural resources restricts the field of private 
enterprise, but it makes the capitalist system 
operate more satisfactorily because it reduces 
the amount of monopoly and conserves the re¬ 
sources needed in our economy. 

Yet government intervention does in some 
cases discourage private enterprise. Taxes have 
recently been raised to a level where some of 
them are almost confiscatory. Taxes on some 
of the railroads are so high as to confiscate most 
or all of the earnings; in fact, some railroads 
have become mere tax-gathering agencies for 
the government, for they pay no dividends to 
their stockholders, yet in some localities, pay 
as much as half the local taxes. A considerable 
number of corporations pay more in taxes than 
in dividends, which means that the govern¬ 
ment takes more than half tlie net earnings. 
Property taxes in some towns and cities absorb 
most, and in some cases all, the net rent. In¬ 
come and inheritance taxes were probably not 
heavy enough before the war to discourage 
business enterprise much, except in the invest¬ 
ment of “venture capital,” in new and risky 
enterprises. To be attractive, such enterprises 
must offer a chance of high profits to balance 
the possibility of heavy losses; but when the 
government confiscates much of such profits 
as are made, such ventures become unattractive 
to businessmen. If the fantastic costs of the 
Second World War are ever fo be paid, many 
taxes will be so heavy for years to come as to 
be definitely discouraging to business. 

In many cases, government intervention has 
had the effect of interfering with necessary 
economic adjustments. During the Great De¬ 
pression, for instance, when many people were 
staggering under debts which they could 
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scarcely hope ever to pay and the health of 
our economy called for the liquidation of many 
of these debts, the government embarked upon 
a policy of further lending i)i order to bolster 
up a credit structure which was fundamentally 
unsound. Similarly, one of the obstacles to the 
resumption of private business early in the 
depression was the too-high wages paid in 
some lines of business; yet part of the New 
Deal program called for wages to be bolstered 
up through minimiun wage and maximum hour 
laws and encouragement of labor organization, 
on the quite untenable theory that high wages 
would increase purchasing power and help to 
revive business activity. Without a doubt the 
New Deal s wage policy had something to do 
with the persistence of the depression. 

The Agricultural Adjustment Administration 
was set up to increase the prices of farm prod¬ 
ucts. There was a surplus of farm products and 
prices were low—a market sign meaning too 
many farmers. Had the government allowed 
prices to work out their eflFect fully, some farm¬ 
ers, mainly those on poor land, would have 
been driven out of production, and the supply 
of farm products would have been adjusted to 
the demand at higher prices, with the farmers 
who could continue in business producing 
enough to enjoy lowest average costs. At any 
rate, this is the appropriate theoretical analysis 
of the situation, doubtless to some extent valid. 
Through the AAA restrictions on crop acreages, 
however, the government jacked prices up high 
enough to enable most farmers to continue pro¬ 
duction, but at generally high costs, because 
none were allowed to expand their output to 
the point of lowest average total unit costs. 
So we had more farmers than were needed, and 
they were producing at less than full capacity 
and at high costs. This was an unstable situa¬ 
tion which could be maintained only by gov¬ 
ernment compulsion or by “bribing” the farm¬ 
ers to restrict production, or by both. It could 
not correct itself as long as the government did 
not permit the laws of market price to work 
freely. This is not to be construed as a general 
condemnation of the AAA policy; the point is 
that government intervention interfered with 
need^ adjustments in oiu: economy. Under the 
impetus of war demands, this situation was re¬ 
versed, but it is likely to recur. 

Under pres.sure from special interests, the 


government itself has done much to foster 
monopoly and so to weaken our capitalist econ¬ 
omy. The federal government passes tarifF 
laws which increase the amount of monopoly, 
and the state governments set up interstate 
trade barriers which have the same eflFect. The 
federal government grants the patents which 
not only are themselves monopolies but bolster 
up industrial monopoly. The government cre¬ 
ates corporations, which similarly increase the 
amount of monopoly and weaken the capitalist 
order. A great many of the laws enacted in re¬ 
cent years by federal, state, and local govern¬ 
ments have tended more or less to hamstring 
competition, promote monopoly, and freeze 
prices—^laws regulating milk distribution, 
which may “constitute a public underwriting 
of a private scheme of price and production 
control”; laws to regulate trucking, which often 
have the eflFect of pegging rates at a certain 
level; laws authorizing shipping companies, 
exporters, marine insurance companies, fisher¬ 
men, security brokers, and various other classes 
of businessmen to “cooperate” in fixing prices 
which will yield a “reasonable profit.” The 
Miller-Tydings Act of 1937, legalizing resale 
price maintenance, was designed to prevent 
retailers from cutting prices below the level 
set by the manufacturers. The National Indus¬ 
trial Recovery Act of 1933, which was designed 
to promote recovery by insuring producers a 
“fair price” through the “codes” set up by the 
various trade associations, proved in actual 
practice to be an instrument for suppressing 
competition and promoting monopoly. Fortu¬ 
nately the Supreme Court declared the law un¬ 
constitutional; but many of the codes were 
maintained afterward, with the general result 
of increasing the amount of monopoly in an 
economic system which was already too much 
charged with it. The NRA did not merely pro¬ 
mote monopoly, it illustrated the broad trend 
away from competitive capitalism. The busi¬ 
nessmen who backed the NRA and drew up 
the codes did not want to destroy capitalism, 
but they failed to realize that the suppression 
of competition inevitably leads to the decline of 
capitalism. 

Seeing that business was under a consider¬ 
able measure of monopoly control, the New 
Dealers decided that agriculture could never 
prosper as an almost purely competitive en- 
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terprise> so ..they proceeded to make a sort of 
government-controlled monopoly of it under 
the AAA, reducing production and raising 
prices just as businessmen did in urban indus¬ 
tries. There was much criticism of this policy 
of enforced scarcity, but it was merely giving 
the gander some of the sauce that the goose 
had long enjoyed. It made the scarcity and 
high prices more general. Many of the New 
Deal measures were designed, in one way or 
another, to maintain scarcity. 

And so the government itself proves to be 
perhaps the most important promoter of mo¬ 
nopoly and of the scarcity that accompanies 
monopoly. It is not consistent in this, however, 
for while promoting monopoly in a great many 
ways, it has been engaged in a vigorous cam¬ 
paign of trust-busting; but there is some reason 
to believe that monopoly promotion is a more 
fundamental and persistent trend than trust- 
busting. If an administration tliat is more favor¬ 
able to business interests should come to power, 
it would probably do more to protect business¬ 
men from competition, while mollifying its 
campaign against tire monopolies.^- 

10. Need for popular desire to retain 
capitalism 

This brings us to the final essential condition 
for the maintenance of capitalism: the people 
must really xoant to retain it, must understand 
the forces which arc undermining it, and must 
set themselves resolutely to the task of main¬ 
taining it. These things they have not done 
well; on the contrary, there is increasing evi¬ 
dence that they do not wish to preserve capi¬ 
talism, or do not know how to do it. They 
vote for high tariffs, for laws that stifle com¬ 
petition, for relief for farmers and debtors and 
rich industrialists and poor people and for any 
class that can organize as a strong political 
pressure group. More and more the govern¬ 
ment becomes the dispenser of handouts; and 
it is often the very people who vote for hand¬ 
outs who complain meanwhile of the growth of 
government bureaucracy and the rising burden 
of taxation. In voting for such policies the peo¬ 
ple do not consciously and deliberately wish 
to destroy capitalism. The rich manufacturers 
who demand tariff protection and price resale 
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maintenance, the industrial producers who 
unite in monopolistic combinations, the labor¬ 
ers who combine in monopolistic labor unions, 
the old folk and unemployed who demand 
generous pensions and relief payments—^these 
people do not wish to undermine the capitalist 
system; but the total effect of their demands 
and actions is to do exactly that. 

Is there then no way of reviving and main¬ 
taining capitalism, the system under which we 
once prospered? Are there no measures that 
we might lake which would “purge it to a 
sound and pristine health"? To many these 
questions will seem silly and fatuous, particu¬ 
larly in view of the roaring prosperity which 
accompanied World War II; but unless the 
nature ()f capitalism is unaccountably trans¬ 
formed, in the not too distant future we shall 
plunge mlo another depression which, because 
of the vast accumulation of debts and other 
war-begotten ills, is likely to be worse than the 
one from which the war temporarily rescued 
us. We may urn along for some years, possibly 
even for decades; but capitalism is in its old 
age, and its rejuvenation depends on whether 
some of its fundamentals vices can be cured. 

The restoration of a vigorous capitalism de¬ 
mands, in general, the restoration of the con¬ 
ditions which prevailed when capitalism func¬ 
tioned satisfactorily. Although these have been 
outlined in the preceding pages, their recapitu¬ 
lation will show how vastly difficult our ta.sk is. 
How can a government which is largely con¬ 
trolled by monopolists move to break up mo¬ 
nopoly; how can it take from the bankers the 
power to create and destroy money in the face 
of the opposition of the banks; how can it pro¬ 
ceed to wdpe out or drastically reduce the 
debts which, in the form of bonds and mort¬ 
gages, are the support of our vast total of life 
insurance, trust estates, savings banks, en¬ 
dowed universities, philanthropic foundations, 
and private investments? How, against the op¬ 
position of the most influential members of our 
society, can the government hope to push very 
far in the direction of economic equality? 
Largely dominated by great corporations in 
business and politics, how can we hope to 
break up even the worst of our corporate 
octopuses? With our geographical frontier 


On the relation of the government to monopoly, see Temporary National Economic Committee, 
Monograph No, 21, pp. 259-279. 



ECONOMICS 


596 

gone, our population nearly stationary, and 
the frontier of invention and innovation fenced 
in by monopoly-controlled patents, how shall 
we resume economic expansion; with foreign 
policies in all capitalist countries largely domi¬ 
nated by powerful, protected, and largely mo¬ 
nopolized interests, some of them tightly or¬ 
ganized as international cartels, how can free¬ 
dom and stability in international relations be 
restored; with every organized economic class 
reaching into the national jackpot, every class 
indiflFerent to the effects of its demands on the 
total economy, how can government interven¬ 
tion be held within reasonable limits? The vast 
majority of Americans want to retain capital¬ 
ism; but with a hundred forms of entertain¬ 
ment inviting them to relax, will they devote 
the necessary time and energy to the study of 
capitalism and the means of maintaining it? 

Looking at these questions coolly and with¬ 
out emotion, we can hardly feel optimistic, 
and we may well feel almost hopeless. The 
Scandinavian countries have proved that it is 
possible to maintain a successful and satisfac¬ 
tory capitalism; but conditions in the United 
States are very different from what they are in 
those countries. We have a more complicated 
economy, a more powerful corporate group 
that is determined to retain its power, and a 
people who are far less interested in public 
affairs, and as a result less intelligent. 

A number of economists have mapped the 
procedure necessary to revive capitalism and 
its ‘*free market”; their plans run generally 
along the lines followed in the present anal¬ 
ysis, but they seldom show much optimism.^ 
John Strachey ridicules their efforts eloquently 
if perhaps with too much pessimism: 

It is sad, though it is explicable, and indeed in¬ 
evitable, that so much talent should be lavished by 
these able economists on a cause lost these thirty 
years. Let us erase from our minds for a moment 
all that has been said of the practical impossibility 
of restoring the market [the free market of cap¬ 
italism]. And let us envisage the psychological task 
that would be involved. Let us consider ^e dying 
faiths which would have to be revived, the worn- 


out political watchwords recoined, the strange out¬ 
dated weapons of social struggle refurbished, if the 
free trader economists could by some stroke of 
magic have their way. In order that the free market 
might flourish again, the whole system of ideas 
which reached perhaps its highest point in nine¬ 
teenth-century Britain, and its very apogee in nine¬ 
teenth-century Lancashire, would have to be raised 
from the dead. Out of the Lancashire of today, out 
of the now silent mills, out of the empty weaving 
sheds, the very machinery of which has been sold 
off to Allahabad or to Shanghai, would have to 
emerge, as from the grave, a new generation, with 
the unquestioning faith of their grandfathers in the 
principles of democracy, the British Parliamentary 
system, the Protestant faith, and a total absorption 
in self-enrichment as a religious duty. Even the 
ghosts of these ideas do not walk. They are laid for¬ 
ever. For the epoch of human history and the ma¬ 
terial conditions which alone gave them life have 
passed away down the irreversible stream of time. 
Only the least historically minded men on earth, 
only English economists, could dream of their resur¬ 
rection.^* 

Now that the United Nations have defeated 
the wicked tyrants, Hitler, Mussolini, and Hiro- 
hito, many people have a naive notion that the 
Germans, Italians, and Japanese will follow the 
peaceful ways of capitalist democracy and all 
will be well. Perhaps it may be so; but let us 
remember that Hitler and Mussolini arose out 
of the distress and frustration of a disordered 
capitalism that could not be made to provide 
jobs and security for the people. Japan of 
course never had much democracy, political or 
economic. It is difficult to see how the Germans 
and Italians, who for years were forbidden to 
think about economic and political questions, 
can solve the problems that formerly, when 
their minds were still unimpaired, were beyond 
their powers. To the Germans, capitalism is 
likely to mean the kind of monopoly capitalism 
that they had before Hitler’s regime, controlled 
by powerful industrialists some of whom 
helped to put Hitler in power. Would they 
want that kind of an economy again? 

The truth is that many of the peoples of 
Europe are moving toward socialism or com- 


See F. A. Hayek, Trices and TroducHon; Andr4 Siegfried, England*s Crisis; Lawrence Dennis, Is 
Capitalism Doomed? Henry C. Simons, A Positive Program for Laissez Faire, Public Policy Pamphlet No. 
15. Simons* brilliantly written pamphlet is probably tlie best brief discussion of the problem of reviving 
capitalism and should be read oy all who are interested in America’s economic future. 

^* John Strachey, The Coming Struggle for Power, pp. 150-151. By permission of Crown Publishers. 
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munisni, and probably the only way to stop 
that drift is to impose Fascism upon them 
again. For many of them, democratic capi¬ 


talism is not one of the possibilities. But this 
will appear more clearly in the following chap¬ 
ters. 


QUESTIONS 

1. In what ways has inequality of income contributed to the decline of capitalism? What 
measures would you suggest to reduce this inequality? Does our experience in World 
War II throw any light on the significance of this factor in our economic decline? 

2. “We don’t need to prove that there is greater inequality now. We need only to say that we 
must have less inequality in the modern economy, to make it work effectively.” Explain 
clearly. 

3. In what ways has the spread of the corporate form weakened the capitalist system? Why is 
capitalism essentially an individualist economy? What philosophical viitue can you see in 
an individualist society? 

4. The corporation appears to be necessary to efficient pi oduction, but it is not consistent with 
the assumptions of capitalism. What sluill w^e do about this? 

5. “It appeals delightfully to my sense of humor to hear monopolists sound off stentoriously 
about ‘individual initiative’ and ‘free American enterprise/ ” Secretary Ickes once said. 
What is humorous about it? Where do you find individual initiative and free enterprise in 
our economy? 

6. According to Harry Gideonse, “It is probable that the modem large corporation, about 
whose imperfect competition we hear so much, earns lower profits and maintains more 
flexible prices than the old-fashioned local grist mill, iron foundry, or general store.” Is it 
possible, neveithelcss, that the monopoly and monopolistic competition characteristic of 
our modem economy are of such a nature as to weaken the economy more than the smaller, 
earlier monopolies? 

7. If the government gave the unemployed free farms, would our economy work better? What 
would happen to the pi ice of farm products? Were there not enough farmers before the 
war? Would free land be as helpful as it was earlier? Why or why not? 

8. Frank Knight describes the pioneer situation as a “withering away of the state.” WTiat 
functions did the state perform in Dodge City and other early cattle towns? 

9. In appraising the significance of the decline in the rate of population increase, why must 
we also consider the role of monopoly? 

10. Was imperialism one of the reasons why the capitalist system worked as well as it did in the 
eighteenth and nineteenth centuries? Was it not one cause of the Second World War, and 
therefore of the decline of capitalism? Why the change in its influence? 

11. World War II was both the cause and the effect of the decline of capitalism. Explain. 
Could this be said of tariffs and of currency changes in the various countries? 

12. Which of the following tend to make the capitalist system operate less efficiently; 

The AAA 

Minimum wage laws 

Encouragement of labor unions 

Pure food laws 

Sales taxes in ordinary times 

Progressive income taxes 

Tariffs 

Better regulation of corporation practices 

Really efficient and intelligent regulation of monopoly prices 

Abolition of closed labor unions 

Hundred per cent reserve banking 

Government ownership of natural resources 
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13. The Constitution of the United States was based on the theory that the least government is 
the best government. Ever since its adoption, the government has been intervening more 
and more. Why this violation of the spirit of the Constitution? 

14. In what ways has the government fostered monopoly? How can you explain government 
trust-busting at the same time that it is fostering monopoly? 



Part VII 

THE OTHER ISMS 




Chapter 41. 

Socialism 


Ours is the liberating movement of the ages. It is consecrated to the cause 
of the oppressed. It bears the scars of a thousand defeats, but it grows 
stronger, and braver, and more invincible through them all, and it will 
never lay down the weapons of peace-loving crusade, never cease its holy 
war until its triumph is complete and sets the whole ivorld free. 

—Eugene Debs, socialist leader 

On practically every point in his analysis, and in every one of his specific 
proposals, the socialist manages to be wrong, to mistake symptoms for 
causes and to apply his remedies at the wrong place, making it morally 
certain that his remedies would produce evils worse than those they were 
intended to cure. 

—r. N. Carver, Essays in Social Justice 


Reasons for studying the isms 

The study of the isms is necessary for several 
reasons. In the first place, v/e are borrowing 
ideas and policies from them all the time. 
Thus we have heard much about “planning” 
in recent years—^five- or ten-year plans of vari¬ 
ous sorts, for instance, an idea probably bor¬ 
rowed from the Russian “plans.” It is often 
said that socialist proposals are usually adopted 
by the conservative parties about fifty years 
after they are first made by the socialists. In 
the second place, we were allied with com¬ 
munist Russia against the Fascist powers in 
World War II, and we should know something 
of the systems with and against which we were 
fighting. If the politicians and people of Eng- 
land> or for that matter of our own country, 
had understood the real nature of Hitler’s 


National Socialism, they could have snuffed 
out the Fascist threat before it became serious, 
thus saving the world from the agony of the 
war. Ignorance in such matters is extremely ex¬ 
pensive, if not suicidal. In the diird place, un¬ 
less capitalism shows more vitality in the fu¬ 
ture than it has in recent years, we shall be 
obliged to move in the general direction <rf 
“collectivism”—socialism, communism, or Fas¬ 
cism—and since the future of our civilization 
may depend on the course wt‘ take, it will be 
well to choose it with our eyes open. 

A study of these various systems, not only 
by students but by all the people, would enable 
us to preserve our democratic institutions; but 
few people devote much time to such matters, 
and few are able to think about them with dear 
and judicious mindi^. When socialism or comr 
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munism or Fascism is mentioned, most people, 
although largely ignorant of the meaning of 
the terms, proceed to turn off their brains and 
stage an imitation of an apoplectic fit; and, 
on the other hand, many advocates of social¬ 
ism, communism, and Fascism preach their 
doctrines with all the zeal of a revivalist at a 
Holy-Roller camp meeting. The truth is that 
many people t^e their economic religions 
more seriously than their church doctrines, per¬ 
haps because they feel more confidence in their 
earthly estates than in any that may be await¬ 
ing them in heaven. As Harold Laski says: 
“Let us realize that in any society, the ultimate 
principles upon which a government rests are 
to those who accept them in the nature of a 
religious faith; and their antithesis also is a 
religious faith to its upholders. . . . There is 
no phase in the history of religious ideas which 
cannot be paralleled in the history of social 
doctrines. Each has its zealots, its priests, its 
poets, its soldiers; each strives for conquest, 
and will die rather than surrender,”^ 

Classification of attitudes 

In their attitude toward different economic 
systems and toward economic change in gen¬ 
eral, people may be classified in various ways. 
Thus they are often classified as reactionaries, 
conservatives, liberals, progressives, or radicals. 
Reactionaries want to go back to some earlier 
situation which they regard as better than the 
present; they are particularly interested in 
eliminating most of the government s interfer¬ 
ence with business. Conservatives do not neces¬ 
sarily want to go back, but they are opposed 
to further changes. Thus they may not disap¬ 
prove of the prevailing government interven¬ 
tion but will oppose any further extension of 
it (Someone has defined a conservative as a 
creature who dreads the effect of a new idea 
on the feathers m his nest.) Liberals, as this 
term is often used in America, have no strong 
bias or preconceptions either way^ but are will¬ 
ing to approach questions with an open mind.® 
Progressives advocate further changes in the 
general direction of more government action. 
Radicals want changes to be both extensive 
and rapid, although in another sense they may 


be regarded as those who want to go to the 
roots of problems, for radical is derived from 
radix, the Latin word for root. 

These various attitudes appear in other fields 
than economics. In religion, for instance, there 
are the conservative Catholic and Lutheran 
churches, the liberal Congregational church, 
and the radical Unitarian church. In their at¬ 
titude toward the family, people may be reac¬ 
tionary, wishing to go back to an earlier family 
institution in which there is no divorce and in 
which the husband and father is the dominat¬ 
ing authority; conservative, not opposed to the 
existing amount of freedom in the family but 
against any increase in freedom; liberal, willing 
to consider any proposals for change in either 
direction; or radical, favorable to easier divorce 
and greater democracy in the family. Strangely 
enough, few people are consistently conserva¬ 
tive, liberal, or radical in their attitude toward 
these various problems. If they were consist¬ 
ent, all Catholics would be economic conserva¬ 
tives or reactionaries, and all Unitarians would 
be economic radicals and perhaps inclined a 
little toward free love. The truth is that many 
Catholics are liberal in their economic views, 
and many Unitarians are conservative. People 
are queer bundles of inconsistencies—intellec¬ 
tual “two-headed calves,” as someone once 
described them. 

In the economic field, one of the most funda¬ 
mental questions relates to the extent of gov¬ 
ernment intervention. On this question we run 
the gamut from the anarchists, who want no 
government whatever, to the communists, who 
favor government control of both production 
and consumption. Between these extremes are 
the conservatives, who are opposed to any 
extension of government activity, and the so¬ 
cialists, who favor government ownership and 
operation of important productive capital, but 
not government control of consumption. Al¬ 
though capitalism, as it has usually operated 
in the past, implies a minimum of government 
interference, for more than a century there has 
been a steady increase in the amount of govern¬ 
ment activity, both in the regulation of private 
business and in direct government production. 
At present there is much left of the old laissez- 


^ Harold Laski, Democracy in Crisis, p. 161. 

* In England the term has a somewhat different meaning, for there it indicates belief in the adequacy 
of economic laws, and a general hostility to most government action. 
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faire capitalism, but our economic system has 
some definitely socialistic elements, such as the 
municipal ownership and operation of public 
utilities, and some elements that even approach 
communism, as in our public school system. 
We commonly refer to conservatives as stand¬ 
ing to the ^"right/* and to radicals as being on 
the‘left.*' 

No system good or bad in all respects 

In appraising the various isms, the student 
should avoid the common assumption that any 
particular economic system is definitely and 
entirely good or bad, or even definitely better 
than another. Every system has its merits and 
its vices when viewed in relation to economic 
and other conditions, race, traditions, and par¬ 
ticular ends and ideals; and no system is neces¬ 
sarily good for all individuals and peoples in 
all possible circumstances. The principle of 
relativity applies here as in most economic 
generalizations. If our ideal is the production 
of wealth, capitalism has proved a very good 
system; but if our ideal is contentment, it 
might not rate so high, and in waging war it 
seems quite inferior to Fascism. Partly because 
of natural qualities and partly because of long¬ 
ingrained tradition, some races appear better 
adapted to capitalism than others. Most of the 
peoples of western Europe apparently have the 
qualities needed to make it function success¬ 
fully and in the past have been satisfied with 
it. On the other hand, many of the peoples of 
Asia, Africa, and parts of the Americas are 
apparently too indolent, too easygoing, too im¬ 
practical—or perhaps too wise—to achieve 
great success under capitalism. 

Varieties of socialism 

Socialism has taken many forms, for al¬ 
though socialists agree in advocating increased 
government intervention in economic activity, 
they diflPer as to its extent, as to the rate at 
which the government should take over private 
business, as to the process by which it should 
assume control of economic functions, and as 
to the general spirit in which it should cairy on 
its functions. Some socialists call for govern¬ 
ment ownership and operation of all enter¬ 
prises, including such small businesses as re¬ 
tailing and farming, whereas others favor pri¬ 
vate operation of small enterpri;ses. Some insist 
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on the immediate adoption of the socialist pro¬ 
gram; others favor a more gradual procedure, 
or assume that socialism is inevitable and that 
therefore any great agitation or propaganda is 
umiecessary. Some believe that it can be 
achieved by democratic processes, by persuad¬ 
ing people to vote for it, others—Karl Marx 
was among them—assume that this is impos¬ 
sible and that, except perhaps in England and 
the United States, the socialist state can be 
achieved only by violent revolution and the 
forcible expropriation of property owners. A 
great many advocate socialism in a spirit of 
sympathy for the classes that have fared ill 
under capitalism; but others, for instance the 
Marxians, although moved to some extent by 
sympathy for the underprivileged, are also 
moved by a fierce rage at what they call the 
''exploiting capitalist class” and by a determina¬ 
tion to deal harshly with it when the revolu¬ 
tion comes. 

Not only do socialists thus differ in their 
views, but some of them have mingled ele¬ 
ments of anarchism, communism, Fascism, reli¬ 
gion, and philosophy with their socialism. 
Many of the utopian socialists of the period 
following the French Revolution and of the 
revolutionary years after 1830 can perhaps best 
be classed as communists rather than socialists, 
and a few showed traces of anarchy in their 
hatred of government authority. Proudhon, for 
instance, believed that “government of man by 
man in every form is oppression,” and that the 
highest perfection of society is found in the 
“union of order and anarchy.” Not a few so¬ 
cialists regard the government in a capitalist 
society as a means used by the capitalists 
to exploit the workers; and they believe that 
when socialism is established, the government 
will cease to be the instrument of the ruling 
capitalists and become the agent of all tlie 
people. 

Marxian Socialism 

Modem socialism should probably be dated 
from Karl Marx, who, in collaboration with 
Friedrich Engels, published the Communist 
Manifesto in 1848, and his own monumental 
work. Capital {Das Kapital) in 1867. Although 
Marx has recently been regarded as a commu¬ 
nist rather tiian a socialist, his views are mainly 
socialist, and his significance in the socialist 
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movement is so great that he must be con* 
sidered here. 

The Communist Manifesto was printed only 
a few weeks before the revolt of the workers, 
the Revolution of 1848, broke out. Marx took 
an active part in it and for a while believed 
that the workers would win and would set up 
a socialist state in France; but they were de¬ 
feated, and thousands were shot or deported. 
He spent much of his life working as a propa¬ 
gandist for socialism but was hounded from 
one country to another until he finally foimd 
a haven in England, where he devoted himself 
to writing his Capital, As a personality, Marx 
was arrogant and domineering, generally con¬ 
temptuous of those who differed from him, 
capable of profound sympathy with the masses 
but often unkind and imgenerous in dealing 
with individuals. He was perhaps moved less 
by a kindly and understanding sympathy with 
humanity than by an intense hatred of the men 
and institutions that he held responsible for 
the hardships and injustices suffered by the 
masses. 

Marx’s doctrines may be discussed under 
six headings: (1) the evolutionary point of 
view, (2) the economic interpretation of his¬ 
tory, (3) the doctrine of surplus value, (4) 
the law of capitalist accumulation, (5) the 
class struggle, and (6) the revolution, the 
dictatorship of the proletariat, and the final 
classless society. The first five, or at any rate 
most of them, are accepted by most socialists 
and will be considered in this chapter. The 
sixth, however, stamps Marx as a revolutionary 
socialist—or a communist, in present-day usage 
—^and its analysis will therefore be postponed 
for the chapter on communism. 

The evolutionary point of view 

One of the important contributions made by 
Marx is to be seen in his historical, evolutionary 
point of view. This was not entirely new, of 
course, but Marx developed it further than 
any of his predecessors. The economists who 
preceded him—^Adam Smith, Ricardo, and 
John Stuart Mill~thought of economic insti¬ 
tutions as unchanging and analyzed the opera¬ 
tion of the economic system as it exist^ in 
their time, giving little attention to its earlier 


forms, to the changes that were even then tak¬ 
ing place, or to its probable future develop¬ 
ment. Marx, on the other hand, a philosopher 
and historian—he might well be called a phi¬ 
losopher of history—^viewed human institu¬ 
tions, including the economic system, as con¬ 
stantly changing. What Darwin did for biology, 
Marx did for economics. 

The economic interpretation of history 

Different men have interpreted human his¬ 
tory in different ways. Starting with the as¬ 
sumption that man is a "'political animal,” Aris¬ 
totle held generally to a political interpretation 
of history; the philosopher Hegel, who had 
great influence on Marx, interpreted history in 
abstruse philosophical terms; Henry Thomas 
Buckle, in his History of Civilization in Eng¬ 
land, elaborated a physical or geographical 
theory of historical development, according to 
which the character of populations, and to 
some extent historical developments, are de¬ 
termined by climate, soil, food supply, and the 
“aspects of nature”; Benjamin Kidd found the 
key to human history in religion. A great many 
historians have interpreted historical events as 
the result of the influence of a relatively few 
men—the “great-man theory.” Before Marx’s 
time and indeed until rather recently, most 
histories were the records of political and mili¬ 
tary leaders, with little reference to underlying 
economic conditions. 

Marx turned away from the great-man the¬ 
ory in his conclusion that “legal relations as 
well as forms of state could neither be under¬ 
stood by themselves, nor explained by the so- 
called general progress of the human mind, 
but . . . are rooted in the material conditions 
of life. . . . The mode of production in mate¬ 
rial life determines the general character of 
the social, political and spiritual processes of 
life.” In changing the modes of production, 
mankind changes all its social relations: “The 
hand mill creates a society with the feudal 
lord; the steam mill a society with the indus¬ 
trial capitalist. The same men who establish 
social relations in conformity with their mate^ 
rial production also create principles, ideas 
and categories in conformity with their social 
relations.”^ Engels expressed the same theory 


* See Hairy Laidler, A History of SooiaUst Thought, p. 201. 
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in somewhat the same way: "In every historical 
epoch the prevailing mode of production and 
exchange, and the social organization following 
from it, form the basis upon which is built up, 
and from which alone can be explained, the 
political and intellectual history of that ep> 
och.” 

Two misconceptions must be avoided. It is 
sometimes said that Marx thought that eco¬ 
nomic factors were the only ones which in¬ 
fluence historical developments; but tliis is not 
true. He believed merely that the economic 
factors were tne most important. His economic 
interpretation of history is also sometimes con¬ 
strued to mean that every individual or class 
is motivated entirely by economic interests; 
but his doctrine is not simply a "materialistic 
philosophy of life,” although Marxians do 
stress material things in their philosophy. 

Most students of Marx concede the great 
significance of his economic interpretation of 
history, for it throws a revealing light on many 
historical developments. Most of the American 
Indians, for instance, securing their living by 
hunting and fishing, held to communism in 
land because it was appropiiate to their eco¬ 
nomic life; even their idea of heaven—a 
"happy hunting ground”—^might be said to re¬ 
flect their "mode of production in material 
life.” Men who are disturbed by the rising 
tide of radicalism in our politics may find an 
important cause for it in the development of 
great factories with large numbers of property¬ 
less laborers, and the gradual separation of 
workers from their means of earning a living. 
Our rising divorce rate is the result not so 
much of changing moral standards as of the 
economic emancipation of women, of better 
opportunities of making their own living. A 
few decades ago, Frederick Turner diverted 
the course of much historical research into new 
channels by emphasizing the importance of 
the frontier in American history, a definitely 
Marxian approach. 

Many careless students believe that empha¬ 
sis on economic factors in analyzing human 
history and human problems in itself represents 
the Marxian doctrine. This is not altogether 
correct, for Marx’s theory is broader than this; 
yet his work led to increased emphasis on eco^ 
nomic factors and conditions. Perhaps no his¬ 
torian illustrates this tendency better than 
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Charles Beard, who usually looks to the eco¬ 
nomic factors behind historical developments. 
As he analyzes the Revolutionary War, for in¬ 
stance, it was not simply a struggle of good 
colonists against a wicked King, but a war that 
arose out of economic conflicts between the 
colonists and England, and was fought with 
the support of certain economic classes in both 
countries, other classes remaining apathetic or 
even hostile to it. Throughout The Rise of 
American Civilization, which Beard wrote in 
collaboration with his wife, he points to eco¬ 
nomic factors as fundamental in determining 
the turns of history. Perhaps he stresses eco¬ 
nomic fact(irs too much, but certainly his books 
add a needed element to history which hitherto 
had dealt largely with trivial details of presi¬ 
dential personalities, military campaigns, and 
national heroics. 

The doctrine of surplus value 

Marx based his value theory on the works 
of Adam Smith and Ricardo, who had formu¬ 
lated a labor theory of value. Adam Smith said: 
"In that early and rude state of society which 
precedes both the accumulation of stock [capi¬ 
tal] and the appropriation of land, the propor¬ 
tion between the quantities of labour neces¬ 
sary for acquiring different objects seems to 
be the only circumstance which can afford any 
rule for exchanging them for one another. If, 
among a nation of hunters, for example, it usu¬ 
ally costs twice the labour to kill a beaver 
which it does to kill a deer, one beaver should 
naturally exchange for, or be worth, two deer.” 
Although differing in some respects from 
Smitli, Ricardo echoed this doctrine, declaring 
that labor was "the foundation of all value” 
and that the relative quantities of labor almost 
exclusively determine the relative values of 
commodities. 

Starting with this theory, Marx proceeded 
to build up his theory of surplus value, which 
may be summarized as follows: Since the la¬ 
borer no longer owns his ow:* tools, he must 
find employment with the owner of capital. 
The entrepreneur, of course, pays him as little 
as he can, and he is able to keep wages down 
to the cost of production of the laborer, that 
is, to the level of subsistence for the laborer 
and his family. But the labor power exerted by 
a man working in a factory produces e net 
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value in excess of his wage, and this excess is because they call for financial resources beyond 
the surplus value, which the entrepreneur the small capitalist. The capitalist system spans 


strives constantly to maximize. Thus the la- 
Ijorer is always being robbed of part of his 
product, and the entrepreneur or capitalist 
constantly waxes richer. 

This summary does not cover all the refine¬ 
ments, intricacies, and obfuscations of the 
Marxian theory (even students of Marx are by 
no means in agreement on its real meaning), 
but it will have to suffice for our purposes. It 
is obvious, even from this summary, that the 
theory of surplus value is logically untenable. 
The labor theory of value is inadequate in our 
modem economy because it does not take into 
consideration the cost of capital, the sacrifice 
in saving. It is fallacious also in a competitive 
economy, for in such an economy the employer 
theoretically is forced to pay labor a wage 
equal to its marginal productivity. (All this has 
been discussed in the chapter on wages.) Mo¬ 
nopolistic employers pay only wages equal to 
the marginal revenue productivity of labor, but 
Marx does not limit his doctrine to monopo¬ 
lized industry; in fact, he does not distinguish 
clearly between competition and monopoly.^ 

Although Marx s surplus value theory is thus 
logically untenable, there is, as we have seen, 
considerable evidence that labor as a whole 
does not receive enough wages to buy its own 
product. The report of the Brookings Institu¬ 
tion comes to this general conclusion, but by a 
different method of analysis than that em¬ 
ployed by Marx. The Brookings Institution 
held monopoly responsible for the excessive 
earnings of the employers and the deficiency 
of purchasing power in the hands of labor; 
Marx seemed to believe that the maldistribu¬ 
tion of income was the natural and inevitable 
result of business operations, whether monopo¬ 
lized or not. 

The law of capitalist accumulation 

The greater the complexity of the productive 
process, according to Marx, the fewer will be 
the number of dominating capitalists. New 
means of communication, new mechanical in¬ 
ventions, new processes of every kind steadily 
increase the wealth and power of the ruling 
capitalist class but reduce the size of this class 


national boundaries and encompasses the 
world. While all this is going on, “in propor¬ 
tion as capital accumulates, the lot of the la¬ 
borer, be his payment high or low, must grow 
worse. . . . Accumulation of wealth at one 
pole is, therefore, at the same time accumula¬ 
tion of misery, agony of toil, slavery, ignorance, 
brutality, mental degradation, at the opposite 
pole, i.e., on the side of the class that produces 
its own product in the form of capital." 

With some of this analysis we must agree. 
One of the most unfortunate aspects of capi¬ 
talism in its later stages, as we have seen, is 
its tendency toward larger and larger industrial 
units, and the concentration of management in 
fewer and fewer hands. This has progressed far 
since the days of Marx. It has appeared in the 
retailing business, for instance, within the re¬ 
cent past; for the heads of the great retail 
chains—^probably ten or twelve men—control 
more business today than all the retailers in 
the United States did at the time of the Civil 
War, when Marx was writing. The theory of 
the increasing misery of the working class is, 
however, quite untenable. It is easy to see how 
Marx should have reached this conclusion, 
however, for the condition of labor in England 
was desperate when he was working on his 
Capital, and investigating committees were 
dragging some of this festering misery out into 
the daylight. Even at that, as Marx at one 
point concedes, labor was better off than it 
had been when the factory system first ap¬ 
peared; moreover, conditions have since im¬ 
proved greatly. Labor may not get its full shaie 
of the gains from increasing wealth, but on the 
whole it has enjoyed a rising standard of liv¬ 
ing. 

The class struggle 

Fundamental to Marx's general theory is 
the doctrine of the class struggle. Marx and 
Engels begin their Manifesto with the ringing 
pronunciamento: 

The history of all hitherto existing society is the 
history of class struggle. Freeman and slave, pa¬ 
trician and plebeian, lord and serf, guild-master 
and journeyman, in a word, oppressor and op- 


* See J. £. Le Rossignol, From Marx to Stalin, chap. 14. 
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pressed, stood in constant opposition to one an- 
otliex, carried on an uninterrupted, now hidden, 
now open fight* a fight that each time ended, either 
in a revolutiwiaiy re-constitution of society at large, 
or ip, the common ruin of the contending classes. 

In the earlier epochs of society, we find almost 
everywhere a complicated arrangement of society 
into various orders, a manifold gradation of social 
rank. In ancient Rome we have patricians, knights, 
plebeians, slaves; in the middle ages, feudal lords, 
vassals, guild-masters, journeymen, apprentices, 
serfs; in almost all of these classes, again, subor¬ 
dinate gradations. 

The modern bourgeois [capitalist] society that 
has sprouted from the ruins of feudal society, has 
not done away with class antagonisms. It has but 
established new classes, new conditions of op¬ 
pression, new forms of struggle in place of the old 
ones. 

Our epoch, the epoch of the bourgeoisie, pos¬ 
sesses, however, this distinctive feature; it has sim¬ 
plified the class antagonisms. Society as a whole is 
more and more splitting up into two great hostile 
camps, into two great classes directly facing each 
other: Bourgeoisie and Proletariat. 

Laski has summarized the theory of the 
class struggle perhaps better than any other 
writer: 

The emergence of private property m history is 
the beginning of tlie class struggle. Immediately 
society can be divided into those who do, and 
those who do not, possess private property, a power 
is released which explains the changes of history. 
For die class which possesses property moulds the 
civilization of that society in the service of its own 
interests. It controls the government, it makes the 
laws, it builds the social institutions of the com¬ 
monwealth in accordance with its own desires. 
Slave and free man, master and servant, these have 
been the eternal antitheses of history. With the ad¬ 
vent of capitalism die struggle is at once simplified, 
and made more intense. Thenceforward, the final 
Stage of the class-war, the struggle between die 
bourgeoisie and proletariat, emerges. And just as 
each social order of the past has secreted within its 
womb die germ of its successor, as for instance 
feudalism produced capitalism, so does the latter 
contain within itself die germ of its communist 
[socialist] successor.^ 

Thus, aocordhig to Marx, there are only two 
important dasses. The bourgeoisie steadily 


grow richer, while, as he puts it in the Mani 
festo, "the modern laborer, . . . instead of ris¬ 
ing with the progress of industry, sinks deeper 
and deeper below the conditions of existence 
of his own class.” The middle class tends stead¬ 
ily to sink into the proletarian class: "The lower 
strata of the midie class—the small trades¬ 
people, shopkeepers, and retired tradesmen 
generally, the handicraftsmen and peasants— 
all these sink gradually into the proletariat, 
partly because their diminutive capital does 
not suffice for the scale on which modern in- 
dustiy is carried on, and is swamped in the 
competition with the large capitalists, partly 
because their specialized skill is rendered 
worthless by new methods of production. Thus 
the proletariat is recruited from all classes of 
the population.” 

But the conditions developing with capitalist 
production are increasingly unfavorable to rule 
by the bourgeoisie; for as more and more peo¬ 
ple are forced into the proletarian class and as 
increasing numbers of laborers are brought to¬ 
gether in the great industries, the workmen 
learn to organize and cooperate. In the ensuing 
struggles between tiie proletariat and the bour¬ 
geoisie, tlie bourgeoisie is usually victorious at 
first; but finally the workers win, overthrow the 
bourgeoisie, and open the way for the "sway 
of the proletariat.” "The development of Mod¬ 
em Industry, therefore, cuts from under its 
feet the very foundation on which the bour¬ 
geoisie produces and appropriates products. 
What tlie bourgeoisie therefore produces, 
above all, are its own ‘grave diggers.' Its fall 
and the victory of the proletariat are equally 
inevitable.” This victory is to be world-wide, 
not limited to national boundaries, because 
"the working men have no country.” 

This proclamation that "the working men 
have no country” is one reason why Marxian 
socialists, and to some extent almost all other 
socialists, have been subject to much public 
criticism. Socialists believe that the real en¬ 
emies of the masses are the bourgeoisie of their 
own coimtry, not the masses of another coim? 
try, and that the real war is thus a class war* 
not a war between nations. 

What shall we say as to the validity of 
some of Marx's views on the d^ss strt;ig^oP 


® Harold Laski, Karl Marx, an Essay, with the Communist Manifesto, pp. 36-37. By permission of the 
League for Industrial Democracy. 
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As to the reality of the class struggle itself, 
Marx was sound. As Laski has said: *'The fact 
of the class-struggle, as Marx himself pointed 
out, is a common-place of historians and econ¬ 
omists; and it may be added that to deny its 
importance is to make history unintelligible.” 
It is true that what Marx calls the "exploited 
classes” have not always struggled very vio¬ 
lently, for in earlier historical eras the classes 
that were really exploited ruthlessly were 
singularly docile and resigned. Although there 
were some uprisings—the Spartacan Revolu¬ 
tion in Rome, the Peasants’ Revolt in central 
Europe, the Wat Tyler insurrection in England, 
the French Revolution, and the widespread 
labor revolution of 1848—^the miserable slaves 
of Roman times and the serfs of the Middle 
Ages accepted their lot without violent protest, 
probably in the belief that it represented the 
natural order of things. 

In more recent times the proletarian class 
has shown greater class consciousness, particu¬ 
larly the laboring class which, as Marx says, is 
the "only revolutionary class.” Many people 
strongly resent the suggestion that there are 
real class differences in America, and hate with 
almost pathological enthusiasm men who, like 
President Roosevelt, appeal to the class con¬ 
sciousness of labor—^“stir up class hatred,” as 
they put it. They insist that we are all one 
happy family, democratically constituted and 
democratically governed, and that the interests 
of all are the same. It appears, however, that 
this identity of interests works only one way 
What is good for business leaders is presumed 
to be good for labor; but there is no assump¬ 
tion that what is good for labor is good for 
business leaders. Thtis when a political admin¬ 
istration follows the wishes of our entrepre¬ 
neurs and capitalists, there are—or should be 
—^no class differences; but when Congress en¬ 
acts legislation called for by labor, the happy 
family is promptly disrupted—^by the very men 
who insist that it is a happy family and who 
object to the idea of class differences. Further¬ 
more, although labor and capital have an iden*^ 
deal interest in the profitable operation of in¬ 
dustry, for neither can prosper if this is lack¬ 
ing, diversity of interest appears as soon as 
th^ begin to divide up the gross profits* 


It would of course be an exaggeration to say 
that the history of the United States is largely 
a record of class struggles, yet it is that to some 
extent; but in the early history of the country 
the struggles were not so much between capital 
and labor as between commercial and agrarian 
classes, between creditor and debtor classes— 
which means, to some extent, between the rich 
and the poor. It will be remembered that some 
of the colonies made property ownership a 
qualification for voting, and that this qualifica¬ 
tion was fairly high in the case of assembly- 
men. Thus, at the beginning of our nation’s; 
existence, political power was concentrated in 
the hands of propertied men, and one of the 
political issues for a long time was the exten¬ 
sion of political rights to the lower classes. The 
Beards state that when the Constitution was 
being drawn up, "Almost unanimous was the 
opinion that democracy was a dangerous thing, 
to be restrained, not encouraged by the Con¬ 
stitution, to be given as little voice as possible 
in the new system, to be hampered by checks 
and balances.” They quote Alexander Hamil¬ 
ton to the effect that "all communities divide 
themselves into the few and the many. The 
first are rich and well-born and the other the 
mass of the people who seldom judge or de¬ 
termine right.”® Hamilton was always the ad¬ 
vocate of the "rich and well-born,” whereas. 
Jefferson was generally sympathetic to the 
"mass of the people.” John Adams, like Hamil¬ 
ton, thought of political society as a conflict 
between the rich and the poor, and of govern¬ 
ment as functioning to set bounds to the claims 
of both classes. The early political line-up be¬ 
tween Federalists and Republicans represented 
the class cleavage between the rich and the 
poor, and engendered such rivalry and bitter¬ 
ness as to threaten the Union. 

We need not trace this thread down to the 
present, but certainly class antagonism has 
been an important issue in national politics. 
For a while after the Civil War the Republican 
party was dominated by the financial and com¬ 
mercial interests of the North, and the Demo¬ 
cratic party represented the agrarian and 
generally poorer South and a growing prole¬ 
tariat in the large cities. The Democratic party 
itself, however, presently came under control 
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of powerful business interests, and some of our 
presidential campaigns have represented little 
but shadow boxing by candidates, both of them 
controlled largely by the same group of men, 
with occasional flurries of discontent on the 
part of genuine opposition parties, such as the 
Populist party. In recent campaigns, particu¬ 
larly since Franklin D. Roosevelt became 
President, the class cleavage has been much 
clearer; the bitterness of the last three cam¬ 
paigns, in which Roosevelt was supported by 
the working neople of the large cities and the 
masses of the South, while the Republican 
candidate was supported by the businessmen 
and to some extent the farmcis, indicated 
clearly that the class struggle is an American 
reality. 

We cannot, however, give unqualified assent 
to the doctrine of the class struggle, as Marx 
elaborated it. In dividing the people into 
bourgeoisie and proletariat, and in giving little 
attention to the middle class, he made the mat¬ 
ter too simple. The “ruling class'" is usually 
fairly well unified, but the rest of the people 
cannot be lumped together as proletarians. 
Marx underestimated the importance of tlie 
middle class and greatly exaggerated the ra¬ 
pidity with which it would fall into the class 
of the proletariat. The tendency of capitalism 
is indeed to reduce the relative impcjrtance of 
the middle class; in fact, its decline has prob¬ 
ably been going on in America for some time, 
for more and more farmers have reverted from 
landownership to tenancy, and more and more 
individual retailers have been driven out by 
the chain stores, whereas tlie number of wage 
workers has increased greatly. On tlie other 
hand, there has been a marked increase in the 
number and proportion of workers in the vari¬ 
ous service occupations, particularly clerical 
and professional, and most of them should be 
rated as belonging to the middle class. 

Marx was undoubtedly too pessimistic about 
the future of the middle class, and he made his 
classification of society too simple. There are a 
great number of classes, shading from the 
wealthiest capitalists down to the poorest day 
laborers and sharecroppers, from professional 
jnen with generous or comfortable incomes to 
rural preachers and teachers who barely man¬ 
age to live, from salesmen who earn much more 
than a comfortable living to hawkers who make 
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only enough for a miserable existence, from 
highly skilled craftsmen whose incomes equal 
those of the average doctor or lawyer to the 
unskilled and casual laborers who must go on 
relief whenever jobs are scarce. Even the 
laborers themselves are by no means an un¬ 
differentiated proletariat, for the ranks of labor 
have recently been split by what is to some 
extent a class struggle—the labor aristocrats of 
the American Federation of Labor on the one 
hand and, on the other, the industrial workers 
of the Congress of Industrial Organizations. 

Revisionism 

Even while Marx was working for his "in¬ 
evitable revolution," the "revisionist" move¬ 
ment, a more moderate socialist movement, 
was developing in Germany; and thirty years 
after Capital was published, Edward Bernstein, 
the leader of the revisionists, pointed out some 
of the more obvious errors in Marx s doctrines. 
Ills criticisms of Marxian socialism have been 
outlined as follows: 

1. The collapse of the capitalist system is 
not imminent, as Marx believed. While Marx 
was correct in his statement concerning eco¬ 
nomic evolution as a general tendency, he 
underestimated the time required to bring the 
socialist state into existence. 

2. Social conditions have not led to so acute 
a conflict of classes as Marx pictured. The 
number of capitalists is not declining, and 
although the middle classes may change in 
character, they are not disappearing. 

3. Concv.ntration of industry is not proceed- ^ 
ing with equal rapidity and extent in all lines 
of industry. In agriculture, for instance, its 
advance is rather slow. 

4. Largely because of the pressure of work¬ 
ing-class organizations, factory legislation and 
the democratization of local government have 
reduced many of tlie evils of capitalism that 
Marx described. When Marx wrote, there was 
little legislation for the protection of labor; but 
between 1867, when Capital was published, 
and 1899, when Bernstein published his Evolu- 
tionary Socialism, there was a great advance 
in such legislation. 

5. Marx was wrong in emphasizing the final 
end of the evolutionary process. Bernstein 
emphasized the necessity of a steady advance 
without much regard to the final end to be 
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achieved, for this he could not clearly foresee.^ 

Bernstein made many other significant criti* 
cisms of Marx’s views, but they cannot be 
elaborated here. It must be conceded that most 
of his strictures are valid, and that the socialism 
he advocated is definitely more appealing than 
that outlined by Marx. 

Syndicalism 

One of the most characteristic forms of 
radicalism in France is known as syndicalism, 
which may be described briefly as follows: 

1. Like the Marxians, the syndicalists be¬ 
lieve in the class struggle. 

2. The syndicalists advocate “direct action,” 
that is, any form of direct pressure, including 
violence, that the workers can bring to bear on 
the employer. They advocate the strike, even 
the general strike—that is, a strike of all work¬ 
ers in all industries—^if necessary to enforce 
their demands, as well as the boycott and 
sabotage; but they are generally opposed to 
political action because they regard the state 
as merely the instrument of “class rule.” 

3. The most characteristic feature of syndi¬ 
calism is perhaps the belief tliat the unit of 
social organization should be the trade union 
or syndicat (hence the name), that the most 
important task is to increase the membership 
of these syndicats, and that the syndicats will 
be the unit of political control in the socialist 
state. 

Democratic Socialism 

Meaning of democratic socialism 

Following the general concept of most 
American socialists, we may define socialism, 
democratic socialism, as the public ownership 
and operation, in accordance with democratic 
principles, of the socially important productive 
industries* The socially important industries 
would include the banks, railroads, public utili¬ 
ties, mines, smelters, mills, factories, hotels, 
apartments, wholesale and jobbing establish¬ 
ments, and department stores; the great chain 
stores would be either socialized or broken up, 
as would also agricultural units large enough to 
be ^"socially important.” There is some disagree¬ 
ment as to farms, individually owned retail 
stores, and small service establishments; they 


might be left in private hands. Clearly such 
productive capital as the housewife’s sewing 
machine and the woodman’s ax would be pri¬ 
vately owned, and consumers’ goods would be 
privately owned. Under a socialist regime a 
man might own his home and its furnishings 
and his automobile, and he could spend his 
wages in any way he pleased; but he could not 
own a “socially important” factory, or probably 
even a house or a farm that was to be rented to 
others. 

No precise line can be drawn between the 
industries which would and those wliich would 
not be socialized; but it is possible that the 
principle employed in Russia might be used 
to some extent, although the autocratic Soviet 
Union is not the ideal for democratic socialists. 
The fundamental characteristic of the Soviet 
regime is the elimination of profit, private 
profit. In Russia a man can operate a retail .shop 
or a repair shop, but he cannot make a profit 
from hiring other labor or from renting his shop 
to someone else. He must operate it himself 
and do the work himself. If the socialist state 
left stores and shops and farms in private hands 
it would doubtless regulate their operation 
closely, for there would be a general economic 
plan into which such enterprises would have 
to fit. 

Would tlie industries be owned by the 
federal, state, or local government? Most of the 
important industries are so tightly integrated 
on a national scale that they would have to be 
operated by the federal government; but there 
are other industries and businesses that might 
well be operated by the states and munici¬ 
palities, as in Soviet Russia. 

From the foregoing it is clear that most of 
the labor, perhaps nearly all, would be hired 
by the government—^federal, state, or local— 
and that wages would be the only functional 
income going to private individuals. Profits, 
rent, and interest would go largely to the gov¬ 
ernment Whether all workers would receive 
the same wages or whether there would be 
wage differentials as tinder capitalism is a ques¬ 
tion on which socialists disagree. Russian ex¬ 
perience suggests that some differentials would 
be required in order to provide an incentive for 
diligence and industry and in order to attract 


^'Harty Laidler, A History of SockUsi Thou^, p. 297. 
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enough labor into disagreeable kinds of work, the half-educated sort” that socialism means a 

Democratic socialists are fairly well agreed 'red flag and a reign of terror,” and that so- 

that the change to socialism is to be achieved cialists are a **lunatic fringe” of sinister men 

by democratic means, by convincing a majority and women who spend mo^it of their time 

of the voters that it is necessary and that the plotting against the government and against 

socialized industries will be operated demo- the good, honest, industrious, and competent 

cratically, not by an irresponsible government people who are trying to build up American 

dictatorship. The Fabian socialists believe that civilization. As far as the genuinely socialist 

socialism will come gradually, and inevitably, movement is concerned, this notion is grossly 

The Fabian doctrine of “gradualness” is ac- false. As Taussig says, “Brotlierly love, rather 

cepted by most socialists today; but the “inevi- tlian hatred or envy, underlies the movement.” 

tability” does not seem as inevitable as it once Most socialists are also people of more than 

did. Althong^^ the government of every capi- average education and intelligence. The sound- 

talist country has steadily expanded its func- ness of their judgment and the validity of their 

tions, most such governments have reached conclusions always have to be judged by future 

only the fringes of the great area of private generations, but it has often been observed that 

enterprise, and there is reason to doubt that from the perspective of later history many of 

our government, at any rate, will take over their views are surprisingly sagacious. Seba 

this vast field in any future that can be fore- Eldridge s study indicates that socialists aver- 

seen clearly. Probably one reason why business- age much higher in “public intelligence” than 

men were willing to yield some productive the members of the more conservative political 

activities to the government without serious parties; in our colleges, the proportion of so- 

resistance is the fact that the field of private cialists in the different departments varies 

enterprise also expanded—both extensively, in directly with the amount of training in the 

the settlement and exploitation of new lands, social sciences; it is low in schools of law and 

and intensively, in the rapid development of engineering, where there is almost no study of 

new industries and the expansion of produc- the social sciences, and relatively high in de- 

tion. As long as this hopeful expansion con- partments of economics, sociology, history, 

tinned, there was little occasion for bitter psychology, and political science.® A corollary to 

class struggles, since all classes were generally this might be that the only way to eliminate the 

fairly well satisfied; but in the stagnant econ- ominous “radicalism” of our colleges is to elimi- 

omy of 1929 to 1939 the government invaded nate the study of history, economics, sociology, 

various new fields while private enterprise political science, and psychology. This would 

expanded very little, and as a result there was not be suflRcient, to be sure, for many students 

much bitterness on the part of the business taking courses in English and foreign languages 

classes. This situation in Germany led not to a read widely, and the proportion of radicals is 

peaceful advance toward socialism but to Fas- fairly high; hence it might be wise to eliminate 

cism, financed by wealthy capitalists. There is the study of all literature. In fact, it might be 

some reason to believe that the “inevitable” best to close our schools or reduce them to the 

end of die gradual expansion of government function of propaganda agencies, just as Adolf 

functions may be not democratic socialism. Hitler did. 

but Fascism. Threatened with the loss of Such socialist leaders as Eugene Debs, John 
their power and prestige, the ruling classes Spargo, and Norman Thomas have been men 
may forcibly overthrow the democratic political of wide and intimate knowledge of social, 

regime and take the vote away from the economic, and political problems, and have 

poQpjg 8 been moved by a passionate love for humanity 

and an unselfish devotion to the principles of 
Character of socialists democracy. It is unjust to picture them, and 

There is a widespread notion among those most of their followers, as self-seeking, for in 
whom Taussig calls “the well-to-do people of propagandizing for socialism in the hostile 

« An excellent discussion of this point is to be found in Harold Lasld, Democracy in Crisis. 

® Seba Eldridge, Public Intelligence. 
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political atmosphere of the United States* 
socialists always have to sacrifice something in 
personal ease, monetary income, and the es¬ 
teem of the upper and middle classes. As far 
as material things are concerned, they could 
do much better for themselves if they were 
in business and belonged to a conservative 
party. Many Marxians are contemptuous of 
democracy, but it would be grossly unfair to 
think that American socialists represent a 
threat to democracy, for as a nile they are 
more sincerely interested in its preservation 
than are their uninformed critics. 

The socialist argument 

The traditional socialist argument runs gen¬ 
erally along the lines of criticism of the existing 
order and of the wastes of competition—ad¬ 
vertising, salesmanship, and duplication of 
plants and services. Socialists claim that more 
than half our energy is thus wasted. They point 
^ to the growing monopoly in our economic life, 
and argue that government monopoly is prefer¬ 
able to private monopoly. They stress the 
grotesque inequalities of income—the high 
proportion of unearned fortunes, and the tragic 
poverty, insecurity, and destitution of a large 
part of our population, all the more tragic in a 
countiy which could well produce enough for 
a fairly decent life for all. They complain of 
the domination by the rich of our press, pulpit. 
Schools, and our culture in general, and main¬ 
tain that political democracy is impossible 
without a greater measure of economic de¬ 
mocracy than we now have. Finally, they argue 
that capitalism demands imperialism and that 
imperialism has been the cause of most wars; 
wherefore they insist that since all wars are 
imperialist, no war is ever justified, which 
makes pacifism the only reasonable position to 
take. 

Some pros end cons on socialism: the 

problem of human character 

It Is often said that socialism would be very 
fine if people were very fine, but that people 
are too selfish to respond to the idealism of a 
socialist system. Here we encounter a diver¬ 
gence of views that has persisted since the 
time of Plato and Aristotle. Plato, the first great 
radical—a communist rather than a socialist, 


as we now understand socialism—^thought men 
would respond to other than economic motives, 
for the “guardians” were to have no property 
of their own and the ruling “philosophers” were 
assumed to be indi£Ferent to money. Aristotle, 
the first great opponent of communism, held a 
less favorable view of human nature, as we can 
see from his argument; “That which is common 
to the greatest number has the least care be¬ 
stowed upon it. Every one thinks chiefly of his 
own, hardly at all of the common interest; and 
only when he is himself concerned as an in¬ 
dividual,” and from his famous statement, 
“Men are more desirous of gain than of honor.” 
Aristotle regarded the love of private property 
as natural to man: “And how immeasurably 
greater is the pleasure when a man feels a thing 
to be his own; for the love of self is a feeling 
implanted by nature and not given in vain, 
although selfishness is rightly censured.” These 
arguments against communism, which are to 
some extent pertinent also against socialism, 
are about as sagacious as any that are offered 
today. 

Socialism does indeed assume a less ac¬ 
quisitive disposition in human beings than our 
present system does. Our grotesque inequali¬ 
ties in wealth and income—^if they have any 
logical foundation at all—rest on the assump¬ 
tion that only by offering fabulous prizes can 
we induce capable businessmen to do their 
important work of managing and directing 
productive enterprise. Salaries paid by business 
corporations run as high as $500,000 a year or, 
if bonuses are included, $2,000,000 a year. 
No such prizes would be offered in a socialist 
state, for the philosophy of socialism is strongly 
equalitarian. These exi^eme inequalities of in¬ 
come do not appear in government service. We 
assume that we can get able men for our 
Supreme Court—^whose function is quite as 
important as that of any corporation’s board of 
directors—^for $20,000 a year. Cabinet ofiBcers 
for $15,000, and Senators for $10,000. The 
President receives $75,000, only as much as 
the president of an ordinary middle-sized cor¬ 
poration. There is reason to believe that a 
socialist government could secure nearly as 
good entrepreneurial services as we have today 
for much smaller compensation. 

Socialists are inclined to argue that if people 
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«re conceded to be essentially selfish, they are 
:so partly or largely because of environment and 
itradition, because from the cradle to the grave 
vthey are made constantly aware of the heavy 
'emphasis on money as a measure of reputa¬ 
bility; and they insist that if environment and 
draining stressed other ideals, people would 
respond to them almost as well, if not quite as 
energetically, as to the love of lucre. Certainly 
there is some truth in this view. Many men 
leave highly remunerative positions in business 
to accept modestly paid government posts in 
which theii compensation consists in honor or 
in the satisfaction of doing a great public serv¬ 
ice. Many university teachers could earn far 
more in business, but prefer to take their com¬ 
pensation partly in other forms than m(»ney. 
OflRceholding in the socialist state might carry 
with it so much honor and distinction that able 
men would be willing to serve for modest 
salaries. Some do this, even in a capitalist 
economy. 

Wliether human beings could ever be so 
reared and educated that they would largely 
lose their selfish desire for individual posses- 
;sions and personal gain, whether they could 
ever be trained to find in collective ownership 
^nd gain somewhat the same satisfaction that 
they now find in individual ownership and 
•gain, is quite another question. The desire for 
personal possession is deep-rooted, and the 
present writer feels no strong confidence in the 
unselfish motives of most people. Yet we must 
•concede that the opportunities for personal 
ownership are declining anyhow, and that man 
is apparently adjusting himself to a world in 
which fewer and fewer people think of it as 
essential. 

Selfishness, intelligent selfishness, would not 
necessarily make socialism impracticable. If 
socialism were really a more efficient form of 
economic organization, intelligent selfishness 
should lead most people to favor it. Those who 
have profited handsomely under the capitalist 
regime would of course be hostile, but they 
constitute only a small proportion of the popu¬ 
lation. Moderate democratic socialism, which 
did not include farms and small retailing es¬ 
tablishments, would deprive less than 1 per 
cent of the people of the opportunity to amass 
fortunes* 
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Human intelligence and socialism 

More important than the question of human 
selfishness is undoubtedly the question of hu¬ 
man intelligence. To the extent that the capi¬ 
talist system really works well, it calls for litfte 
public intelligence. If in seeking their own 
interests men are guided by Adam Smith's “in¬ 
visible hand" to serve also the public interests, 
obviously the government needs only to pre¬ 
serve law and order and establish certain rules 
for business. “The best government is the least 
government"—the best because government 
intervention can mean only interference with a 
naturally beneficent process; a corollary might 
be: “The less government there is, the less 
public intelligence is needed." The problems 
of government were rather simple two or three 
generations ago, when capitalism usually op¬ 
erated to provide fair employment and reason- 
able security. In a socialist society, with the 
government operating the important industries, 
a hundred problems would demand the atten¬ 
tion of the people, would have to be solved by 
them as voters, unless they were content with 
whatever kind of administration the bureau¬ 
crats provided—a course fraught with grave 
danger to their liberties. Democratic socialism 
requires a keen public interest in government 
problems, and a higher level of public intelli¬ 
gence than can be found in any country in the 
world, perhaps higher than has ever been re¬ 
corded in history. The fact that people have 
been able to operate a capitalist system success¬ 
fully does not prove that they could run a 
socialist government. 

Granted that people may have the necessary 
mental resources, there is the further question 
whether they would be willing to use them 
in studying government problems, or whether, 
as at present, they would prefer poker and 
bridge and the movies. Most individuals find 
any sort of hard thinking distasteful, and it is 
not certain that they would be willing to give 
serious attention to the problems of govern¬ 
ment when there are so many ways of enter¬ 
taining themselves without mental strain. Per¬ 
haps they would. As is evident from the ex¬ 
ample of the Scandinavian countries, if the 
study of economics and politics becomes the 
conventional thing—^we might say the “fashion¬ 
able" thing—^people will work at it with genu- 
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ine interest and enthusiasm just as Americans 
work at poker and bridge with keen and im- 
flagging interest. 

Organization of production under socialism 

It is sometimes argued that a socialist gov¬ 
ernment would inevitably break down from the 
sheer difiBculty of organiaing such a large num¬ 
ber of complicated productive enterprises. There 
would certainly be difficulties, and in some cases 
the task might be done badly; but for that mat¬ 
ter some businesses today are poorly organized 
and administered and grossly wasteful of hu¬ 
man energies. Furthermore, as Taussig has 
pointed out, the large-scale enterprises of the 
present have gone far to disprove this argu¬ 
ment.^® If a private individual can manage a 
five-billion-dollar concern like the American 
Telephone and Telegraph Company, a govern¬ 
ment-chosen manager might be able to do so 
without too great difficulty. Socialists often 
point out that the drift of private enterprise 
toward great combinations has provided ideal 
conditions for socialization. The government 
now operates such enterprises as the postal 
service, the Reclamation Service, the Forest 
Service, and the Tennessee Valley Authority; 
and its efficiency in conducting them is prob¬ 
ably not inferior to that of private enterprise 
on the average. Furthermore, the government 
could save a great deal in cases where private 
enterprise inevitably involves waste, as in the 
cost of advertising, salesmanship, cross freights, 
and general duplication of services. 

Yet there may be valid doubts as to the 
general efficiency of government enterprise, 
particularly with respect to the function of 
management. Could the government secure as 
efficient managers as those at present in in¬ 
dustry? We might doubt that it could, even if 
we concede that today public enterprise is as 
efficient as private enterprise, for in many cases 
die government secures the services of men 
who have been winnowed out by private com¬ 
petitive business. In the event of socialization, 
the government might keep as managers the 
men now in control, and thus might start with 
good management, perhaps better than ever 
before because it would be free from the domi¬ 
nation of the acquisitive spirit. But is there not 


a possibility that when these men passed from 
the scene, their successors might lack some of 
the vigor and alertness inherent in private en¬ 
terprise? Socialists have not always indicated 
clearly how they would choose the important 
managers of industry, and there is reason to 
doubt that they would select men as able as 
those found in private competitive business. 
Taussig has little doubt on this point: “It is 
well-nigh impossible to conceive that any gov¬ 
ernmental organization, democratic or auto¬ 
cratic, will be able to pick out the men who are 
at once imaginative, venturesome, and clear¬ 
headed.'' 

Carver likewise believes management under 
socialism would be inferior to that under a 
capitalist society. In a capitalist society, he 
points out, we choose industrial managers by 
“spending our dollars" for the goods of which 
we approve, thus “choosing" the managers of 
the concerns that produce those goods, in 
preference to the managers who produce goods 
that we do not like so well. In a socialist state, 
however, we would choose the managers by 
“casting our votes”; and since we do not do 
this with as much thought and intelligence as 
we spend our dollars, our choice would not 
be so wise. To the extent that there is competi¬ 
tion in industry, this argument is logical; but 
to the extent that industry is monopolized, we 
have less chance to choose goods, and there¬ 
fore managers. 

When we say that private entrepreneurs may 
be more efficient, we must be cautious in de¬ 
fining efficiency; for efficiency in conducting a 
particular private business may be gross in¬ 
efficiency from the broad social point of view. 
Jay Gould was a shrewd businessman, wholly 
efficient in promoting his own personal inter¬ 
ests, but he was doubtless a heavy detriment 
to society as a whole. The efficiency of the 
Rockefeller group in promoting their oA mo¬ 
nopoly was not social efficiency. The efficiency 
of the managers of the United States Steel Cor- 
p(»ration in earning profits by kee^^ng its labor 
force in a state of helpless peonage wai not 
social efficiency^ for labor of the that the 
steel men had in &eir mills and slums is always 
a danger to democracy. The efficiency ctf ad^ 
vertisers in convincing buyers that tb^ is “not 


F. W. Taussig, Principles of Economics, 4di ed., vol. ii, pp. 507, 508. 
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a cough in a carload” or that fifteen bottles 
of Dr. Jenks’s Vegetable Compound will cure 
fifteen diseases is not social efficiency. 
j Even if the managers in a socialist society 
k^re individually less competent than those in 
a capitalist economy, they might be able to 
provide quite as well for the needs of con¬ 
sumers, because tliey could eliminate some of 
'the wastes of competition. If, for instance, the 
government owned and operated the railroads, 
the managers could avoid some duplication of 
lines, or where lines run parallel they could use 
some for freight and others for passenger traf¬ 
fic; and they could fix timetables in such a way 
as to give passengers better service. In some 
stations today, two or three trains may leave at 
about the same time bound for the same desti¬ 
nation, and then there may be no more trams 
for several hours. Government operation, with 
coordination of the railway system of the entire 
country, would have some advantages. On the 
other hand, it would be at a disadvantage in 
some respects as compared with private opera¬ 
tion. Railways employees, representing a large 
bloc of votes, might be able to force upon the 
management even more onerous labor rules 
and restrictions than those from which private 
managers suffer today. 

This brings forth a principle of the highest 
importance. Private entrepreneurs alwatjs face 
the necessity of keeping costs doum to receipts. 
When they cannot do this they must—^and in 
most ordinary types of business they should— 
close shop. If the receipts of an ordinary busi¬ 
ness do not balance costs, the business is pre¬ 
sumably being carried on at a social as well as 
an individual loss. If people living on a rail¬ 
road spur, for instance, are not willing to pay 
the cost of operating that spur, it should be 
abandoned, and the labor and capital should 
be turned to the production of some good or 
service that the public wants badly enough 
to pay for at a cost price. The stem necessity 
of making ends meet, under capitalism, is a 
oonserver of society’s productive energies 
which might be lost to some extent under 
socialism, for various unprofitable businesses in 
which lo^ commimities were interested might 
be maintained partly at public expense and at 
a social loss. This is true of some enterprises 
already undertaken by the government—-cer¬ 
tain and river navigation projects, ir¬ 


rigation systems, highways, and some PWA 
and WPA improvements. Government expendi¬ 
tures to promote health, culture, and good 
citizenship cannot of course be judged from 
this point of view, because hospitals, museums, 
and schools should not be expected to pay their 
way. Furthermore, during a depression the 
government may well undertake projects in 
order to provide employment, on the theory 
that if the unused labor of the unemployed can 
be used in producing goods and services of any 
value whatever, society will gain by just so 
much. It is better to waste labor partly than to 
waste it altogetl*er. 

Wages in the socialist economy 

The problem of wage adjustment would 
/present serious difficulties in a socialist society. 

/ There are three possible principles that might 
/ be followed in the apportionment of wages. 

The first, which is advocated by a few social- 
! ists, calls for apportionment according to need. 
This would amount practically to equality of 
wages, although some inequality might be al¬ 
lowed to cover differences in need; for instance, 
wages might be higher for married men than 
for celibates. Such a scheme is highly idealistic, 
fit for angels but not so well adapted to human 
beings. It is true that in the Amana Society of 
Iowa a principle much like this was in opera¬ 
tion for nearly three generations, but its mem¬ 
bers were deeply bound together by religious 
ties; even so, the Society finally had to abandon 
its communism and adopt the corporate form, in 
order to get the necessary work done. The 
Bolshevik government of Russia maintained 
equality of wages for a while but eventually 
was forced to introduce wage differentiab. It 
is highly doubtful whether most men, what¬ 
ever their environment and training, would 
work hard to develop skill and proficiency if 
thereby they gained notliing in wages. Some 
of the better-paid professions require many 
years of hard study, whereas a grocery clerk 
can learn his work fairly well m a few months 
without expense, or even at a small salary. If 
there were no wage differences between diese 
two lines of work, how many men would bo 
willing to prepare for the professions? 

\ A second possible principle of wage detenni- 
1 nation would be payment according to sacri- 
I fice. Under this principle, wages would be 
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high in those occupations which are particu¬ 
larly dirty, wearing, or irksome; but pleasant 
and agreeable work would be paid for at a 
lower rate. In determining the irksomeness of 
labor, it would of course be necessary to con¬ 
sider the training required, and this might put 
the professions in a high-wage class. To the 
extent that people have equal abilities and 
equal opportunities, this principle is in opera¬ 
tion today, for dirty and disagreeable work 
commands higher wages than clean and pleas¬ 
ant work requiring the same abilities. The fact 
that so often the reverse principle—pleasant 
work paid for at high wages, and dirty, dis¬ 
agreeable work done at low wages—is in op¬ 
eration is due to differences in natural abilities 
and in opportunities. Under socialism, oppor¬ 
tunities could to some extent be equalized, but 
|differences in abilities would persist. 

The third possible principle of wage de¬ 
termination would be payment according to 
efficiency or productivity. However strongly 
the ideal of equality may appeal, some adjust¬ 
ment of wages to eflSciency is expedient in 
order to call forth everyone's best efforts. Many 
people think that an ethical principle is in¬ 
volved, that it is right and just to pay more 
efficient workers higher wages, but this is an 
error. There is nothing ethical about it, no 
clear principle of Justice; but it is probably 
expedient to pay according to efficiency, be¬ 
cause otherwise no worker would have a strong 
incentive to increase his efficiency. Even Marx 
conceded that during the transitional period, 
before the classless society was achieved, wages 
would have to be adjusted in this way. 

The problem of fi^g wages for hundreds of 
kinds and grades of work would present baf¬ 
fling difficulties; and the government could 
probably do no better than to follow the same 
principle that is applied today, the principle 
of demand and supply. Having determined 
how much of a given commodity was to be 
produced, the government might fix the wages 
for every type of work involved in production 
at a point which would call out the supply of 
labor needed. Unless it resorted to compulsion, 
it could not offer less; if it offered more, it 
would be obliged to choose among a great 
number of can^dates and would work an in¬ 
justice on those not chosen. A socialist govern¬ 
ment would probably try to iron out great 


inequalities as far as possible; and by providing 
better living conditions for the poorer^ classes, 
it might be able to reduce wage inequalities 
based on differences in environment, health, 
and training; but some differences would still 
remain. 

Labor unions in the socialist economy 

In a socialist as in a capitalist society, labor 
unions would be a complicating element. Labor 
unions in strategic industries such as railroad 
transportation would be able to exploit their 
position, just as they now do. Presumably 
labor would be more widely organized than it 
now is, or all of it might be organized, and 
this would enable the now relatively helpless 
classes to protect themselves to some extent 
from the more powerful groups. If all labor 
was combined in powerful organizations, the 
government might represent largely a battling 
ground for the unions, with the stronger ones 
maintaining an unfairly advantageous position 
for themselves, as they do now. A socialist 
government would be more directly subject to 
pressure from labor groups than our present 
government is; and if any part of the economy, 
such as farming and small retailing, were left 
in private hands, it might suffer under the 
dominating power of organized labor so much 
that the government would have to take it 
over. In a capitalist economy the employers to 
some extent perform the function of protecting 
the general public against the exactions of 
labor groups, and government managers prob¬ 
ably could not do this so well, although they 
would not have the same incentive, either, for 
exploiting helpless laborers. 

All this is based on the assumption that labor 
unions, as now organized, would persist in a 
socialist economy; but Gagliardo suggests that 
this would be impossible. Certainly the Russian 
workers' organizations do not function like 
ordinary labor unions, but in such semi-socialist 
countries as New Zealand, Australia, and 
Sweden unions are very strong. Much would 
depend on the nature of the socialist econ¬ 
omy. If it were highly autocratic, unions 
would doubtless have to take a position of 
subservience; but if it were genuinely demo¬ 
cratic, labor unions not much different from 
our own might persist. In any case they would 
have to develop a sense of social responsibility 
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which some of our present unions do not have, unfortunate. Americans need many things more 
The socialist state would have to provide an than they need new inventions, gadgets, wheels 

extensive civil service system for most kinds of within wheels. They need time to live; and a 

workers, because it could not well trust promo- less dynamic economy might help to meet this 
tions and demotions to the judgment or caprice need. More leisure might be worth as much 
of individual managers or foremen. Civil serv- as more new goods, 
ice, however, although necessary in govern¬ 
ment service, is inelastic, routine, and un- Socialism and government corruption 
progressive, and hence would be unlikely to One argument against socialism that can be j 
bring forth the alertness and inventiveness easily disposed of is that socialism could not! 
characteristic of private industry at its best, succeed because of the inevitable crookedness ' 

of government officials, which would be ex- 
Industrial management and progress in the tremely serious if the government were carrying 
socialist state on a vast number of enterprises. Many people 

It is often argued that a socialist economy find happiness and relaxation in talking about 

would be less dynamic than our capitalist the laziness, incompetence, and dishonesty of 

omy is, less progressive technologically, n^ore politicians and government officials. Whatever 

afflicted with routine and red tape. This might may be said as to the laziness and incompetence 

be true; laborers might not work so hard, —and it is easy to say too much—government 

managers might be less efficient ^d might not officials maintain higher standards of integrity 

scheme and worry so tirelessly,!changes and and honesty, in some ways, than are found in 

improvements might not follow each other with private business. We have seen, for instance, 

such kaleidoscopic rapidity. It is not certain, that some 25 per cent of our corporation of- 

however, that socialism would be less dynamic ficials got their positions through the influence 

or less progressive technologically than our of some relative in the organization; despite our 

monopoly-ridden capitalism. Some of our big Senators' and Representatives' custom of hiring 

industries—^for instance the railroads—^lack% relatives for secretarial positions, nepotism is 
much of the dynamic alertness and progres- \ rare in federal government bureaus. A good il- 

siveness seen in private industry at its best. \ lustration of this difference between govern- 

Moreover, in comparing managements, govern- ment and business standards may be seen in 

ment-chosen managers should be compared not the story of the Teapot Dome scandal—^the 

with individual competitive businessmen but attempted theft of our government's naval oil 

with self-perpetuating officers of corporations reserves during the Harding administration. In 

which to some extent are in a position of mo- this case corrupt businessmen bribed corrupt 

nopoly. It will be recalled that large corpora- or stupid government officials; but when the 

tions often buy up inventions solely to suppress facts were brought to light every important 

them, and that they are always under induce- government official involved was promptly re- 

ments to keep down production. Socialist man- tired in disgrace to private life, whereas the oil 

agers would presumably have no incentive to magnates implicated in the bribery of these 

suppress patents or restrict production. Al- officials suffered practically no criticism from 

though our capitalist corporations do carry on their business associates. Socialists point out 

a great deal of research work, the Soviet gov- that big business is usually responsible when 

ernment is reported to be spending for research government officials are corrupted, and that if 

vastly more than all the research agencies in there were no big private business there would 

the United States. Russia's surprising military be no one to corrupt the government, 
effectiveness in the second World War suggests A people's standards of integrity are largely 
the possibility that socialism may in reality be a matter of tradition, and it is possible that a 

more progressive technologically than capi- socialist government might develop high ideals 
talism, but we shall reserve judgment on this of public service if the people really wanted 

for a while. United States has much higher 

Even if socialism proved less dynamic standards today than she did a century ago, 
technologically, this would not be altogether and this rise has occurred while the govern- 
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meat was steadily expanding its activities* But 
if the people do not care about honesty in gov¬ 
ernment, they will fare badly no matter what 
economic ^stem they live under. 

Socialism and the allocation of productive 
factors 

Much has been written in recent years about 
the problem of allocating productive resources 
to the production of different kinds of goods, of 
guiding production in a socialist state. How 
c ould a socialist planning board determine h ow 
much capital should be devoted to the produc- 
ition of steel, aluminum, houses, automobiles, 
electric refrigerators, furniture, clothing, food, 
[books, music, and all tlie other various goods? 
According to Mises, such an allocation would 
be impossible, theoretically as well as practi¬ 
cally, in a socialist society; and others—Hayek 
and Robbins, for instance—^agree that, al¬ 
though theoretically possible, practically it 
would be impossible. 

We have already seen that in a “free mar¬ 
ket*—in a competitive economy—capital and 
labor are assumed to flow to the various pro¬ 
ductive industries until the marginal productiv¬ 
ity of these factors is equal throughout all the ^ 
industries; at this point price is equal to mar¬ 
ginal and average cost. I f consumer preferenc es 
for the various types of goods , change, l^ e"" 
pneesTof the more pre ferred goods rise, and 
the r^ulung profits attrac t labor and cap ital 
unST pri ces and marginal costs again reach 
equali t)rand the profits disappea r. Inthe fr^ 
mark^ of a competitive economy prices are 
assumed to ^de^^pital a nd labor into the " 
production of the thing s which cons umers 
marginally want most^ and to guide consum- 
ets* 'pifrchases to^Bie goods whldi liave*tlie 
hipest marginal utility; and in equilibrium 
price is assumed to secure from a given amount 
of caiHtal and labor the goods wlrich will have 
maximum utility. The equalization of mar¬ 
ginal costs and price is presumed to be 
brought about by the entrepreneur through 
trial and error, and Mises and his school con¬ 
tend that this trial-and-error method would 
not be possible in a socialist economy. 

The difficulty of aUocation would arise in 
the market for capital goods and productive 
resources, not in the market for consumers" 
goods, for the latter would constitute a kind of 


market where supply and demand could have 
some play, although not the free play of capi¬ 
talism. The critical difficulty—or the impos¬ 
sibility, according to Mises— would appear in 
the market for such productive factors as iron, 
steel, liunber, machine tools, and other pro- 
ductive goods whose deman d b “dftrived** 
from the demand for c onsumers* goods. How , 
for instance, w ould a s ocialist government a llo- 
cate coital to the m ining of iron ore, the 
smelting of pi gjroi^ the mmi ii fauture of ste el, 
the fabrication of stee l into various produc ts. 
and tK eTmllding a nd ope ratioiuff nulmad^? 

It is impossible to enter here into all the re¬ 
finements of theoretical analysis called for by 
tliis problem. In opposition to Mises and his 
followers, Lange reaches the conclusion that 
the allocation of productive resources is pos¬ 
sible, both theoretically and practically. Lange 
b elieves that government managers could solve 
th e allocation problem b y trial and error, much 
as private managers do under capitalism, but 
the^verrun^t would have to install an elab- 
ofate acebuhtm^system? 
that allocation could be handled successfully 
in a socialist economy. The best argument on 
this point, of course, is the fact that the alloca¬ 
tion problem is being solved with apparent 
success in Russia, although not under a demo¬ 
cratic government. 

Moreover, the allocation of productive fac¬ 
tors under socialism would not need to be by 
any means perfect to be as good as it is under 
capitalism. As we have seen, we do not have 
in most of the economy the perfect competi¬ 
tion which must be assumed as the basis for 
the perfect adjustment of prices and the per¬ 
fect allocation of productive factors; instead 
the economy is shot through with monopoly, 
or is monopolistically competitive throughout 
almost its entire range. Therefore there is no 
reason to assume that prices are adjusted and 
productive factors allocated m such a way as 
to equate marginal costs, prices, and marginal 
utili^,, and so secure maximum satisfaction. 
To reach this theoretical ideal, we might have 
to double our production of aluminum, sul¬ 
phur, and other monopolized commodities. A 
socialist government would have a difficult 
task, but it might make many errors and still 
do as well as capitalism does. 

Many of those who see such tremendous 
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difiBculties in allocation under socialism have a 
grave misconception as to the present process 
of Ulocation. Many of them thi^ that the peo¬ 
ple want goods, business sets to work to pro¬ 
duce the goods wanted, and therefore private 
enterprise does a fine job in satisfying wants. 
With respect to some goods this picture is 
fairly accurate but with respect to others it is 
badly out of focus. We do indeed want beef¬ 
steak or ham or leg of lamb, and the producer 
does us a good turn in providing it; but we do 
not in the same way want saddle shoes, or 
Chesterfield overcoats, or new styles of wom¬ 
en's clothes every six months, or 300 pounds of 
nickel-plated junk on our cars. The present 
writer lived for half a century without any 
conscious yearning for metal trimmings on his 
car, or a Schick razor, or a key purse, or zip¬ 
pers on his clothing; for generations women 
led reasonably contented lives without ciga¬ 
rettes or open-toed shoes. To some extent mod¬ 
ern industry creates the want which it satis¬ 
fies; and there is no reason why a socialist gov¬ 
ernment could not do the same thing; or, if it 
did not devote much energy to the creation of 
wants, it might allocate the factors of produc¬ 
tion in such a way as to provide as much con¬ 
sumer satisfaction as we now have, or perhaps 
even more. 

Socialism and human freedom 

A far more serious argument against social¬ 
ism relates to individual freedom. As we noted 
in an earlier chapter, human freedom as we 
know it came with the development of capi¬ 
talism, and there is a clear possibility that it 
may largely disappear if capitalism is aban¬ 
doned. It is true that many of tlie lower and 
middle classes—^laborers, clerks, salespeople, 
stenographers, bookkeepers and the like— 
probably have less freedom today than they 
realize, for their daily routine is largely deter¬ 
mined for them. It is probably true that if a 
people have a deep-rooted love of freedom, as 
Americans do, and if they develop the social 
intelligence needed in a socialist regime, as 
Americans perhaps would not, the masses 
might well have more freedom under a social¬ 
ist system than they do in a capitalist economy. 
Yet the building up of a great government bu¬ 
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reaucracy certainly presents a grave danger 
that the officials might leam to like their power 
and might decide to perpetuate it by abolish^ 
ing those periodic nuisances for elected offi¬ 
cers, popular elections. The recent steady drift 
toward absolutism in Europe has emphasized 
the difficulty of maintaining democratic insti¬ 
tutions. Furthermore, a socialist government 
might introduce various vexatious rules, regu¬ 
lations, and ’red tape” into the work and lives 
of the people, although it might provide more 
freedom in other respects than capitalism ever 
did. Presumably it could free laborers from 
the haunting fear of unemployment, sickness, 
accident, and old age; but it would mean less 
freedom for the business rulers and the upper 
classes in general. As Taussig says: “The aboli¬ 
tion of the regime of privilege would neces¬ 
sarily destroy some advantages of the privi¬ 
leged. That elegant freedom now enjoyed by 
the possessors of large unearned' incomes 
would disappear completely.”^^ 

In an effort to guard against the dangers of 
a great government bureaucracy, the guild so¬ 
cialists propose that the unit of the socialist 
government shall be the “guild”—^an associa¬ 
tion of all the workers in an industry, trade, or 
profession, corresponding to the syndicat of 
syndicalism. The guild socialists argue that 
these workers will understand their own in¬ 
dustry better than other people can, and will 
therefore be able to elect competent managers. 
G. D. H. Cole is the leading figure in guild so¬ 
cialism. 

A serious difficulty in the way of socialism 
as a democratic system would appear in work¬ 
ing out the details of the socialist plan to be 
adopted. Socialists themselves differ more or 
less on many questions, and there would have 
to be agreement on these questions. The plan 
would have to be worked out by fallible men, 
some of them intelligent, some ignorant, with 
a diversity of ideas as to details; and the re¬ 
sulting scheme might be a patchwork of com¬ 
promises and inconsistencies. The plan would 
have to be approved by the voters, at least in 
its broad outlines, and would therefore be sub¬ 
ject to the pressure of sectional and class in¬ 
terests, as well as to the shifting winds of pub¬ 
lic opinion. It is one thing to draw up an ideal 


^ ibid, voL tt, pp. 600-510. 
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plan for a socialist society; it is quite another 
to have it passed in recognizable form by any 
legislative body, either as a whole or piece¬ 
meal. How many wise and laudable measures 
have been poiired into the congressional hop¬ 
per in Washington, to come out mutilated and 
unrecognizablel 

Many people are stubbornly opposed to 
anything new, except in the realm of gadgets 
and machines, and quite unable to understand 
economic and political institutions that they 
cannot see operating concretely before their 
eyes, institutions that must be understood from 
an abstract picture or explanation of what 
"would be.” Many important steps in socializa¬ 
tion in this country, such as the reservation of 
forest, oil, and coal lands, the Tennessee Val¬ 
ley Authority, and some of our great reclama¬ 
tion projects, have been possible not because 
the people favored them, but because one or 
more public officials happened to get them ap¬ 
proved by Congress. Afterward, when the peo¬ 
ple could see "their” forest, oil, and coal re¬ 
serves as concrete realities, they approved of 
them; but it would have been difficult if not 
impossible to persuade them to vote for such 
projects when they were still in the blueprint 
stage. 

It is one thing, furthermore, to draw up an 
ideal scheme, such as men of good will and 
high principles ought to like; it might be quite 
another to administer it to the satirfaction of a 
public made up heterogeneously of intelligent¬ 
sia and ignoramuses, workers and drones, al¬ 
truists and egoists, idealists and "pig-trough 
philosophers.” Even the best possible socialist 
government might fail to please a great many 
people. Many reformers have run headlong 
into the stubborn fact that many of the people 
don't want reforms, don't want anything bet¬ 
ter, don't want to be "saved." Jesus was not the 
only man crucified by the very people He tried 
to help. Not a few reformers, socialists in¬ 
cluded, after a few years of hopeful cmsading 
for the "oppressed masses,” have cotne to the 
conclusion that the oppressed masses appar¬ 
ently don't want to be saved from oppression 
or, as Mencken once put it, aren't worth sav¬ 
ing. 

The point of all this is that the establish¬ 
ment and operation of democratic socialism 
would involve many serious difficulties; and it 


is at least possible that government officials, 
even if democratically inclined, might find that 
the only way to avoid the paralyzing conflicts 
of interests and opinions, the only way to get 
things done, would be to take the vote away 
from the people. To avoid conflicts within the 
government bureaucracy itself, it might also be 
necessary to organize a tight party oligarchy 
which would formulate policies and stamp out 
all opposition to them. This is what was done 
in Russia. Marx and Lenin never believed that 
socialism in its early stages could be operated 
by vote of the people. 

Socialism in a new light 

Within the past decade or so, the question 
of socialism has come up in an entirely new 
light which gives the socialist argument greater 
weight. Previously the socialists had argued 
that socialism would be better than a capital¬ 
ist system which worked with fair success; but 
today they have a much stronger argument— 
it would be better than a capitalist system 
which cannot be made to work successfully. 
We need not as yet close our minds to the real 
condition of capitalism—whether it is perma¬ 
nently moribund or may some day regain its 
former vitality. If it does recover and provides 
jobs and security again, there will be no neces¬ 
sity for shifting to any other system. Many stu¬ 
dents of the problem are convinced, however, 
that it will never recover fully, that millions 
will be unemployed as long as we depend on 
private enterprise, and that, like Germany, 
Italy, and Russia, we shall therefore be obliged 
to shift to another system. Many believe that 
some form of collectivism—^socialism, commu¬ 
nism, or Fascism—^will inevitably displace 
capitalism. If this proves true, socialism is pref¬ 
erable to either communism or Fascism, be¬ 
cause it is the only democratic form of col¬ 
lectivism. 

Nrtial socialization of our present economy 

It may be pointed out, by way of summary, 
that our economy is already socialized to a 
greater extent than is commonly realized, and 
that the trend toward further socialization is 
very strOng, and was so even before the begin¬ 
ning of World War II. The, protection of per¬ 
sons and property, always a government func¬ 
tion, employs not only the police force and a 
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rapidly growing detective agency—the Fed¬ 
eral Bureau of Investigation—^but also courts, 
fire departments, and our armed forces—^land, 
naval, and aerial—^including training camps, 
navy yards, and flying fields. The roads and 
streets owned by the various units of govern¬ 
ment represent an investment scarcely second 
to the amount invested in our railroads, and 
before the war the investment was increasing 
rapidly. The post office has been operated by 
the government since colonial days, but in re¬ 
cent years it has taken on significant addi¬ 
tional functiv^as, such as the parcel post and 
postal savings. The federal government has a 
fairly heavy investment in waterways, includ¬ 
ing the Panama Canal, and in harbor and 
channel improvements; and states and munici¬ 
palities own certain terminals and whaives. 
Municipal water departments have taken over 
more and more of the business of supplying 
water to cities, until today they provide nearly 
90 per cent of this service. Sewage disposal in 
cities has always been a public function.^^ 

In recent years the federal government has 
intervened extensively in the field of land con¬ 
trol and use. We saw earlier that it owns ex¬ 
tensive foiest, coal, oil shale, and phosphate 
reserves, a great system of national parks, im¬ 
mense hydroelectric plants and irrigation sys¬ 
tems, a vast domain of range lands; and that 
it is adding to some of these from time to time. 
The states too have set aside and improved 
parks and forests. The federal government has 
gone still further, however, in its land policy, 
for it has set up agencies to help farmers solve 
their problems, so many agencies that a good 
part of the alphabet is necessary to designate 
them all. It has encouraged and subsidized a 
tremendous program of erosion control, has 
undertaken to help farmers move from sub¬ 
marginal to better lands, and has begun a pro¬ 
gram of providing electric facilities for them. 
It has undertaken to rebuild tlie whole Ten¬ 
nessee valley completely, by means of land 
use control and the development of electric 
power, among other measures. 

Education, once provided by private enter¬ 
prise or by churches or philanthropists, has be¬ 
come more and more a government responsi¬ 
bility, The government, usually the state or 


local unit but with increasing federal subven-* 
tion, assumes charge of the child at the age of 
six or seven and does not release him until ten 
or fifteen years later. During these years the 
state assumes much of the cost of his formal 
education, and in the earlier years may even 
provide books, medical inspection, and trans¬ 
portation to and from school. Libraries and 
museums are generally maintained by govern¬ 
ment agencies, and have grown in num^r and 
importance. Much of the training of research 
workers and a considerable amount of the re¬ 
search work are done by state universities and 
departments and by federal bureaus and de¬ 
partments, Our colleges and universities spend 
50 millions annually on research, and the fed¬ 
eral government, employing some 10,000 work¬ 
ers in its various research agencies, spends 
about 65 millions. 

The federal government has entered various 
other economic fields to some extent. It not 
only has made a beginning in slum clearance 
and the construction of low-cost houses, but 
has set up agencies to finance home building 
at reasonable interest rates and to save homes 
that are too heavily mortgaged. It has an ex¬ 
tensive tentative program of slum clearance 
and low-cost housing to be inaugurated when¬ 
ever signs of depression and unemployment 
appear. Similarly in the field of banking and 
cjcdit, the federal government is intervening 
in a great many ways. We have seen that it 
has created a number of lending agencies, in 
addition to the postal savings banks. In 1938, 
federal lending agencies held loans amounting 
to $7,688,100,000 and investments of $2,537,- 
100,000, and the postal savings banks had de¬ 
posits of more than a billion. In 1945 the latter 
had increased to 2.5 billions. The federal Re¬ 
construction Finance Corporation, set up in 
1932, holds loans of 2.5 billions to banks, rail¬ 
roads, mortgage loan companies, and other 
business enterprises, and it owns a consider¬ 
able amount of bank stock. In addition to all 
this, the federal government through the Fed¬ 
eral Deposit Insurance Corporation, guaran¬ 
tees bank deposits up to $5000 per depositor. 

The government is increasing its activities in 
still other fields. It has become active in mort¬ 
gage insurance, crop insurance, life insurance, 


“ See Seba Eldridge and associates. Development of Collective Enterprise, 
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accident insurance, unemployment insurance, 
and old-age pensions, and in providing for 
health protection, medical services, and recre¬ 
ation and leisure-time activities. Some of these 
are carried on by the federal government, and 
some by the state or local unit; in some cases, 
as in provision of recreational facilities and 
protection of the public health, all the units of 
government cooperate. 

But this is not all. In many other tendencies 
we can see the steady growth of government 
functions. The government is steadily whit¬ 
tling down private property rights through 
controls of one kind or another. Although nom¬ 
inally private enterprises, the railroads are 
closely regulated as to rates, wages, and serv¬ 
ices rendered; littie is left of the concept of 
private property and private enterprise in this 
held. Farmers who once did as they pleased 
with “their own'^ are now restricted as to the 
amount of certain crops that they may plant; 
some of them plant and cultivate on the basis 
of the advice of government experts in agri¬ 
culture and erosion control, sell Aeir products 
under government surveillance, insure their 
crops with a government agency, use electric 
power from a government line, borrow from a 
government lending agency. If they fail in in¬ 
terest payments, they may surrender their 
farms to the government; if their land is sub- 
marginal, the government will move them to a 
more favorable location. In almost eveiy field 
of activity the government is reaching out fur¬ 
ther each decade; at the same time it is taking 
an increasing share of the returns of private in¬ 
dustry through heavier and heavier taxes. 

The trend is strongly toward socialism, and 
there is little basis for hoping that it can be re¬ 
versed. If the people should vote a conservative 
administration into power, a few government 
functions might be abandoned, particularly 
some of those favored by labor; but no presi¬ 


dential candidate in recent years has dared 
suggest abandoning much of the New Deal 
legislation. Alf Landon and Wendell Willkie, 
Republican candidates for the presidency in 
1936 and 1940 respectively, considered it ex¬ 
pedient to approve most of it in their campaign 
speeches, and Thomas Dewey^ that party's 
1944 candidate, even proposed expansion of 
the social security provisions. Many critics of 
the New Deal legislation charge it to President 
Roosevelt personally and appear to believe that 
if it had not been for him the country might 
have run along indefinitely in the good old 
ways; but there is little truth in this view. The 
economic ailments from which the country was 
suffering early in the Great Depression were 
deep-seated; and they were world-wide, for 
almost every other country was in similar dis¬ 
tress, and the response in many of them re¬ 
sembled our own New Deal program. 

We are now in a position somewhere be¬ 
tween capitalism and socialism, and it is not 
certain that it can be maintained long. There 
is some logic in Arthur Salter s opinion that in 
such a position we fail to get the advantages 
of either capitalism or socialism. In some busi¬ 
nesses, certainly, the government is interfering 
so much and so unwisely that it prevents pri¬ 
vate enterprise from operating with vigor, 
while the government itself does not take the 
initiative and go ahead with production under 
a socialist plan. The result may well be that 
production cannot be maintained. The success 
of the Scandinavian countries, whose economy 
even more clearly lies between capitalism and 
socialism, indicates that this is not inevitable; 
but it is not certain that we can duplicate their 
performance. All in all, the prospect seems to 
be for a continued advance toward socialism; 
but if the conservative and reactionary forces 
of our country are strong enough to stop this 
trend, we shall turn toward Fascism. 


QUESTIONS 

1. Define socialism. Which of the following might be privately owned under a socialist regime: 
a steel mill, a city railway system, a bank, a grocery store, a chain store, a farm, a corpo¬ 
rate fruit ranch, a piano, a home, a mortgage, a small hotel in a small town, a large New 
York hotel, a movie theater? 

2. Enumerate some of the wastes of capitalism. 

3. Will the jeeps, trucks, radios, etc., us^ in World War 11 be brought home and sold to the 
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pe^le, or will they be sold abroad or given away, in order to keep such articles scarce 

4, Jhe e:^ting presumption against any interference witli treedom of private enterprise is 
Almost serious hmdrance to true economic progress.” Argue for and against this state- 

5. What are Marfs important doctrines? Which one stamps him as a revolutionary socialist, 

or commumstr ' 


0. Your textbook has stressed the changing, evolutionary character of our economy. Do you 
think this is worth while? Why or why not? 

7. According to the economic interpretation of history, how could you explain the decline in 
religious fervor since John Wesley's time? How would you explain the rising divorce rate? 
The growth of labor unions? 

8. Where, 't present, do you find anything suggesting a class struggle? Why were wealthy 
businessmen so hostile to President Roosevelt? What classes supported him, generally, in 
1944? Why do wealthy businessmen object to the idea that there is a fundamental con¬ 
flict between the rich and the poor? 

9. Goodwin Watson finds that few unemployed workers become radicals. How can you ac¬ 
count for this? Can you explain his conclusion that education is closely correlated with rad¬ 
icalism, that the largest percentage of radicals is found among the most highly educated 
people? 

10. No economic system is good for everyone. For what classes is the capitalist system not very 
good? For what classes would a socialist system be bad? 

11. What were some of the revisionists’ criticisms of Marx’s doctrines? 

12. If a socialist state left the farms, individual retail stores, and small service industries in pri¬ 
vate hands, might the fanners and small businessmen be hostile to the measures controlling 
the socialized segment of the economy? 

13. How would people save in a socialist economy? 

14. If we agree with Carver that a man spends a dollar more intelligently than he casts his 
vote, must we necessarily be opposed to government action? Why or why not? 

15. Discuss the argument that socialism would be less dynamic, less progressive, than capital¬ 
ism. 

16. Might a socialist economy, even with less efficient management than is found in our pres¬ 
ent economy, be able to produce as much as we do? Where might it be able to save pro¬ 
ductive energy that is now wasted? What new wastes might it develop? 

17. Would the people have to be unselfish under a socialist economy, or would they merely 
have to be more intelligent than under a capitalist economy? Why? 

18. What difficulties might a socialist regime encounter in the management of labor? 

19. Would socialism necessarily allocate productive factors to provide less satisfaction than 
capitalism? Why or why not? 

20. Why would it be difficult to operate a socialist system democratically? 

21. Under our present system businessmen choose the locations of new enterprises. How would 
this be determined under socialism? 

22. Mention some economic areas which have already been socialized. 

23. President Conant, of Harvard University, says we need more radicals in the United States 
The socialist party is very strong in such countries as Sweden, Norway, D^ nmark, England, 
and France, whereas in this country the socialist vote usually runs less than 1 per cent of 
the total. Does this show a higher public intelligence in this coimtry? Nazi Germany killed 
or imprisoned her socialist leaders, and our Congress passed a law in 1944 specifically elimi¬ 
nating from the government service three distinguished scholars who were suspected of 

is the significance of this? Is Nazi Germany a good model to coj^ in 


being socialists. Wha 
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Communism defined 

In discussing communism we again face the 
diflSculty of clear definition. In the earlier years 
of the socialist movement the term communism 
was often used to designate what we now call 
socialism; and what is commonly called com¬ 
munism today—the system in operation in 
Russia—^is really not communism but state so¬ 
cialism. Strictly defined, communism is a sys¬ 
tem in which the government controls not only 
the socially important capital industries, as in 
socialism, but consumers" goods as well, and in 
which there are no differences in the income 
of the people. We shall call this utopian com¬ 
munism. Whether the system that Marx advo¬ 
cated—^violent revolution of the masses, ‘liq¬ 
uidation" of propertyholders, dictatorship of 
the proletariat, and the final classless society— 
should be called socialism or communism it is 
difiBcult to say. The government of Soviet Rus¬ 
sia, although it is based on Marxian principles, 
is not at the present time truly communist, for 
there are wide differences in income in Russia, 
and there are some private property and pri¬ 
vate savings; yet the Soviet government holds 
as its ideal the truly communist classless soci¬ 
ety which Marx envisaged as the final state. 
At any rate, we are obliged to call the Russian 
scheme communism in order to adapt our dis¬ 
cussion to common parlance. We have, then, 
two kinds of communism, utopian and Marxian. 

Utopian G>mmunism 

Plato's‘^Republic’* 

Utopian communism dates from the great 
Greek philosopher Plato (427-347 b.c.). 


whose Republic outlined his ideal of a com¬ 
munistic society. The Republic envisaged by 
Plato was to have “unity,” there was to be nei¬ 
ther luxury nor poverty, and the soldiers and 
guardians (rulers) were forbidden to own 
property. Plato is not clear regarding owner¬ 
ship of property by the other citizens, but at 
any rate he was opposed to marked inequality 
of wealth, and in certain passages he seems to 
favor complete communism. Marriage was to 
be superseded by community of wives and 
children, and the children were to be reared 
by the state; defective children, however, were 
to be “put away in some mysterious, unknown 
place" in the interests of eugenics. Community 
of wives did not suggest any disrespectful atti¬ 
tude toward women, for Plato anticipated mod¬ 
em ideas in according them a higher status 
than they had in the United States even a cen¬ 
tury ago. The women were assumed to have 
the same nature as men, were to be given the 
same education as men, and were to share in 
all the duties owed the state, civic and mili¬ 
tary, although their tasks were to be lighter. 
Plato s communism was not democratic, for 
the guardians or rulers were to have rather des¬ 
potic power, which, as wise and carefully edu¬ 
cated men, they were assumed to use for the 
general good of all. In assuming so much, 
Plato showed somewhat the same simple na¬ 
ivety that Marx did more than two thousand 
years later when he assumed that the prole¬ 
tarian dictators would willingly relinquish their 
power to usher in the final classless society. 
As to how his ideal state was to be attained, 
Plato was indefinite, but he thought that “in 
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heaven, probably, there is a model of it/' 

Aristotle's arguments against Plato's commu¬ 
nism are so shrewd and so modem in tone that 
they must be reviewed here. Aristotle, the 
great individualist, began by insisting that 
"this extreme unification of the state is clearly 
not good/" Common ownership, he insisted, 
tends to increase the amount of quarreling and 
dissension: "Tliere is always a difficulty in men 
living together and havings things in common, 
but especially in their having common prop¬ 
erty. The partnerships of fellow-travellers are 
an example the point; for they generally fall 
out by the way and quarrel about any trifle 
which turns up/' As we saw earlier, Aristotle 
believed that the desire for private property 
was natural to man. Like modem critics of 
communism, he brings up the argument later 
voiced by Malthus: "There is an inconsistency, 
too, in equalizing the property and not regu¬ 
lating the number of the citizens." He offered 
a number of arguments against Plato’s commu¬ 
nity of women and his proposal that men and 
women should do the same kinds of work: "It 
is absurd to argue, from the analogy of the 
animals, that men and women should follow 
the same pursuits; for animals do not have to 
manage a household.” And finally, like most 
conservatives, he speaks of the lessons of ex¬ 
perience; "Let us remember that we should 
not disregard the experience of ages; in the 
multitude of years these things [such as Plato 
proposes], if they were good, would certainly 
not have been unknown; for almost everything 
has been found out, although sometimes they 
are not put together.” 

Religious utopias 

In the centuries following Plato, a number 
of religious utopias were pictured by dreamers. 
Jesus Himself, preaching against selfishness, 
covetousness, and the oppression of the poor 
by the rich, pictured a coming Kingdom of 
God, on earth as well as in heaven, that would 
be founded on love and charity. Some of the 
early church fathers longed for a better society 
in which the doctrines of Christianity, rather 
than the greed of gain, should rule; they 
dreamed of religious utopias, theocracies gov¬ 
erned in accordance with the high principles 
of Christianity by men who represented God 
on earth. Most of these early churchmen were 
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concerned with religion and ethics rather than 
economics. Sir Thomas More's Utopia, written 
nearly two thousand years after Plato, is (he 
first indictment of the religious and economic 
evils of society of his time; it presents a design 
for a communist utopia in which there was to 
be no private property; "and though no man 
has anything, yet tliey are all rich; for what 
can make a man so rich as to lead a serene and 
cheerful life, free from anxieties; neither ap¬ 
prehending want himself, nor vexed with the 
endless complaints of his wife?” 

Utopian communism in the United States 

Far too many communist utopias were out¬ 
lined after More wrote his Utopia to receive 
attention here; but Fourier, the French com¬ 
munist of the early part of the nineteenth cen- 
tiuy, demands mention because his work fur¬ 
nished the inspiration for some thirty-four ex¬ 
perimental communist societies in the United 
States, the most famous of which was Brook 
Farm in Massachusetts, established near Bos¬ 
ton in 1840 with the purpose of substituting 
"a system of brotherly cooperation for one o( 
selfish competition." Some of the most famous 
writers and intellectuals in the United States— 
Horace Greeley, Albert Brisbane, Charles A. 
Dana, Nathaniel Hawthorne, James Russell 
Lowell, and John Greeiileaf Whittier—^were in¬ 
terested in this utopian experiment; but it 
lasted only a few years. Robert Owen, a 
wealthy English manufacturer who was deeply 
interested in practical philanthropy and uto¬ 
pias, had established a colony at New Har¬ 
mony, Indiana, in 1824; but it failed three 
years later, because equal wages for everyone 
irrespective of ability or industry did not get 
the work done. Still earlier than this, in 1787, 
the Shakers, a sect from England, established 
a society in New York which was to some ex¬ 
tent communist. More than a century later, in 
1901, there were seventeen Shaker communi¬ 
ties, but they were dying out. Altogether, there 
have been some fifty more r-r less communist 
societies in the United States; but the Amana*<' 
Society, in Iowa, was the only one which en¬ 
joyed sufficient prosperity over a long time to 
call for careful discussion here. 

The Amana Society had its origin in Ger¬ 
many in the early part of the eighteenth cen¬ 
tury, but their paci&m brought them into con- 
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flict with the government, and in 1843 many 
of them came to the United States and estate 
lisbed a thriving settlement in New York. Need¬ 
ing more land, they soon moved to Iowa. Alone 
among the many commimist societies in this 
coun^, the Amana Society was reported in 
1901 to be prospering; they held some 26,000 
acres of land and had seven small villages and 
several manufacturing industries. The people 
lived in separate houses but ate in common 
dining halls, the sexes apart, and all the mem¬ 
bers received the same allowance for clothing. 
They lived simply but comfortably, and for 
many years seemed to find real liappiness in 
their way of life; but in later years they found 
it increasing diflScult to get the work done. In¬ 
stead of being moved by a deep religious devo¬ 
tion to duty, the young people apparently hun¬ 
gered more and more for the fleshpots of the 
capitalist Philistines around them. Conse¬ 
quently the Society finally found it necessary 
to incorporate and to pay labor on the basis of 
eflBciency, whereupon the output of the work¬ 
men was approximately doubled.^ 

None of tibese societies is prospering today. 
Probably there are valuable lessons in the rec¬ 
ord. Those that worked best and lasted long¬ 
est were not democratic but autocratic—^per¬ 
haps theocratic would describe them better, for 
religious sentiment was the force that bound 
the members together—^and in the more suc¬ 
cessful societies one or a few of the older mem¬ 
bers wielded more or less autocratic power, as 
representatives of God. Most observers agree 
that such communities have maintained high 
moral standards, with little dishonesty, dissi¬ 
pation, or crime; yet there has been consid¬ 
erable complaint of malingering, and a com¬ 
mon reason for failure has been the difiSculty 
of maintaining diligence and discipline among 
the workers. One observer of the Amana So¬ 
ciety was convinced that the members were 
not really happy; that, as Aristotle said, people 
have a natural desire for personal possessions, 
and also that the communist life did not per- 
^mit a good development of personality.^ 

Marxian Commxtnism 

Far more important than utopian commu¬ 
nism is the Marxian brand that has caused 


property-owning classes so much loss of sleep 
in recent years. Marx's doctrines that are not 
incompatible with democratio socialism have 
been considered in the preceding chapter. In 
the present chapter we shall consider Marx as 
the protagonist of the violent revolution and 
the ictatorship of the proletariat, the "patron 
saint" of the Russian Revolution and of revo¬ 
lutionary classes throughout the world. It is in 
these roles that he has been anathematized by 
aristocrats, capitalists, and defenders of the 
capitalist system over the entire world. As long 
as socialists advocated the establishment of 
their society by democratic and peaceful per¬ 
suasion and without violence to capitalist lead¬ 
ers, or merely drew dream pictures of utopias 
without indicating how they were to be real¬ 
ized, they roused no serious alarm; but when 
Marx raised the flag of revolution and threat¬ 
ened the “forcible overthrow of all existing so¬ 
cial conditions," tlie seeds of class war were in 
the soil, a class war which has been carried on 
with savage ferocity by both parties to it. 

The average student of economics finds it 
di£Bcult to understand the reverence in which 
Marx is held by communists. Marx has only a 
small following in the United States, but in 
some European countries he is worshiped al¬ 
most as a saint by millions of proletarians and 
communist leaders, and his words are studied 
with almost the same reverence that devout 
Christians give the Bible—^all this in spite of 
the fact that much of what he wrote is so foggy 
in thought and so labored in exposition &at 
only a very patient and industrious man can 
follow it. There are probably not a dozen econ¬ 
omists in the United States who have read all 
of Marx s Capital, to say nothing of the rest of 
his works. Yet this dreary, unreadable book is 
the bible of millions of laborers, and of some 
brilliant and well-educated leaders of the com¬ 
munist movement as well; such leaders as 
Lenin, Trotsky, and Stalin studied his works 
with much care, and referred to them as the 
fountainhead of all economic truth. It would 
be a far graver ofiPense to question the valid¬ 
ity of Marx's doctrines in Russia than to ques¬ 
tion the authenticity of the Bible in America. 
In communist cird^, a pat reference to Marx 
is enough to clinch any argument. 


^ See U. S. Department of Labor, Cooperative Communities, Bulletin 35. 

* Millard RIm, *V!ghty-Nlne Yean of GoEective living,^ Harpet^s Uagaakie, October, 1938, p. 822. 
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Theory of the violent revolution 

It is important that we understand clearly 
why Marx thought the violent revolution nec¬ 
essary and inevitable. Marx looked upon soci¬ 
ety as composed of "oppressors and oppressed/' 
He saw no hope that labor could ever achieve 
its socialist goal by peaceful means, for no rul¬ 
ing class in history ever surrendered its power 
without a struggle. His strategy consisted in 
strengthening the economic and political power 
of labor, in preparing it for what he looked 
upon as the inevitable revolution. Some com¬ 
munists hold so strongly to the theory of tlie 
revolution that they oppose most measures de¬ 
signed to ameliorate the condition of labor by 
"patching up the rotten old capitalist system" 
—as a communist once expressed it to the 
writer—^because they regard all palliatives as 
delaying the inevitable revolution. Here tliey 
come into conflict with socialists, who believe 
in a gradual and peaceful transition to social¬ 
ism. Many ill-informed people consider social¬ 
ists and communists as birds of a feather; and 
when the entire radical movement is endan¬ 
gered, the two groups do sometimes unite for 
mutual protection; thus when France was 
threatened with Fascism, the communists 
united with the socialists in what was called 
the Peoples' Front. Generally, however, com¬ 
munists regard with hostility and contempt the 
socialists' love of democracy and hope of 
peaceful socialization, and sometimes try to 
break up their meetings. 

Revolution not necessary. Marx's advocacy 
of revolution runs so strongly counter to Ameri¬ 
can feeling that it is hardly necessary to dis¬ 
cuss it; yet a few criticisms may be offered. 
The claim that it is impossible to improve the 
condition of labor by peaceable and demo¬ 
cratic procedure is invalid, as tlie history of 
labor legislation in every civilized country dur¬ 
ing the past hundred years clearly proves. If 
sodalism is deemed necessary to the welfare of 
labor, the steady advance of socialization sug¬ 
gests that even this may not prove to be im¬ 
possible. It is indeed true that what Marx calls 
the “ruling class," with its large measure of 
control of the press, tlie radio, and education, 
is in a powerful position, and that it has been 
able to pul up a strong fight against such meas¬ 
ures as it has opposed, and, except in Russia, 
has been able to defeat every effort of labor to 
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capture the citadels of ultimate power. Never¬ 
theless, labor has made great advances since 
the time, only a century and a half ago, when 
unions were prohibited, and since the time, 
less than a century ago, when women in Eng¬ 
land were hitched to carts like animals to haul 
coal out of the mines. 

Probable failure of the revolution. But 
Marx was not very realistic in another respect. 
In his conviction that the revolution would ul¬ 
timately bring victory for the proletariat, he 
gravely underestimated the power of the rul¬ 
ing class and the loyalty it would command 
from the middle classes (which he wrongly as¬ 
sumed would practically disappear). He fore¬ 
saw the ruling class—^^e capitalists or bour¬ 
geoisie—as a small group overthrown by the 
masses of organized proletarians; but the fact 
is that in every attempted revolution, except 
that in Russia, the capitalists have been sup¬ 
ported by most of the middle classes— farm¬ 
ers, small merchants, and clerical workers—^Ijy 
the government employees, and by the army 
and navy. It is impossible to predict what may 
happen in future revolutions, but up to the 
present the only successful revolution has been 
that in Russia; and that was successful only 
because of a combination of peculiar circum¬ 
stances which would rarely appear again. 
When the Bolsheviks seized power, Russia was 
in almost complete chaos; her people were 
starving and hopeless, and angered at their be¬ 
trayal by traitors high in the government serv¬ 
ice; her army, defeated and hungry, was no 
longer loyal to the government; and the ma¬ 
chinery of government had broken down. 

Such a situation is most likely to develop at 
the close of a disastrous war, but it is unlikely 
even then. Even if the middle classes turned 
against the government, the army and navy, 
which are usually well provided for, whatever 
the condition of the people generally, would 
seldom swing over to a revolutionary move¬ 
ment, for such a step is contrary to all the tra¬ 
ditions of military life. Ther have been excep¬ 
tions^—as when, during the French Revolution, 
part of the Army turned against the established 
government, and when the Russian Army sup¬ 
ported the Bolsheviks during the revolution— 
but such cases are very rare. In the United 
States, as in most countries, the Army and 
Navy are traditionally conservative, and many 
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o£Bcers are closely allied with wealthy capital¬ 
ist families by marriage or otherwise. It is 
therefore almost inconceivable that any branch 
of our armed forces would support a revolu- 
tion» and their opposition would mean its in¬ 
evitable defeat.® 

What gain from a revolution? Suppose we 
assume, however, that a revolution is success¬ 
ful. What chance is there that the general good 
will be served, that out of the revolution and 
the ensuing dictatorship of the proletariat will 
come a better society than we now have? Marx¬ 
ians have always regarded the capitalist class 
as the arch-enemy of the masses, and have as¬ 
sumed that if these ‘exploiters" were out of 
the way a fine “classless” democratic society 
could be built up. After winning the revolu¬ 
tion and killing all the leading bourgeoisie and 
aristocrats, the communist “comrades” would 
be miraculously transformed into idealistic 
gentlemen genuinely interested in building 
a humane democracy. Such an assumption, 
however, seems hardly reasonable; for the 
hatred and brutality engendered in the rev¬ 
olution would persist afterward, and die end 
might thus be lost in the means. As the his¬ 
tory of the Stalin regime in Russia suggests, 
the men who so cheerfully plot the “liquida¬ 
tion” of their adversaries are likely to try out 
this technique on each other—at any rate, ex¬ 
cept Stalin, all the Bolshevik leaders who engi¬ 
neered the Russian Revolution in 1917 are now 
dead. The philosophy of violence looks much 
like the surrender of civilization itself. Harold 
Laski has expressed this well: “It is difiicult to 
see that a regime which, like that of a prole¬ 
tarian dictatorship, is avowedly built on the 
use of hatred and fear and calculated relent¬ 
lessness can give birth to a society distin¬ 
guished by fraternity. . , , The cost, in a 
word, of applying the Marxian formula of con¬ 
flict may well be the impossibility of attaining 
the ends that Marx himself had hi view.”® 

Dictatorship of the proletariat 

Marx was haay about the dictatorship of the 
proletariat whic^ it was assumed would fol¬ 
low the revolution^ but he apparently believed 
that it would be only temporary, that the lead¬ 


ers who had brought the revolution to a suc¬ 
cessful end would soon surrender their power 
to the liberated proletarians, who would there¬ 
upon enjoy a fine form of democracy in the 
new "classless society.” It seems altogether un¬ 
likely, however, that any dictator, particularly 
the type that rises to the top in a regime of vio¬ 
lence and murder, would willingly surrender 
his power and become one of the masses in a 
classless society. Love of power is strong in 
some men, and it is likely to be especially 
strong in the type of man who leads a revo¬ 
lution. 

The experience of Russia indicates that the 
proletarian dictatorship is likely to be a tyranny 
as harsh as the one it replaces. Whatever good 
may be said of the Soviet regime, it has in 
some respects been autocratic and brutal. Marx 
assumed that the dictatorship would be ad¬ 
ministered in the interests of all; but it is diffi¬ 
cult to see how this would be possible, for, as 
Laski has pointed out: “No dictatorship can 
ever fully respond to the wants of men except 
when those wants are freely announced; and 
it is, after all, the declared purpose of the dic¬ 
tatorship to prevent such announcement by 
suppressing the views and movements alien 
from its own conception of what men ought to 
want.”® 

Marxian communism and religion 

Boimd up with their theories of class war 
and violent revolution is the communists* hos¬ 
tility to organized religion, which Marx called 
the “opiate of the people.** Communists be¬ 
lieve that religion is designed to divert the peo¬ 
ple’s attention to the future life and away from 
the injustices of their present life, and there¬ 
fore to stifle their interest in efforts to improve 
their present condition. For such a country as 
Russia before the revolution, there was much 
truth in this view, for the Russian church was 
really an arm of the government, working to 
keep the masses ignorant, docile, obedient, and 
content with their servile condition. Religion 
has the effect everywhere of keeping the peo¬ 
ple content with their condition, but whether 
this is to be considered an evil is a question on 
which there may well be a difference of opin- 


® One of die best analyses of this point is to be found in Harold Laski’s Democracy in Crisis. 
®Hany W. Laidler and Norman l^omas (eds.). The Socialism of Our Times, a Symposium, p. 99. 
•Ibid., p. 101. 
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ion. Those who regard revolutions as likely to 
improve the lot of the people will regard reli¬ 
gion with little favor. 

The classless society 

The final classless society apparently means 
merely a society in which there is not the pres¬ 
ent division into rich, middle class, and poor. 
Marx seems to have believed that this would 
be possible because goods would be so plenti¬ 
ful in the socialist state that their distribution 
could be eflPected witliout any serious conflicts 
of rights such as characterize the scarcity econ¬ 
omy of capitalism. Engels expresses this theory 
more clearly than Marx did: ‘When, together 
with class domination and tlie struggle for 
individual existence created by the present 
anarchy in production, those conflicts and ex¬ 
cesses which result from this struggle disap¬ 
pear, from that time on there will be nothing 
to suppress, and there will be no need for a 
special instrument of oppression, the state.”® 
Marx was not the only radical to assume that 
goods would be so plentiful as to be practically 
“free” in the socialist state; this belief is held 
by some socialists as well as communists. 

The poverty of Russia after more than 
twenty years of communism might lead us to 
think such a notion utterly fantastic, as indeed 
it is; but it must be conceded that Russia is 
hardly a fair criterion by which to judge Marx s 
ideas. Marx always believed that communism 
would appear first in tlie industrially advanced 
and efficient countries in which technological 
methods were capable of abundant production 
of goods. Only in such countries, according to 
him, was the proletariat important enough to 
achieve success in the revolution. This view 
proved erroneous, for the revolution appeared 
first in Russia, a poor country that was not at 
all advanced industrially. Therefore, instead of 
taking over a highly productive industrialized 
nation, the new government was obliged to 
start almost from scratch; the industrial equip¬ 
ment was poor, there were few competent tech¬ 
nicians, labor was generally inefficient and un¬ 
skilled, the people were starving, and, most 
important of all, the country’s whole economy 
was in utter chaos as the result of the First 
World War. Furthermore, the Bolshevik gov- 
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emment had to impose its new order in a coun¬ 
try the vast bulk of whose people were peas¬ 
ants, acquisitive, individualistic, and therefore 
naturally hostile to communism. 

Even in an industrially advanced coimtry, 
however, the economy could hardly be so pro¬ 
ductive under communism as to eliminate con¬ 
flicts over rights to goods. Moreover, it is im¬ 
possible to conceive of a classless society in 
which there would be no need of state con¬ 
trol; and there might well be more conflict and 
dissension than there is under capitalism. 

For yet another reason the classless society 
looks l^e a mirage. The government bureauc¬ 
racy would be very powerful, and it would al¬ 
most certainly treat its members well, as the 
record of the Soviet government clearly indi¬ 
cates. The Russian government has tried to 
guard against this by setting the limit for sal¬ 
aries of party officials at a low figure—about 
$150 a month—^but with their complete con¬ 
trol over the economy and the treasury these 
men can get about anything they want without 
paying out any of their own salaries, and many 
of them treat themselves very well. Whether 
the communist society is dominated by an au¬ 
tocratic dictator or by a more democratic 
group, the huge government bureaucracy 
might constitute a new ruling class, perhaps as 
selfish and ruthless as the capitalists it dis¬ 
placed. 

The Soviet Regime 

Difficulties* of appraisal 

Turning from the consideration of Marx’s 
theoretical doctrines to a study of the practical 
application of some of them in Soviet Russia, 
we face another very difficult task. A vast hu¬ 
man upheaval such as Russia went through 
has so many different aspects, so many varied 
implications, that it can be fully understood 
only by superhuman intelligence; and to this 
the present writer lays no claim. There are var¬ 
ious reasons for this difficulty in understand¬ 
ing. In the first place, the Revolution of 1917 
which ushered in the Bolshevik regime was the 
culmination of historical developments extend¬ 
ing back two centuries. In the second place, 
the rise to power of this regime, and its virtues 


« Quoted in Leon Trotsky, The Revolution Betrayed, p. 52. 
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and vices, can be understood only by refer¬ 
ence to the peculiar characteristics of die Rus¬ 
sian people and of the Russian economy. In 
the third place, the attitude of the observers (rf 
this great social experiment is always colored 
by their own conception of values, with the 
result that different writers, even when they 
see somewhat the same facts and conditions, 
come to quite different conclusions as to the 
real character of the Soviet regime and as to 
its success or failure. In the fourth place, Rus¬ 
sia is so vast that conditions vary widely from 
one part of the country to another; conse¬ 
quently reports regarding conditions are often 
so contradictory as to leave the reader utterly 
bewildered. In the fifth place, like most totali¬ 
tarian governments—and, for that matter, like 
other governments as well—^the Soviet regime 
has often tried to conceal its mistakes and fail¬ 
ures from the outside world, has apparently 
doctored statistics occasionally to make condi¬ 
tions appear better than they really are, and 
has "‘shown visitors around” in escorted tours 
which give them too rosy a notion of what is 
going on; while, on the other hand, many 
newspapers and public officials in capitalist 
countries have deliberately pictured conditions 
as worse than they really are. 

Russia before the Revolution 

The Bolshevik Revolution of 1917 was to 
some extent the result of historical develop¬ 
ments that dated at least from the time of 
Peter the Great. The population of Russia in 
the late seventeenth century was a vast, stag¬ 
nant mass of poverty-stricken, illiterate, super¬ 
stitious serfs, ruled by an all-powerful czar 
with the aid of a state-supported church which, 
like the serfs, had changed little since feudal 
times. Peter was ambitious and worked hard 
to modernize the government, the army, and 
the courts of Russia to make them conform 
with the standards of other European coun¬ 
tries, and he did a great deal to encourage 
trade and industry; but his efforts at moderni¬ 
zation failed to include the church and the 
peasants. During the next century western Eu^ 
ropean ideas spread to the aristocracy in St 
Petersburg, and a fairly high culture devel¬ 
oped there; but-the abject poverty and degra¬ 
dation of the serfs remained unchanged. Thus 
the government and the aristocracy were sepa¬ 


rated by a wide gulf from the masses of the 
people. As one of the results of this condition, 
Pugachev's rebellion, about the time of our 
Revolutionary War, spread over much of 
southeastern Russia and threatened to over¬ 
throw the government, but was finally sup¬ 
pressed aft^ unspeakable atrocities and mu^ 
bloodshed. 

During the nineteenth century the situation 
changed somewhat, but not in the direction of 
stability. Partly as a result of the French Revo¬ 
lution and the Napoleonic Wars, and partly 
from other causes, the western European gov¬ 
ernments moved toward greater democracy 
and freedom, but the Russian government did 
not keep pace. It remained a semi-feudal au¬ 
tocracy. In the meantime a class of writers and 
intellectuals, of whom Tolstoy and Dostoevski 
were among the best known, grew up in Rus¬ 
sia, some of tliem radical in their social views, 
some of them even active conspirators, and 
many of them sympathetic with the serfs. Serf¬ 
dom was abolished in 1861, but the peasants 
gained little because they were now burdened 
with heavy annual payments on their land. 
After 1880, rapid industrialization and urban 
growth went on, aided by French, Belgian, 
British, and German investments; and this led 
to the appearance of a fairly large working 
class. But agriculture remained stagnant, and 
the peasants were persistently hostile to the 
government. The Czar was supported only by 
the nobility and the higher clergy, both largely 
incompetent and corrupt. The weakness and 
corruption of the government were clearly 
brought out by Russia's defeat by Japan ia 
1904, Along with many other factors, this de¬ 
feat—a great surprise to the Russians them¬ 
selves as to many others throughout the world 
—gave rise to a wave of public unrest that was 
marked by demands for a more liberal govern¬ 
ment and greater freedom for the people, and 
culminated in the revolution of 1905. 

On “Bloody Sunday”—^January 9, 1905— 
thousands of unarmed workers under the lead¬ 
ership of Father Gapon marched to the Czar's 
Winter Palace to present a petition for reforms 
and were wantoidy fired upon by the Czar's 
troops, who killed or wounded 1500 men, 
women, and children. This, and the accumu¬ 
lated grievances of many years of misrule, led 
to other uprisings of peasants and workers in 
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many parts of Russia in which thousands were 
killed and no less than 180,000 were exiled, 
mostly to Siberia; more than 70,000 revolu¬ 
tionists are estimated to have been in jail at 
one time. On the face of it, the revolution of 
1905 failed, but it was really a rehearsal for a 
later revolution which was to be successful. 

During the years after the 1905 revolution, 
Russia’s political and economic situation was 
highly unstable. The government, always des¬ 
potic and honeycombed with graft and incom¬ 
petency, followed a policy of brutal repression 
in its eflForts tu hold in submission vast 
population of poor peasants and workers, and 
at the same time adopted an expensive foreign 
policy calling for national aggrandizement. Po¬ 
litically the government was top-heavy, and 
the country’s economic structure was similarly 
top-heavy. At the top of the economic pyramid 
were the huge industrial plants that had been 
built up with the aid of government subsidies 
and foreign capital; at the base there were mil¬ 
lions of ignorant and tradition-bound peasants 
who carried on a primitive agriculture with 
methods little more advanced than those of 
the Middle Ages. Most industrial workmen 
were unskilled and indifferent, and unequal to 
the demands of modern industiial techniques, 
and the managers were likewise generally in¬ 
competent. The economy was unbalanced in 
other important respects as well, particularly 
in the lack of adequate railroad facilities and 
good highways. 

The Revolution and the Provisional 

Government 

The First World War brought out all the 
rottenness and ineflSciency of the Czar s re¬ 
gime, and all the fimdamental weaknesses of 
the Russian economy. Nicholas II was a weak 
sovereign, and most of the ministers with 
whom he surrounded himself were lazy and in¬ 
competent; some were dishonest and a few 
were disloyal. One of the highest officials in 
the War Office was a traitor in Germany’s em¬ 
ploy; soldiers were sent into battle without 
adequate arms or entirely unarmed; cartridges 
Were given them which did not fit the rifles; 
incompetent generals sacrificed millions of men 
in badly planned campaigns; and machine 
gunners behind the Russian lines were Ordered 
to shoot any soldiers who tried to escape hdm 
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the mass murder of unequal battle with the 
Germans. After two or three years of war, the 
peasants and workmen at home suffered from 
insu£5cient food and inadequate clothing. By 
the winter of 1916 the growing economic chaos 
and the successive military defeats had so 
thoroughly disheartened the people that they 
revolted in February, 1917. Although the revo¬ 
lution had no definite leadership, it was so far- 
reaching that it overthrew the government, 
w’hich by now lacked even the support of the 
army. A provisional government headed by 
Prince Lvov was set up, and Miliukov and 
Kerensky were gh^en important posts. Within 
a few months Kerensky became Prime Minis¬ 
ter of Russia. 

The leaflers of the Provisional Government 
believed that under their more democratic re¬ 
gime Russia would resume war; Allied agents 
working to achieve this end were also active 
inside the country. Kerensky finally persuaded 
the army to resume the offensive, but the offen¬ 
sive collapsed in two weeks and the army be¬ 
gan to disband. 

On two points the Provisional Government 
failed to meet the demands of the people: It 
tried to resume the war, and the people would 
have no more of it, and it failed to meet the 
peasants’ demand for a distribution of the 
large landed estates. This government was not 
very radical but was merely attempting to es¬ 
tablish some form of democratic regime. The 
people on the other hand—^the workmen and 
the peasants—^were moving rapidly to the left. 
The government finally drew up a law provid¬ 
ing for the socialization of agricultural land, 
but this was dropped when France and Eng¬ 
land objected to it as likely to interfere with 
the vigorous prosecution of the war. Tins 
sealed the fate of the Provisional Govern¬ 
ment. 

Bolshevik control 

The Bolsheviks, a Marxist party headed by 
Lenin, had been working amtag the discon¬ 
tented masses since 1903. A shrewd strategist 
with an astute understanding of the psychol¬ 
ogy of the Russian people, Lenin bad gathered 
around liim a small group of trained revolu¬ 
tionaries who were prepared to seize power 
whenever the opportunity arose; and he saw 
this opportunity when the Provisk>nal Govern- 
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ment lost the confidence of the people. He and 
Trotsky seized control of the army at Petrograd 
(now Leningrad), and on October 25, 1917, 
overthrew the government and set up a gov- 
emnient of the “soviets of workers*, soldiers*, 
and peasants* deputies.’* The new government 
announced four major policies: immediate 
peace, immediate distribution of the land, 
(some of it had already been seized by the 
peasants), control of industry by the workers, 
and self-determination for all non-Russian peo¬ 
ples in the country. A number of national 
groups—the Finns and Ukrainians, for instance 
—^had seceded from Russia during the Provi¬ 
sional Government’s regime, and that govern¬ 
ment had tried to force them to rejoin Russia. 
Lenin insisted that tliey should be allowed to 
determine their own destinies. 

The radical policies of the Bolsheviks natu¬ 
rally aroused the opposition of certain other 
classes. That the aristocracy and the bourgeoi¬ 
sie should be hostile was to be expected; but 
the Mensheviks and Socialist Revolutionaries, 
who may be described as more moderate so¬ 
cialists, were also generally opposed to so radi¬ 
cal a program. Many of the intellectuals who 
had at first welcomed the Revolution were 
alarmed by the extremes to which the Bol¬ 
sheviks proceeded, and turned to an attitude 
of hostility. Furthermore, foreign agents were 
constantly working to overthrow the new re¬ 
gime. 

Peace negotiations were begun with Ger¬ 
many. The Bolsheviks believed, rightly, that 
the World War was an imperialist struggle and 
believed, wrongly, that the proletariats of other 
countries would revolt and force all the na¬ 
tions to end the war. The Soviet congress 
urged an immediate peace based on the gen¬ 
eral principles of no aimexations or indemni¬ 
ties and of national self-determination, but the 
Treaty of Brest-Litovsk imposed by Germany 
was a conqueror’s peace. It divested Russia of 
Poland, the Baltic provinces, and the Ukraine, 
the latter a rich agricultural, mineral, and in¬ 
dustrial region which Germany was later 
forced to givja up by the Versailles Treaty. 
With the army disrupted and the Russian 
economy in chaos, Lenin was obliged to ac¬ 
cept these peace terms. 

After moving the nation’s capital from Pet- 
rograd to Moscow, the Bolsheviks proceeded 


to set up the new government. They took over 
banks, insurance companies, large industries, 
mines, and rail and water transportation 
facilities; they repudiated all foreign debts 
incurred by the Czar and the Provisional 
Government, confiscated all foreign industrial 
investments in Russia, and declared foreign 
trade to be a state monopoly. Such policies of 
course stirred up a counterrevolution on the 
part of the dispossessed classes in Russia, as 
well as foreign nations. The Bolshevik gov¬ 
ernment, struggling to bring order out of the 
postwar chaos, was thus forced almost immedi¬ 
ately to wage war on every front; and the re¬ 
sult was widespread starvation and destitution 
such as the world has seldom seen. 

The opposition of the other nations and of 
the White Russians (the aristocrats) tended, 
in a way, to strengthen the Bolshevik govern¬ 
ment by cementing the loyalty of the workmen 
and peasants. From every direction foreign na¬ 
tions, alarmed by this threat to their capitalist 
institutions, invaded Russia to destroy the Bol¬ 
shevik regime. German and Austrian troops 
took over the Ukraine and assisted White ar¬ 
mies in the Caucasus; Czech forces operated 
in the Ural Mountains and in Siberia, with 
help from Japanese troops in eastern Siberia; 
British, French, and American forces invaded 
from the north; counterrevolutionary troops in 
southern Russia advanced northward under a 
succession of generals; Admiral Kolchak led an 
army of Whites in Siberia and set up a new 
government there. Thousands of soldiers and 
civilians were killed, and vast areas were laid 
waste by the ravaging armies. The war, like 
most class wars, was waged with ruthless cru¬ 
elty on both sides. For a while the position of 
the Bolshevik government seemed desperate, 
for it was largely cut off from food, coal, oil, 
and other war essentials; but it eventually 
achieved complete success because Trotsky’s 
Red Army was fanatically devoted to the cause 
and had the support of masses of the peo¬ 
ple. 

Tlie defeat of the White and foreign armies 
in 1920 put the Bolshevik government firmly 
in the saddle. It was obliged, however, to 
abandon hope of immediate world revolution, 
for the Third International, an international or¬ 
ganization set by up by Lenin to foment and 
direct die expected revolution in other coun- 
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tries, met with little success. Later the Bol¬ 
sheviks engineered communist revolutions in 
Hungary and Bavaria, but both were promptly 
suppressed—^in Hungary, with savage brutal¬ 
ity on the part of both commimists and Whites. 
Through its principle of complete equality of 
nationalities the Bolshevik government won 
friends in the Orient, particularly in China, 
where communism spread into some of the 
provinces but did not win over the Chinese 
government. 

As a result of six years of the World War 
and civil wai, the Bolshevik regime faced a 
desperate situation, with several million young 
men killed and other millions wounded, with 
factories in a state of decay, property de¬ 
stroyed, railroads in disrepair, raw materials 
scarce, and the people hungry. A drought 
caused a famine in the Volga region in 1921; 
and millions starved to death or died of dis¬ 
eases resulting from insufficient food.^ 

The New Economic Policy 

During the civil war, the government had 
followed a policy of ‘‘war communism,” which 
involved rigid discipline for everyone; but in 
the face of the catastrophic famine in 1921, 
Lenin wisely decided that the people needed 
a breathing spell from communism and that a 
more liberal policy should be followed for a 
while. He persuaded the party to adopt the 
New Economic Policy (NEP), under which 
farmers, instead of turning all their surplus 
grain over to the government, were assessed a 
fixed grain tax and were allowed to sell their 
surplus in the open market. Big business re¬ 
mained in the hands of the government, but 
small business was reopened to private enter¬ 
prise. As a result, some small private business 
enterprises appeared, and a new class of fairly 
prosperous farmers, the kulaks, sprang up. 
During this period the government tightened 
the iron discipline within the party and worked 
out plans for the continued expansion of the 
national economy. 

The death of Lenin in 1924 added seriously 
to the diflficulties in the way of the new regime. 
Lenin had shown great practical sagacity in 
many crises, and he had the affection, amount¬ 
ing to adoration, of the people. Had he lived. 
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communism might have fared better than it 
did under his successor. His death was fol¬ 
lowed by a bitter struggle between Trotsky 
and Stalin, the two candidates for the office of 
party head. Trotsky, the logical successor, was 
a brilliant intellectual, the foremost theorist in 
the party, co-worker with Lenin in the Revo¬ 
lution, and head of the Red Army. Stalin, al¬ 
though not an intellectual, was energetic and 
practical-minded, and an astute politician, lire 
two differed in their views on important ques¬ 
tions. Thus Trotsky demanded vigorous action 
against the kulaks, whom he regarded as a dis¬ 
cordant element in a communist society, 
whereas Stalin favored less drastic treatment, 
although later he liquidated them without 
mercy. Trotsky, like Lenin, believed that com¬ 
munism could not be achieved in Russia alone, 
and that therefore the party must work hard 
to bring about the revolution in other coun¬ 
tries; Stalin saw no immediate hope of revolu¬ 
tion abroad, and thought that Russia would 
have to proceed alone and build up a power¬ 
ful defense against possible foreign aggression. 
Stalin controlled the party machine, and, using 
tactics worthy of any Tammany Hall boss, he 
secured the place. Trotsky sought exile first in 
Turkey and later in Mexico, where he con¬ 
tinued his vigorous opposition to Stalin s pol¬ 
icies until his death, in 1940, at the hands of 
an assassin. 

Although Russia was making fairly good 
progress under the NEP, this policy was aban¬ 
doned in 1928 and the Soviet government, un¬ 
der Stalin's leadership, returned to its former 
relentless policy of socialization, of striving to 
build up the nation s industry and agriculttire 
and to foster communism among the people. 
Its efforts to build up Russian industry called 
for the export of as much goods as possible— 
even to the point of reducing the people to 
hunger—^in order to secure imports of tools 
and machines. Agriculture was collectivized, 
and new plants weie built for the manufacture 
of tractors for the collectivize! farms. Kulaks 
who refused to cooperate cheerfully were 
loaded into box cars and shipped by the hun¬ 
dreds of thousands to Siberia, or forced to 
work like slaves on public improvements. In 
an effort to speed up production, Stalin in 1931 


^ For an account of this catastrophe, see Anna Louise Strong, / Change Worlds, 
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introduced a system of piecework, graduated 
wages, and wage bonuses. 

la its treatment of the peasants, the govern¬ 
ment revealed a cold and ruthless brutality 
which can be condoned, if it can be condoned, 
only on the ground that it was necessary to 
the achievement of genuinely worth-while ob¬ 
jectives. Not only were the kulaks driven from 
their homes and their property confiscated, but 
high taxes were levied on all the peasants. 
When the peasants resisted these taxes in 1931 
and 1932 by refusing to harvest more than 
they needed for their own use, the government 
appropriated all they had harvested and left 
them to get on as best they could. According 
to some reports, several million people starved, 
but this may be an exaggeration. 

Why was it necessary to press the collecti¬ 
vizing of the farms so relentlessly, at such a 
cost in human suffering? Several reasons are 
advanced. In the first place, the Russian peas¬ 
ants, using the most primitive methods, were 
barely able to feed themselves, inadequately, 
in most years; and if the government was to 
build up great industries in the cities, it needed 
enough food to feed large urban populations. 
Peasant landholdings were small; those in the 
Ukraine were among the smallest anywhere in 
Europe. Furthermore, the land was cut up into 
numerous small strips, sometimes miles apart, 
which had to be cultivated with primitive farm 
equipment, in some cases with a wooden stick 
instead of a plow, and without even an ox or 
horse. Harvesting was generally done with a 
sickle, threshing with a flail; and with little 
fertilizing or rotation of crops, yields were gen¬ 
erally poor. In the second place, the poverty- 
stricken, individualistic peasants were an 
anachronism in a socialist state; and in the 
third place a good life and a high culture could 
not be built up on farms operated by such 
peasants. The kulaks themselves were 'rich” 
only in comparison with the desperately poor 
mujiks; and the kulaks were said to oppress 
the poorer peasants cruelly as usurers and em¬ 
ployers of labor. Their "liquidation” was some¬ 
times demanded by the mujiks as well as by 
the government. 

The Russian economy 

To describe the operation of c(»nmunist 
Russians government and economy is a difficult 


task; nevertheless we must try to point out a 
few of the most important characteristics of 
this great economic experiment. Russia, with 
one-sixth of the land area of the earth, is the 
largest single country in the world, although 
the British Empire, including colonies, is 
larger; Russia’s resources are greater than 
those of any other country, with the possible 
exception of the United States; and her popu¬ 
lation, nearly 200,000,000 before the Second 
World War, was much the largest of any coun¬ 
try in Europe, and this it is still, although some 
millions were killed in battle, or died from 
starvation and cold, or were murdered by the 
Germans. Estimates of the total deaths run as 
high as 30 or even 40 millions. 

The Union of Soviet Socialist Republics 
(U.S.S.R.), as Russia is now called, is a vol¬ 
untary federation of sixteen republics, each of 
which, as in the United States, has certain lo¬ 
cal powers. The All-Union Congress of the 
U.S.S.R., composed of delegates from every 
part of the union, is the supreme governing 
body; it meets only every two years. The per¬ 
manent central governing body operating be¬ 
tween sessions of the Congress is the Central 
Executive Committee; however, it delegates to 
the Council of People's Commissars (Sov- 
narkom) the function of directing most of the 
government's work. This Council is composed 
of some 15 commissars, who head such depart¬ 
ments as foreign affairs, defense, foreign trade, 
communication, heavy industries, river trans¬ 
port, mail and telegraph and radio, forestry 
and wood industries, light industries, agricul¬ 
ture, state farms, food industry, internal trade, 
finance, and internal affairs. A few other de¬ 
partments are not represented by commissars; 
one of the most important of these is the State 
Planning Commission, or Cosplan, which con¬ 
trols the planning of the nation’s production 
and distribution. Local affairs are left to the 
local Soviets, which have as much power as 
the central authorities see fit to give ^em. 

The Gosplan 

In a capitalist economy we depend on the 
profit-seeking entrepreneur to manage produc¬ 
tion, guided by relative prices and costs as to 
what and Bow much he shall produce; but in 
the Soviet economy much of this is done by 
the government—^by the Supreme Economic 
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Council working through the Council of Peo¬ 
ple’s Commissars and the State Planning Com¬ 
mission, the Gosplan. The end sought is of 
course not profit but the building up of the 
nation’s productive wealth and the satisfaction 
of the people’s wants, or what the government 
conceives those wants to be. 

The Gosplan is a vast and complex organi¬ 
zation that assembles mountains of figures on 
practically everything—^the amount "of land, 
labor, capital equipment—throughout the 
U»S.S.R.; an army of accountants and statisti¬ 
cians sifts and correlates the mass of informa¬ 
tion that continually pours into its offices. On 
the basis of such data, and in cooperation with 
certain other branches of the government, the 
Gosplan draws up a tentative plan for the jiro- 
duction of various commodities throughout the 
economy for a five-year period. This plan is 
turned over for detailed consideration to the 
various enterprises and organizations that are 
concerned; it is then returned, with sugges¬ 
tions, to the Gosplan, which, after further work 
on it, issues the final plan. Although the plan 
covers a period of five years, it is subject to 
change from time to time as conditions change; 
thus, in the past, each plan has called for a 
rapid increase in production, but in some cases 
it has had to be modified because the goal set 
for some commodities has been achieved in 
less than five years, whereas the goal set tor 
others has had to be extended. 

Apportionment of productive factors. How 
does the Gosplan apportion productive factors 
among the various industries? How does it de¬ 
termine the relative amounts of different goods 
that shall be produced? In a capitalist econ¬ 
omy, as we have seen, the allocation of pro¬ 
ductive factors is determined by relative 
prices. When consumers want more of any 
given commodity, they bid up the price, and 
die profit-motivated entrepreneurs set them¬ 
selves to work to produce it: when consumers 
want less of anything, they buy less, the price 
declines, and the entrepreneurs shift to the 
production of other goods. How does the Gos¬ 
plan secure this adjustment of production to 
the wants of consumers? 

In the first place, the Soviet government is 
not exclusively interested in providing present 
consumer satisfactions. At times the people 
have been obliged to live on a diet little above 
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the subsistence level, clothing has been scarce 
and poor, and many comfort goods entirely 
lacking. The government has deliberately 
skimped consumers' goods in order to build up 
productive capital as rapidly as possible so that 
consumers’ goods may be more abundant in 
the future. In the second place, to the extent 
that consumers’ goods are produced, the rela¬ 
tive amounts of each aie to some extent deter¬ 
mined in a sort of “market,” not the market of 
a capitalist society, yet perhaps not much in¬ 
ferior in its capacity to indicate consumer 
choices. Contrary to a rather common notion, 
the Soviet econoiny is not simply a giant state 
enlerprise, liiiing all the labor, producing all 
the gcKids, and dividing all the products ac¬ 
cording t(j its own wliims. It is not so simple. 
The state does not hire all the labor or pro¬ 
duce all the goods. State, regional, and mu¬ 
nicipal enterprises do produce practically all 
the new capital goods—factories, tractors, and 
the like—and some, but not aU, consumers’ 
goods, including farm products. Producers’ co¬ 
operatives, on the collective, cooperative farms, 
produce most of the farm products—^"‘state” 
farms, operated din ctly by the Soviet govern¬ 
ment, produce less than 10 per cent—and co¬ 
operative urban shops or “artels” and individ¬ 
ual producers turn out a small amount of some 
consumers’ goods and services. Thus the supply 
of many goods comes from a number of differ¬ 
ent sources. This is likewise true on the demand 
side, for government representatives buy some 
goods for various slate institutions and uses; 
consumers’ cooperatives, somewhat like those 
of other European countries, buy some things: 
and the consumers themselves purchase vari¬ 
ous types of goods. Goods that consumers pre- 
fer soon disappear from tho retailers’ shelves, 
whereas goods that are not in such great de¬ 
mand may have to be reduced in price. There 
is a rather complex interlacing of demand and 
supply in the Russian market, and Soviet lead¬ 
ers insist that this is necessary to the success 
of their system. 

The Communist party 

What of the Communist party in tiae or¬ 
ganization of the government? Apparently it 
has no direct legal authority whatever,; no or¬ 
ganic connection with the Soviet governmenl:. 
Party membership, wfaidh runs to .nearly 3 ndlr 
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lion, is a privilege and ^n honor accorded only 
to those who maintain unquestioning loyalty to 
the commimist creed as formulated by Marx 
and interpreted by Lenin and Stalin, and to 
those who are active and zealous in the public 
interest, who do any task assigned them with 
eflBciency and expedition, and who pay the 
party's rather heavy dues regularly. Honor and 
hard work are apparently the only reward of 
party membership. Two organizations for chil¬ 
dren, somewhat Uke the old Hider Youth in 
Germany, train the young for later member¬ 
ship in die Communist party—the Octobrists, 
for children between 8 and 10 years of age, 
and the Pioneers, for children from 10 to 16 
years old. Training in the communist dogma 
begins very early in life. 

The major function of die Communist party 
is to train leaders for government posts. In ad¬ 
dition, the members serve as unofficial indus¬ 
trial "shock troops” in the factories, where they 
are engaged in building up morale and aiding 
in the solution of management and production 
problems. 

Collective farms 

For the first few years, collective farms were 
managed on a really communist basis, all the 
members working somewhat as they pleased, 
and sharing the produce, above taxes, on the 
basis of the number of mouths to be fed. This 
did not work well, and a more businesslike sys¬ 
tem was evolved, under which brigades of 
workers were assigned to each task, and wages 
were proportioned to the amount and labori¬ 
ousness of the work done. As has been said, 
each worker may own his house, a patch of 
land, and some poultry and livestock. If at the 
end of the season there is a surplus of earnings 
above living requirements, the members of the 
cooperative meet and decide how much of it 
shall be devoted to capital improvements— 
cattle bam, a silo, a clubhouse, or some other 
addition—and how much shall be distributed 
among the members in money or produce. 
Coordinated with the collective farms is a vast 
organization of tractor stations, whose function 
is to keep the machines in working order. Man¬ 
agement and efficiency vary greatly among 
the collective farms, and some have been far 
more successful than others; but most compe¬ 
tent observm believe that aftor about 1935 the 


output of these farms was much greater than 
peasant agriculture had been able to produce; 
production just before the Second World War 
was estimated to be about twice the amount 
that was produced in 1913. This increase is 
due to mechanization, the greater use of 
modem science in agriculture, and perhaps to 
generally higher intelligence among the farm¬ 
ers themselves. 

Retail distribution 

Retail distribution, like production, is han¬ 
dled by a number of different kinds of agen¬ 
cies. Most of the retail business—some 70 per 
cent of the total in 1935—is done by consum¬ 
ers' cooperatives; but the pattern of retailing, 
like many other tilings in Russia, is constantly 
changing. There is an increasing number of 
shops, operated either by the central govern¬ 
ment or by local authorities, that sell the prod¬ 
ucts of various state manufacturing "trusts.” 
Some time ago the government formulated 
plans for "one-price” stores after the model 
of the Woolworth stores of some years ago. 
There is considerable variation not only in the 
types of stores but in the services they offer, 
sudi as delivery of purchases. 

Soviet finance 

Money, The Soviet monetary system, once 
a headache to students of economics, has been 
simplified in recent years. For a time after the 
Revolution the government tried to get along 
without any money; when this proved impos¬ 
sible, it turned to paper money but printed it 
in such vast quantities that a disastrous infla¬ 
tion followed, culminating in 1924. The gov¬ 
ernment then instituted a monetary system 
based on a new ruble, but this system is too 
complicated to be discussed here. At present 
the U.S.S.R, s monetary system somewhat re¬ 
sembles our own, in that it is based on a "man¬ 
aged” currency of inconvertible ruble notes 
and subsidiary coins; however, Russia does not 
have tremendous gold reserves. Since the gov¬ 
ernment determines to some extent the produc¬ 
tion of most kinds of goods and exercises some 
control over prices, money does not serve quite 
the same functions that it does in a capitalist 
economy; variations in the quantity of money, 
for instance, do not affect prices as much as 
they do in our own economy. 
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Banking, itisurance, and foreign trade- 
Banking is a state monopoly in the hands of 
the Gk)sbank and the State Savings Bank. The 
Gosbank, with some 2000 branches throughout 
the country, carries the accounts of the various 
state enterprises; and the Savings Bank, with 
20,000 branches, handles the people s savings, 
paying a generally high rate of interest. These 
savings deposits are invested in government 
bonds and are exempt from most taxes. The 
Soviet government appears anxious to encom- 
age thrift, perhaps for the purpose of keeping 
down the demand for goods which have al¬ 
ways been rather scarce. 

Insurance and foreign trade are both state 
monopolies. Insurance is compulsory on some 
forms of property and optional on others; life 
insurance is optional. Foreign trade is under 
the administration of the People’s Commissar 
of Foreign Trade. 

Government revenues. Students of eco¬ 
nomics may well wonder where the Soviet 
government gets the vast revenues needed to 
run its great bureaucracy, support the largest 
army on earth, and build immense factories 
and other productive plants. In general, there 
are two sources of revenue. By far the more 
important of the two is the net receipts of the 
various government enterprises, some of whose 
products sell at prices above cost of production 
and so yield a profit to the government. This 
really amounts to a tax on the buyers of these 
products. The other important source of reve¬ 
nues is taxation. The plan of taxation resembles 
that used in capitalist states, but has the two¬ 
fold purpose of penalizing any remnants of 
private profit-making enterprise that may still 
exist, and of building up the socialist state. 
There are a few dire^ taxes: one on the out¬ 
put of industrial enterprises—^a sort of sales 
tax—^and one on all agricultural enterprises 
levied on the basis of the size or importance 
of the various enterprises. Both of these taxes 
are so adjusted as to favor collectivized con¬ 
cerns and any others that the state may wish 
to encourage. There is also a complicated in¬ 
come tax, the rates of which vary not only 
with income but with the various categories 
into which the people are classified. Finally, 
there are excise taxes on alcoholic drinks and 
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tobacco, customs duties, stamp taxes, and a 
variety of luxury taxes. 

Russian communism really socialism 

It should now be clear that what is com¬ 
monly called Russian communism is not really 
communism but autocratic socialism, *'state 
socialism.” It has not brought about the social¬ 
ization of all wealth or even of all productive 
wealth, for there is some private ownership of 
productive capital. A peasant may own a small 
piece of land, his dwelling, a cow and pigs and 
poultry. Individual handicraftsmen may pro¬ 
duce goods in their own shops and sell them 
wherever they wish to; in 1935 some 15,000,- 
000 men and women maintained themselves 
by private work of some kind—dressmakers, 
washerwomen, taxi drivers, journalists, artists, 
and scientists, among others. People who can 
save any of their income may deposit their 
savings in savings banks, or buy government 
bonds, and receive interest. What the govern¬ 
ment will not tolerate is the making of profits 
on the labor of others; no peasant, for instance, 
may hire a worker to help him, or rent his 
tract of land to anyone else. As the Webbs say; 
‘The control of the instruments of production 
by individuals seeking to enrich themselves, 
and the power of the landlord and the capi¬ 
talist over those whom they can employ at 
wages, or from whom they can exact rent, has 
passed away.”® 

Industrial leadership 

One of tr*^ arguments against socialism and 
communism is that they cannot get the high 
grade of industrial leadership that is supposed 
to be winnowed out in the competition of a 
capitalist economy, and that the managers will 
not work so hard for tlie common good as they 
drive for private profits. The Russian experi¬ 
ment provides no definite proof or disproof of 
this argument. Conditions in Russia are so dif¬ 
ferent from those m the technologically ad¬ 
vanced oapitalist countries that comparisons 
as to management are difiBcult to make. Some 
who have visited Russia, however, have been 
impressed by the apparent energy, intelligence* 
and efiBciency of the factory managers; and the 
extraordinary production records of some in- 


* Sidney and Beatrice Webb, Soviet Communismx A New CivUizaHon? p. 1123. 
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dustries indicate that management has been 
definitely good. 

Labor. From the beginning of the Bolshe¬ 
vik regime, industrial managers faced a gar¬ 
gantuan task in training laborers for industrial 
work. Russia was almost entirely an agricul¬ 
tural country, with a very small percentage of 
industrial workers, and ^ese generally illiter¬ 
ate and inefBcient Without doubt some of this 
inefBciency persists, yet progress has been ex¬ 
traordinary. Efficiency has increased; laborers 
are better fed, better clothed, better housed, 
and better educated; prior to World War II 
the working day had been reduced to seven 
hours; holidays are given with pay; and the 
workers enjoy more security than workers in 
most countries. There is practically no unem¬ 
ployment. Wages are lower than in the United 
States and in other advanced capitalist coun¬ 
tries, but comparisons are difficult to make be¬ 
cause the cost of living is not easily compa¬ 
rable and because the money wages do not 
represent all that Russian workers receive. 
Various types of insurance are carried for them, 
steady employment is practically assured, and 
they receive certain concessions in addition to 
their wages. Thus the workers in some plants 
pay only part of the rent on their homes, the 
balance being paid by the plant; some workers 
are provided with water and light either free 
or at reduced rates; and some plants provide 
cheap meals for their working force. 

Labor unions. Laborers, even the intellec¬ 
tuals, are generally unionized, but the Soviet 
unions have a far different function than do the 
unions in capitalist countries. In the latter, la¬ 
bor organizes against the employer and fights 
for higher wages and better working condi¬ 
tions. Soviet labor unions are organized to give 
labor a share in the organization of the indus¬ 
try in which it is engaged, not to fight profit¬ 
making employers.^ The unions are united in 
a central federation whioh is said to have some 
influence in the government. They discuss 
working conditions and plant management 
with some freedom, and the Webbs believe 
that diere is actually more collective bargain¬ 
ing in Soviet Russia than in any other country. 
Apparently diere are no strikes, nor does it 
mem ^likety that any would be tdbrated^ 

^Ibtd., p. 173. 


Labor incentives. In its efforts to increase 
production the Soviet government compromises 
with the devil of human selfishness by allow¬ 
ing considerable differences in wages and enr 
couraging speed and efficiency by offering vari¬ 
ous kinds of reward. Piecework payment, so 
hated by most union labor in capitalist coun¬ 
tries, is general, and the workers are said to 
like it. Whereas workers in a capitalist econ¬ 
omy regard it as a means of exploitation used 
by the employer to speed work to increase his 
profits, Russian workers see it as a means of 
increasing output and raising the standard of 
living for everyone. The Stakhanov Movement, 
another form of incentive, came into existence 
in 1935, when a young miner named Stak¬ 
hanov devised a new method of mining coal 
which raised his output between 300 and 500 
per cent and raised liis wages proportionately. 
His method was not a new way to drive labor 
harder; it involved only more intensive labor 
specialization and greater efficiency in getting 
the coal out. Stakhanov became a national 
hero, and the Stakhanov Movement spread to 
other industries throughout Russia. It has been 
credited with some amazing increases in out- 
put—even, in some cases, to a level above 
that in capitalist countries. 

Here is something new—^laborers working 
happily under such driving incentives as piece¬ 
work and a nation-wide efficiency movement, 
laborers, as the Webbs put it, widi a “veritable 
passion for productivity!” How can this be? 
The explanation appears to he in the fact that 
speeding up, greater efficiency, is not regarded 
solely as enriching a profit-minded employer, 
and that die workers have no fear of “working 
themselves out of a job” since there is no fear 
of unemployment. Unlike a capitalist employer, 
the socialist state is not compelled to seedc a 
profit, and as long as die people want more 
goods, it can give labor the task of producii^ 
them. 

Critics . of socialism often argue that the so¬ 
cialist state .might be very oppressive in i^ 
treatment of labor because it would be tfie 
only employer, and the workers would theype- 
iore have to put up with whatever conditions 
it.cbose to establish. If the .Soviet government 
actually did produce all the goods, diere would 
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be logic in the argument; but, as we have seen, 
the central government does not produce all 
the goods. There is much variety, “multiform¬ 
ity,” in government industries, and there are 
Other producers—^village, municipal, coopera¬ 
tive, and private. Nevertheless, there is some 
evidence that the freedom of workers has been 
more and more restricted in recent years. A 
decree of June, 1940, bound them to their 
jobs, forbade moving from one job to another 
without government consent; and this decree 
is said to have been not a war regulation but 
the result of a decade of development toward 
more autocratic control of labor. 

Freedom in the Soviet Union 

One of the strongest and most commonly 
heard arguments against socialism is that it 
would inevitably destroy the freedom not only 
of the workers, but of all the people. The so¬ 
cialist state, it is often argued, would inevita¬ 
bly take on an oppressive character, would be 
in a position to dictate to the people in every 
sphere of life—^in their work, their leisure, 
their reading, and their religion. This was the 
general situation in Fascist Germany and Italy, 
and in some respects this is the situation in 
Russia; yet the Soviet government has tried, 
and with some success, to avoid it. In capitalist 
America, Norman Thomas, the Socialist candi¬ 
date for the Presidency, is permitted to make 
speeches and write articles advocating a 
change from capitalism to socialism; and in 
some of the more liberal capitalist countries 
even communist candidates are allowed to 
speak and write freely, that is, within tlie 
limits set by their usually very limited cam¬ 
paign funds. Nothing like this would be toler¬ 
ated in Soviet Russia. However, an amazing 
amount of free discussion is permitted along 
other lines; and the Webbs believe that there 
is not less freedom in Russia than in Great 
Britain or the United States but perhaps actu¬ 
ally more. This, however, is highly doubtful. 
Certainly the freedom that we enjoy is of a 
very difiPerent kind from that enjoyed in Soviet 
Russia, and most Americans would undoubt¬ 
edly think that they were in a tight place if 
they moved to Russia. 

It is often assumed that the Soviet govern¬ 
ment is a personal dictatorship, but there may 
well be doubt as to this and as to whether the 
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government itself represents complete dictator- 
ship. Sidney and Beatrice Webb, whose So- 
viet Communism: A New Civilisation? is per¬ 
haps the best available study of Russian com¬ 
munism, maintain that Stalin is not a personal 
dictator and that the government does not 
represent a dictatorship as did the Fascist 
governments of Italy and Germany. 

Freedom in consumer choices. It is argued 
that the Soviet state has eliminated or sharply 
curtailed the freedom of consumers to deter¬ 
mine what goods they will buy; but it is by 
no means certain that consumers there have 
less freedom of choice than consumers in the 
United States, except as far as there are 
greater poverty and fewer goods in Russia, 
Producers and advertisers largely determine 
many consumer choices in a capitalist econ¬ 
omy, whereas in Russia it is the state that has 
this power. Consumers may do about as well 
there as in the United States. 

Freedom of religion. The suppression of 
the church has often been cited as proving 
that Soviet Russia has destroyed freedom of 
religion; but in reality the only thing that has 
been destroyed is the power of a most oppres¬ 
sive church. There has always been a reason¬ 
able degree of religious freedom there, and it 
has increased in recent years. 

Accomplishments of the Soviet regime 

Feasibility of a socialist economy. The So¬ 
viet government has proved, at any rate, that 
it is possible to operate a socialist economy. 
Starting with an economy which was in com¬ 
plete chaos, the government has maintained 
its power, has fed and clothed most of the 
people, and has built up wealth at a rate which 
is probably not equaled in any capitalist coun¬ 
try. This it has done, in spite of all predictions 
of failure, in spite of internal di£5culties, in 
spite of the persistent hostility of capitalist 
governments, in spite of invasion by armies of 
several countries, in spite, finally, of the in¬ 
vasion, in 1941, by the powerful German Army, 
This record is impressive. 

Development of new industrial capital. In 
spite of the vast cost of preparing for Ae wait 
which was to come, the Soviet regime has de¬ 
veloped a large amount of new industrial capi¬ 
tal—^hydroelectric plants; steel mills; automo¬ 
bile, tractor, and akplane plants; and factories 
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for the production of many types of consum¬ 
ers’ goods. It has extended and improved rail¬ 
roads, highways, and canals, has developed 
the nation’s coal and oil industries far beyond 
any earlier production, and has made great 
advances in the training of engineers, chem¬ 
ists, and technicians. It has also done a great 
deal to piy agriculture out of its primitive, 
tradition-bound methods; to this end it has 
mechanized some of the collective farms and 
has encouraged the use of fertilizers, the sci¬ 
entific selection of seeds, and efficient methods 
of cultivation. 

The Soviet Union’s extraordinary growth in 
wealth is shown by the following figures from 
the League of Nations World Economic Sur¬ 
vey for 1936-1937: 


Pboduction or Non-Agricultural Raw Material 
(1925-1929 =* 100) 



1925 1929 1932 

1936 

Soviet Union. 

. 61 

137 

194 

388 

Europe, excluding Russia.. 

. 90 

115 

80 

114 

North America. 

.... 91 

111 

59 

102 

Latin America. 

.87 

123 

72 

107 

Africa. 

. ... 90 

113 

87 

145 

Asia, excluding Russia . 

... 86 

118 

108 

173 


Such figures seem hardly credible, yet some 
careful students of Soviet Russia insist that 
they have to be reasonably accurate because 
the Soviet government itself uses them as the 
basis of its economic planning. Assuming tlie 
correctness of these figures, we may well ask 
why Russia has built up production so much 
more rapidly than the capitalist nations. The 
answer is apparently that this increased out¬ 
put is due not so much to tlie increased pro¬ 
ductivity of individual plants as to the more 
efficient operation of die Soviet economic 
system as a whole, particularly the elimination 
of unemployment. In the chapters on the 
machine age we saw impressive figures on the 
increase in labor productivity in the United 
States, but we saw too that the labor and 
capital that remained idle during the Great 
Depression meant a loss of some 200 billion 
dollars in economic output If we could have 
kept our productive resources fully employed 
and could have added the 200 billion dol- 

William Henry ChamberUn, Russk^s Iron Age, 
berlin is a competent observer, he is somewhat nr a! 


lars’ worth of goods, our record would com¬ 
pare more favorably with that of Russia. 
Here, once more, we see the significance of 
the problem of unemployment. If we should 
some day find that the Soviet figures are 
heavily padded, there will of course be less 
to explain. 

The construction of some of the Soviet’s 
great public works has been accomplished at 
a tragic cost in human misery, not only in the 
denial of adequate food and clothing to the 
people as a whole, but in the slavery of many 
of the workers engaged on these projects. The 
Baltic-White Sea Canal and the Moscow- 
Volga Canal were built by political convicts, 
largely kulaks; 2200 miles of the Siberian 
Railway were double-tracked and other public 
works were built partly or entirely by the same 
kind of labor. Many of these men were ar¬ 
rested secretly and carried away without trial, 
and there is some reason to believe that the 
government trumped up charges against them 
solely to secure the necessary labor force. 
William Henry Chamberlin, a distinguished 
newspaper correspondent, estimated in 1934 
that probably no less than two million people 
had been arrested without due process of law, 
many of whom were sentenced to concentra¬ 
tion camps to work on various public works.’^® 
Living conditions for these laborers were des¬ 
perately bad, and many did not live out their 
sentences. 

The rapid increase in production in Soviet 
Russia has not solved the problem of poverty; 
that is too much to expect, in the brief period 
in which the new government has been in 
existence. The people are still poor by Amer¬ 
ican standards, housing and clothing are in¬ 
adequate, and there is barely enough food for 
all. But it should not be assumed that the com¬ 
plaints of scarcity, common even among the 
Russians, mean that the people suffer con¬ 
tinual distress. As Strachey points out; “Para¬ 
doxically enough, . . . the creation of this 
feeling of scarcity (and it is undoubtedly a 
consequence of socialism) is one of the great¬ 
est achievements of the socialist economic 
systemi For it co-exists with an enomums inr 
crease over pre-socialist levels in the produc¬ 
tion of fust those commodities which the popu- 

157. There is some evidence that althou^ Ghc^- 

' aga^ the Soviet re^e. 
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lotion feels to he scarce. . . . Socialism has 
greatly increased the supply of these goods. 
But at the same time, by distributing , . . 
adequate purchasing power to the entire pop* 
ulation, it has increased the demand for these 
goods to a far greater extent. Hence the goods, 
in spite of a great increase in their production, 
have become scarce.^^ The socialists may 
have found the answer to the problem that 
perennially plagues capitalist nations—^how 
to distribute enough purchasing power to en¬ 
able the peop^ who need goods to buy them, 
and so keep the productive machinery tunning 
at capacity. 

Development of literacy. The Soviet gov¬ 
ernment has developed literacy, in a country 
which was once largely illiterate, at a rate un¬ 
precedented in history. Soviet estimates indi¬ 
cate an increase in literacy from 33 per cent 
before the First World War to 90 per cent in 
1932. Soviet educational methods are in some 
respects surprisingly modern, and progress has 
been extraordinary in technical and scientific 
studies. It is difficult, however, to appraise 
progress in what we call the cultural studies 
—^literature, economics, and the arts, for in¬ 
stance. Chamberlin is very critical: *‘The harsh 
insistence, backed up not infrequently by ad¬ 
ministrative repression, that the Tarty line' 
must be the guiding rule in art and literature, 
as well as in politics and economics—^all tliis 
tends to place on Soviet culture a stamp of 
dull uniformity, of unquestionable conformity 
to ideas and slogans which are handed down 
from above."^^ This might logically be ex¬ 
pected where there is little freedom of the 
mind; yet there are some indications that a 
worth-while culture is developing, in music, 
drama, and also in literature. 

A new status for women. One of the most 
important accomplishments of the Soviet re¬ 
gime is the emancipation of women, for the 
government has raised them to a new status 
of freedom and dignity, in line with Plato's 
view that women have much the same capac¬ 
ities as men and should therefore have the 
same opportunities, rights, and responsibilities* 
In Russia, woman's place is anywhere but in 
die home; on the contrary, her women are al¬ 
most bound to work, for the parasitism of the 
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obviously and avowedly idle women of Amer¬ 
ica and the other capitalist countries is com¬ 
pletely out of style. Factories provide nurs¬ 
eries to care for small children while the moth¬ 
ers are at work. Women are active in all kinds 
of trades and professions and take part in 
political activities; some hold important posi¬ 
tions in the government. 

Treatment of minority groups. Tlie Soviet 
government has set a new standard for Russia, 
and indeed for the world, in its treatment of 
racial minorities. A little over half the popula¬ 
tion of the Soviet Union—^that in the central 
and northern part of the country—^are ‘‘Great 
Russians,” a little over one-fifth are Ukrain¬ 
ians, and the remainder is composed of nearly 
two hundred other minority groups. The czar- 
ist government followed a generally harsh and 
repressive policy toward all smaller racial 
groups, particularly the Jews, who suffered 
frequent pogroms. The Soviet government has 
changed all this. Not only has it accorded 
equality and a large measuie of self-rule to 
all groups, but it has maintained a definite 
policy of encouraging the preservation of the 
different racial cultures. This contrasts very 
favorably with Fascist policy, as we shall see 
later. 

Progressivism. The Soviet government has 
broken down the mass of habit, tradition, and 
superstition that formerly encrusted the minds 
of the people. There was no hope in the 
czarist regime; it was dedicated to the task 
of keeping the people ignorant, superstitious, 
and subservient. The Soviet regime is trying 
in a thousand ways to lift them out of their 
old attitudes and into the habits and customs 
of the modern age; and there can be no doubt 
that it has achieved a large measure of suc¬ 
cess. 

Foreign policy. It must be said, finally, 
that the Soviet Union has been about the 
only powerful democratic influence in inter¬ 
national affairs. To cite only one illustration, 
in the Spanish Civil War the Soviet govern¬ 
ment was the only great power that supported 
the democratic government of Spain; and it 
was opposed by the governments of Nazi Ger¬ 
many, Fascist Italy, Great Britain, France, and 
the United States. To an increasing extent 


John Strach^, How Socialism Works, p. 80. 

^ William Henry Qiamberlin, Russians Iron Age, pp. 287-288. 
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colonial peoples, and tlie masses of the peo^ 
pie in many countries, are looking to the So¬ 
viet Union as their main hope for a more 
democratic world. 

Failures of the Soviet regime 

Autocracy. The Soviet government, as we 
have seen, has remained an autocracy. The 
Marxian promises of a democracy have not 
yet been fully realized, nor docs their realiza¬ 
tion seem likely in the near future. There is 
no general agreement among students of Rus¬ 
sian communism as to the amount of freedom 
enjoyed.^* The new constitution which was 
formulated in 1936 and was hailed as the most 
democratic constitution in the world granted 
'‘freedom of speech, freedom of the press, free¬ 
dom of assembly,” and many other rights; but 
there is some reason to believe that this was 
partly window dressing. The people are ap¬ 
parently permitted to discuss certain things 
with some degree of freedom, and within the 
Communist party itself there is considerable 
discussion of policies before they are officially 
adopted, but after they are adopted everyone 
must cooperate in putting them into effect. 
The elections are not as free as might be de¬ 
sired, for often, as in strongly Republican or 
Democratic sections of the United States, there 
is only one candidate for some offices. The 
situation has been summarized as follows by 
two American socialists, Norman Thomas and 
Joel Seidman: “There is no free speech, no 
free campaigning, no rival organization, no 
organized or unorganized opposition, no real 
election.”^* 

The dissension among the party leaders 
and the liquidation of many of them does not 
indicate a very democratic situation. All the 
“Old Bolsheviks”—the group who initiated the 
Revolution—^are now dead, some of them liq¬ 
uidated for reasons which are not quite clear; 
most of them were charged with disloyalty to 
die regime, and some actually confessed ^eir 
guilt. A few writers believe that the trials were 
cooked up by Stalin and his associates to rid 
themselves of these men who, as national 
heroes, might become rivals; but other ob¬ 
servers—notably Joseph Davies, at one time 


our Ambassador to Russia—^are convinced that 
the men were actually guilty of disloyalty and 
that some of the army officers who were shot 
were really traitors. Perhaps the truth as to 
the Old Bolsheviks is that tibey were stubborn 
doctrinaires who could not adjust themselves 
to Stalinas regime and were removed to secure 
harmony within the party; but even so, such a 
program of wholesale liquidation does not 
suggest a regime of the highest idealism and 
brotherly love. 

In the light of events since the German in¬ 
vasion of Russia, Stalin's policies on the whole 
seem very sagacious and his administration 
extremely efficient. It is now clear that, as 
Stalin himself believed, the rest of the world 
was in no mood to follow Soviet Russia to the 
communist Valhalla, that she would have to 
defend herself against military aggression, and 
that she would need powerful defensive arma¬ 
ments. Few observers believed that the Rus¬ 
sian Army could withstand the German inva¬ 
sion for more than a few weeks or that the 
Soviet industrial equipment was adequate to 
support extensive military operations over any 
considerable time; some even doubted whether 
the Russian people would remain loyal to the 
government in a crisis, and suspected that the 
party itself and the army and navy were in¬ 
fected with inefficiency and disloyalty. On all 
counts, however, the Russian regime stood up 
beyond the expectations of any but a few 
sanguine observers; Soviet industry proved 
surprisingly efficient and the armed forces 
fought loyally and heroically under leaders 
who equaled the best that the war brought 
out. 

Inefficiency of the economy. The central¬ 
ization of authority characteristic of the Soviet 
regime doubtless contributes to efficiency in 
some respects, but in others it undoubtedly 
makes for inefficiency. The tremendous bu¬ 
reaucracy necessitates a heavy expense for its 
support, and it doubtless clogs up the econ¬ 
omy to some extent with red tape and vexa¬ 
tious delays. The government is apparently 
quick to bring charges of sabotage whenever 
anything goes wrong, and this is a very serious 
offense in Russia, somewhat analogous to trea- 


^For a favorable report on conditions as far as freedom is concerned, see Anna Louise Strong, I 
Change Worlds. 

Norman Thomas and Joel Seidman, Russfia, Democracy or Dictatorship, p. 53. 
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son, and sometimes punished more severely 
than murder. Administrative oflScials live in 
such dread of this charge that they sometimes 
hesitate to make decisions and so develop a 
technique of "passing the buck" which slows 
down business seriously. Some evidence indi¬ 
cates, furthermore, that there is some graft 
and bribery in the bureaucracy, just as there 
was under the Czars and, perhaps we may 
add, as there is under capitalism. 

Political offenses. In its punishment of po¬ 
litical ofiFenders—those who commit offenses 
against the state—the Soviet regime appears 
at its worst. Two American observers paint a 
dark picture: 

The. penalty is death for stealing state property— 
in a country where virtually all production is car¬ 
ried on by the state. For saboteurs—and that term 
is interpreted very broadly indeed—the penalty 
may be death. ‘"Wrecking” is one of the major 
crimes in the Soviet Union. Under Article 58 of die 
criminal code, one found guilty of “teasing, mock¬ 
ing, or persecuting” a speedy worker may be exe¬ 
cuted. The same penalty may be given farmers 
caught secretly grinding their private grain in a 
mill, since this implies an attempt to cheat the gov¬ 
ernment out of a grain tax; a similar fate may await 
officers of a cooperative farm who encourage peas¬ 
ants to sow more intensively on their own private 
parcels of land. Death may likewise be the penalty 
for helping to organize a strike in the lumber in¬ 
dustry, manned almost exclusively by exile labor. 
For attempting to cross the border illegally the 
penalty may be deatli. Under Soviet law of April 7, 
1935, children over 12 merit the same penalties, ex¬ 
cept for the death sentence, as adults. The authors 
know of no other civilized country which thus 
treats child offenders.^® 

Still worse, the government sometimes pun¬ 
ishes the families or friends of persons accused 
of crimes, even though they may be entirely 
innocent of complicity or any Imowledge of 
the offense. This usually occurs when the ac¬ 
cused person cannot himself be punished be¬ 
cause he no longer is in the countiy. Thus any¬ 
one who flees from Russia without his family 
knows that his family will be harshly dealt 
with. In order to retain its hold on its repre¬ 
sentatives in foreign countries, the govern¬ 
ment at one time required their families to 
remain at home. 


Snobbery. Not only is the government in 
some respects still a ruthless despotism, but 
there is clear evidence of the development of 
some class differentiation, with the party mem¬ 
bers as the new elite, and the rest of the pop¬ 
ulation as the new proletariat, which is itself 
divided into various social classes. There is 
snobbery in Soviet Russia, as elsewhere. The 
workers for the new classless society appar¬ 
ently have no aversion to "class" if they them¬ 
selves can have a place at the top. Just as we 
ousted the British aristocrats and built up an 
aristocracy of our own after our Revolutionary 
War, so the Russian revolutionists, to some ex¬ 
tent at any rate, have liquidated the bourgeois 
and aristocrats, only to take their places as the 
real aristocrats. They do not show their supe¬ 
riority by wearing fine clothes, for that is 
"bourgeois,” but they have other privileges. As 
Chamberlin says: "A high post in the Soviet 
Union carries with it a comfortable apartment, 
the use of an automobile, the right to eat in 
a good restaurant at a nominal charge, admis¬ 
sion to the best rest homes and sanitaria in 
vacation time, a private car for travel on the 
railroads, and so forth. 

High birth rate. One reason why the So¬ 
viet government has not been able to raise 
the general standard of living faster is the 
country's high birth rate. When the govern¬ 
ment first came into power, it established what 
were probably tlie most liberal marriage and 
divorce laws to be found anywhere in the 
world and, utterly indifferent to the birth rate, 
legalized abortion—^tragically enough, one of 
the most important means of keeping the birth 
rate down. More recently, however, it has 
adopted a stricter attitude toward divorce and 
has turned to encouragement of a high birth 
rate. Russia needs many things far more than 
she needs a rapid increase in her population. 
From 141.7 millions in 1917, the population 
rose to about 175 millions in 1941, which 
means that she has had to provide food, cloth¬ 
ing, and shelter for more than 33 million ad¬ 
ditional persons—a fair-sized nation in itself. 
This would be a tremendous job even for a 
fully developed economy, and it has presented 
a serious problem for the limited productive 
resources of Russia. 


pp. 32-33. 
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Communism in the United States 

Within recent years there has been wide¬ 
spread discussion of communism in the United 
States, and various individuals and groups 
have worked with might and main to protect 
the imtutored masses from the insidious prop¬ 
aganda of the communists. In their pertina¬ 
cious devotion to this self-chosen duty they 
have combed the membership rolls of liberal 
organizations and labor unions, lists of govern¬ 
ment employees, and directories of student 
bodies and college faculties. Some of these 
patriotic men and women have hinted or 
openly proclaimed that a vast army of com¬ 
munists in our midst is waiting only for a fa¬ 
vorable time to take over the reins of govern¬ 
ment. They have compiled red lists and black 
lists of the leaders of this un-American cabal; 
among those they name are Senators, Represen¬ 
tatives, professors, editors, preachers, charity 
workers, and labor leaders. They have defined 
the term communist very broadly to include 
socialists, liberals. New Dealers, and not a few 
of the irregular Republicans; and as a result 
they have made a very impressive showing. 
Congress provided generous funds for such 
committees as the Dies Investigating Com¬ 
mittee to investigate all subversive move¬ 
ments, but particularly, as the Dies Committee 
interpreted the assignment, the communist 
movement. This Committee found the country 
infested with communists, many of them in 
high places; and its reports have so unnerved 
the great body of loyal Americans that many 
of them are afraid to sleep alone. 

It is not known how many communists there 
are in the United States, but the number is 
certainly not very great. Of the less than 50,- 
000,000 votes cast in the election of 1940, 
nearly 50,000—^about 1 in 1000 —were com¬ 
munist, not enough to frighten men of moder¬ 
ate nervous stability, unless it be assumed that 
these communists are persons of extraordinary 
ability, position, or wealth. Although there are 
considerable numbers of communists in a few 
of the more radical labor unions and a few 
unions are under communist domination, 
communists usually hold no positions of influ¬ 
ence, and of course the power of intrenched 
wealth is always against them. The Commu¬ 
nist party in t^ countiy is tightly organized 


along lines of almost military discipline, but 
it has shown its efliciency mainly in making 
trouble. 

Hostility to communism waxes and wanes 
but it is probably less virulent today than it 
has been for some time. When Hitler invaded 
Russia, American public opinion turned rap¬ 
idly to a more favorable attitude toward Soviet 
Russia, particularly when the Russians showed 
such surprising success in resisting the Ger¬ 
man Army. It finally dawned upon many 
Americans that the Russian communists were 
fighting our battle, and that our own freedom 
might well depend on Russia’s continued re¬ 
sistance to Germany; and the “red baiters” 
who had hitherto found happiness and fulfill¬ 
ment in damning the communists became less 
articulate. 

It is true that if the economic situation in 
the United States should become desperately 
bad—as bad as that of Russia when the 
Bolsheviks assumed control, or even as bad as 
that of Germany when Hitler seized the reins 
of government—there would doubtless be a 
growth of communist sentiment; but such a 
situation seems unlikely to develop soon. Even 
if it should develop, the American people 
might move toward democratic socialism 
rather than toward autocratic communism, 
and they certainly would be much more likely 
to succumb to Fascism than to communism. 
Under present conditions, there is absolutely 
no danger of a successful communist revolu¬ 
tion; but as we shall see, there is grave danger 
that we shall fall to Fascism. 

The widespread public apprehension with 
respect to communism is thus without justifica¬ 
tion, particularly when it brands our college 
students and faculties as largely communist, 
for these two groups, coming largely from the 
middle and upper-middle classes, are pre¬ 
dominantly conservative in their economic 
and political philosophy. 

Our treatment of communists 

A question often raised in this country is: 
How shall we treat communists? Shall we 
aUow them freedom of speech and assembly, 
as we do other dissenting groups, or shall we 
suppress them, clap them into jail whenever 
they express their views? Most ol the enlight¬ 
ened countries of Europe have granted com- 
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munists the rights accorded other parties, and 
some of our states have followed this policy, 
although many communist meetings, even 
when legal, have been broken up by Fascist 
hoodlums. But other states have passed laws 
outlawing communism and forbid^g any ex¬ 
pression of communist views. 

The question of policy in this matter is not 
free of di£Sculty. Here are men and women 
who believe in violence, and openly or cov¬ 
ertly advocate violence, who, according to 
well-known communist doctrines, would not 
hesitate to kl’1 those who happen to stand in 
their way. Are they entitled to the civil rights 
which, if they were in power, they would not 
hesitate to deny to all who opposed their 
party’s policies? Thoughtful students of gov¬ 
ernment are in general agrement that while 
communists have no clear right to demand 
such rights, it is for various reasons unwisti for 
the government to deny them. In the jfirst 
place, the number of communists in the 
United States, or even ten times as many, 
would not constitute a danger which would 
call for their repression. Overt violence should 
not be tolerated, of course; but our present 
laws are entirely adequate to prevent or pun¬ 
ish acts of violence, whetlier committed by 
communists or others. In the second place, it is 
usually unwise to suppress dissenting opinions, 
for it is through such opinions that many im¬ 
provements in our political institutions have 
been achieved; we might conceivably learn 
from the communists, as we frequently have 
from other critics of the existing system. In the 
third place, suppression is not usually the best 
way to handle discontent. Communism springs 
from bad economic conditions somewhat as 
sunflowers grow in rotten straw stacks, and it 
is much better to correct the underlying evils 
than to suppress expressions of discontent. Not 
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infrequently the only effect of harsh repres¬ 
sion is to increase the discontent or drive it 
underground and into a more radical form; 
free expression, on the other hand, acts as a 
safety valve for political dissatisfaction. In 
the fourth place, and most important, it is 
unsafe to embark upon a policy of repressing 
communists because it is certain to be ex¬ 
tended to such other dissenting groups as the 
socialists and the moderate liberals. Few peo¬ 
ple are able to distinguish different forms of 
radicalism, so they lump all but the conserv¬ 
atives together as communists or "reds.” It 
is the extreme conservatives, the ‘red bait¬ 
ers,” who are the real danger to American 
democracy, as we shall see in the foUowing 
chapter. 

Communism no answer to our problems 

In a)nclusion, it is clear that the achieve¬ 
ments of the Soviet government, great as they 
have been along some lines, do not suggest 
that the Russian model of communism is likely 
to be a satisfactory solution for the growing 
diflSculties of American capitalism. Commu¬ 
nism is too completely different from our 
traditions; we feel toward it like the boy who, 
when asked if he would like to go to Heaven, 
answered, ‘‘Not yit.” Even if we concede that 
the Soviet regime has been extraordinarily 
successful in some respects, its achievements 
may be due largely to the fortuitous circum¬ 
stance that Lenin and Stalin and the other 
leaders, whatever their faults, have been ex¬ 
traordinarily able. But what assurance have we 
that communism necessarily calls forth able 
leaders? In an autocracy, much depends on the 
men in control; just as able leaders can accom¬ 
plish much good, so incompetent or unprin¬ 
cipled leaders can work vast harm, perhaps 
even turn the regime toward Fascism. 


QUESTIONS 

1. Define utopian communism and Marxian communism. What is the latter, actually? Why 
has utopian communism so often been mixed up with religion? 

2. Why is the violent revolution necessary, according to Marx? Why have such revolutions 
always failed, except in Russia? Is it wise to talk of shooting when the enemy has most of 
the guns? Is it wise in any case? Criticize Marx’s theory of the revolution. 

3. Why did the Soviet government have to collectivize the farms? 

4. Describe the organization of the Soviet government. What is the relation of the Communist 
party to the government? Is Stalin a personal dictator? 
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5. Why do the Soviet oflScials leave some production in private handsP Why do they put the 
distribution of goods in the hands of several agencies, instead of organizing it systematically 
under a single government head? 

6. How are productive factors apportioned among the various industries and products in 
Russia? 

7. Describe the Soviet monetary and tax systems. 

8. Compare labor unions in Russia with those in capitalist countries. How does the Soviet gov¬ 
ernment try to secure labor eflBciency? 

9. Compare Russia with capitalist countries with respect to the freedom of workers and of the 
people generally. 

10. Eniunerate and discuss some of the significant accomplishments of the Soviet regime. 
What are some of its failures? 

11. If the figures of production given in this chapter are accurate and if Soviet Russia’s in¬ 
dustrial production has increased much more rapidly that that of capitalist countries, 
what do you think is the most important reason for this increase? 

12. Do you worry about the possibility that a communist regime may assume control in this 
country? Why or why not? Why do some influential people shoiit ‘‘Communism!” so in¬ 
sistently? 

13. Why should all American communists not be sent to Russia? Why do we allow Norman 
Thomas, a socialist, to run for President? Would we allow this if he stood any chance of 
winning? Why should we allow Republicans to vote after four straight defeats? Would 
it not contribute to political harmony if we had only one party as the Soviet Union 
does? 



Chapter 43. 

Fascism 


*^Would you tell me, please, winch way I ou^ht to walk from herei^ 
*"That depends a good deal on where you want to get to,'* said the Cat 
*7 don't much care where," said Alice. 

**Then it doesn't matter which way you walk," said the Cat 
^—so long as I get somewhere,” Alice added as an explanation. 

**Oh, you're sure to do that," said the Cat, “ 1 / you only walk long 
enoughi" 

Alice felt that this could not be denied, so she tried another question. 
*"What sort of people live about here?" 

'7n that direction," the Cat said, waving its right paw round, '‘lives a 
Hatter; and in that direction," waving the other paw, “lives a March Hare. 
Visit either you like: they're both mad." 

“But I don't want to go among mad people," Alice remarked. 

“Oh, you can't help that," said the Cat, “we're all mad here. I'm mad. 
You're mad." 

“How do you know I'm madF' said Alice. 

“You must be," said the Cat, “or you wouldn't have come here." 

—^Alice's Adventures in Wonderland 


In discussing Fascism we again face the 
difficulty of precise definition; in fact, Fas¬ 
cism is more difficult to define than either 
socialism or communism. Even if we restrict 
the term to its original meaning, as referring 
to Mussolini’s regime in Italy, there are various 
interpretations; but something similar to Fas¬ 
cism has dominated Germany under the name 
National Socialism, and more or less similar 
despotic regimes have gained power in a 
number of other countries—among them, 


Spain, Portugal, Cuba, Turkey, Greece, China, 
Japan, and several of the South American 
republics. For the present, Neumanns defini¬ 
tion of German Fascism will serve: “Fascism 
is the dictatorship of the Fascist [National 
Socialist] party, die bureaucracy, the army, 
and big business, the dictatorship over the 
whole of the people, for complete organize* 
tion of the nation for imperidist war.”^ We 
shall return to this question of definition 
litde later, after we consider the history 


' Franz L. Neumann, Behemoth, p. 360. 
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the Fascist movement in Italy and Geimany. 
From the history we can learn much as to the 
nature of the movement. 

The story of Italian Fascism 

As was true of Russian communism, the 
antecedents of Italian Fascism run back 
through more than a century of struggle for 
the consolidation of the nation, a struggle 
from which Cavour, Mazzini, and Garibaldi 
emerged as national heroes. Prior to 1870, the 
Cathoh'c church held a considerable area in 
central Italy, including Rome, which was 
known as the Papal States and constituted an 
obstacle to the unification of Italy; but in 
1870 the Italian government captured Rome 
and, by restricting the Pope to the Vatican, a 
small section in Rome which he ruled as a 
separate state, completed the establishment 
of the nation. 

Although geographical unity was thus es¬ 
tablished, Italy was never sufficiently unified 
politically to make possible a real democracy. 
The constitution which was drawn up in 1848 
was patterned somewhat after the English 
model, but the king retained considerable 
power, there were so many parties that no 
single one ever received a majority of the votes, 
and until as late as 1919 the right to vote was 
so restricted by literacy and property qualifica¬ 
tions that only a small proportion of the peo¬ 
ple could vote. Furthermore, the Catliolic 
church for many years forbade its members to 
vote or hold office. The nation was further 
divided into an industrial north and an agri¬ 
cultural south, a landowning class and an 
agricultural laboring class; some of the land- 
owners were nobles with huge estates, while 
the agricultural laborers were desperately 
poor, and many of them were radical in their 
political views. One-sixth of one per cent of 
the population owned one-half of the land. 
Lacing important mineral resources, Italy 
was dependent on foreign supplies of raw 
materials and fuel for her industrial develop¬ 
ment, and her comparative poverty forced her 
to depend on richer countries for her capital. 
Her overpopulation kept wages low, and the 
laboring class sufiFered even greater distress 
when tibe United States passed a law restrict¬ 
ing immigration, thus closing an important 
outlet for Italy's surplus labor. Thus, even be¬ 


fore the First World War, Italy lacked both 
the national unity necessary for democracy, 
and the wealth needed to keep her people con¬ 
tented. 

The First World War did not of course im¬ 
prove her condition, for some 460,000 of her 
soldiers were killed and a million more were 
wounded. Her victory over the Austro-Hun¬ 
garian Army was won after the armistice had 
been concluded. For all this, Italy received 
in the peace treaty very little of the spoils of 
war, which were mostly divided between 
Great Britain and France. 

After the war, Italy faced a desperate situa¬ 
tion at home. She had many wounded soldiers 
on her pension list, the budget was unbal¬ 
anced, and the national debt, already several 
times as high as it had been before the war, 
was mounting steadily. A severe depression 
soon set in, and the number of unemployed 
grew steadily. Otlier nations were raising their 
tariffs to the grave injury of the Italian econ¬ 
omy, dependent as it was on foreign trade for 
food and for the industrial development the 
nation needed to support the growing popu¬ 
lation. 

With her economic affairs in such a condi¬ 
tion, there was even less political unity in 
Italy than there had been before the war. She 
had more parties than any nation needed— 
Socialist, Catholic, Syndicalist, Communist, 
and Nationalist, the latter including a con¬ 
siderable sprinkling of discharged army of¬ 
ficers, who were soon to take their places in 
the new Fascist party. No party was strong 
enough to gain control and put through a 
program for maintaining the stability of the 
government. There was, furthermore, no 
really capable leader in the government, and 
the integrity of some of the men then in office 
was suspect. To make matters worse, the 
workers, some of them influenced by propa¬ 
ganda from Moscow, staged strikes, and in 
1920 took over and tried to operate some 300 
industrial plants in northern Italy. 

The seizure of the factories by the striking 
laborers alarmed the rich industrialists, and 
the general public was inconvenienced and 
irritated by &e strikes of street railway and 
railroad workers. The government turned to a 
more hostile attitude toward labor as the 
strikers continued to take over factories^ and 
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a numbar of laborers were killed in the re¬ 
sulting fracases; this naturally led to further 
strikes and disturbances. To add to the con¬ 
fusion, gangs of “patriotic” Nationalists, led 
by army ofiBcers, went about wrecking socialist 
newspaper plants and beating up socialists 
and latorers. Although the striking workers 
soon evacuated the factories they had seized, 
the disorder continued, with tlie government 
doing little to stop it. 

Such confusion provided an environment 
well suited to the exercise of the talents of a 
shrewd and ambitious but utterly unprincipled 
adventurer, Benito Mussolini. Formerly a 
socialist, there is some reason to believe that 
at first he hoped to become dictator of a com¬ 
munist Italy. Believing that drastic changes 
were coming in government, and that they 
would come under radical leadership, he sided 
with the workers in their strikes and advo¬ 
cated such radical policies as the transfer of 
land to the peasants, the eight-hour day, par¬ 
ticipation of the workers in the management 
of industry, nationalization of munition works, 
confiscation of a large part of the great for¬ 
tunes, a heavy inheritance tax, confiscation 
of 85 per cent of all war profits, and death 
for profiteers. His Fascia di Combattimento 
(perhaps best translated “fighting hoodlums”), 
which he had founded in 1919, lined up with 
labor at first. A year or two later, however, 
Mussolini came to see that he would never 
go far as the leader of laborers and socialists. 
Sensing the importance of having the support 
of the army and of the wealthy capitalists if 
he was to rise in the world, he reversed his 
tactics and turned to the right, to fight the 
“red menace” and help “preserve law and 
order,” all the time sicking his hoodlums on 
the socialists, liberals, laborers, and coopera¬ 
tives. 

His new strategy worked well, and brought 
him support from the army, the capitalists, 
the big landowners, and the Nationalists; and 
in 1921 his Fascist party won thirty-four seats 
in parliament. His strategy now was to prevent 
any party from securing enough support in 
parliament to formulate a policy to restore 
peace and unity to the distracted country. To 
n )<iin»nln and increase the confusion on which 


649 

he hoped to ride to power, he shrewdly threw 
his support first to one party and then to 
another, lining up his forces in whatever way 
would cause maximum confusion and prevent 
any one party from gaining control. The So¬ 
cialist and Communist parties blunderingly 
helped him in this. Never sensing the ominous 
threat of the Fascist movement to their lives 
and liberties, they refused to join forces 
against Mussolini. The communists particu¬ 
larly failed to see the issues clearly, and were 
even rather pleased at the chaotic situation, 
which they thought would undermine the gov¬ 
ernment and make way for the coming “revo¬ 
lution.” The confusion persisted as one cabinet 
after another was voted out.^ 

In the meantime, Italy's economic situation 
grew worse; unemployment was widespread, 
many workers, particularly farm laborers, 
suffered actual hunger, and increasing num¬ 
bers of people turned to Fascism. The Fascist 
movement, now organized as a party, gained 
the support of the classes needed to secure 
domination of the country—the wealthy capi¬ 
talists and large landowners, who saw in it 
protection of their property and position from 
Bolshevism and from labor interference, and 
the establishment of law and order; the army, 
which was dazzled by Mussolini's promise of 
military grandeur and empire expansion for 
Italy; the powers at the head of the Catholic 
church, always hostile to socialism, although 
not all Catholics followed the church in this 
policy; and people of various other classes, 
particularly the unemployed laborers and farm 
workers whose condition was so desperate that 
any diange seemed attractive. Like a great 
many American politicians, Mussolini offered 
no definite program, but he harped insistently 
on patriotism, on the danger of Bolshevism, on 
the government's defeatist policy in foreign 
affairs, and on its inability to get things done, 
for which he was himself partly responsible. 
His thugs and hoodlums roamed the country, 
burning, beating, and killing, forcing mayors 
and other local officials to resign and replacing 
them by Fascists. Lacking the support of the 
army and not much concerned anyhow, the 
government did little to stop this lawlessness. 
By October, 1922, Mussolini and his Fas- 


* One of the best disciissions of conditions during this period and of the way Mussolini worked to in¬ 
crease the confusion, is to be found in Stephen Raushenbush, The March of Fascism. 
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dsts had gained control of the railroads^ bar- 
raicks» and arsenals, and were able to march 
on Rome and take over the government, Mus¬ 
solini himself waiting in a safe place until 
the march proved successful, and then coming 
to Rome to assume command. He had not 
announced that he sought dictatorial power, 
and for a short time there was some pretense 
of following constitutional procedure, but 
when the socialist deputy Matteotti, who tried 
to line up parliament against the Fascists, was 
murdered by one of Mussolini’s gangsters, 
it was clear that democratic government was 
at an end. Within a few years his followers 
imprisoned, tortured, and murdered opposi¬ 
tion leaders by the thousands; yet Mussolini’s 
regime maintained only a precarious hold at 
times. At the time of the invasion of Abyssinia 
in 1935, for instance, he might have been 
unseated had he not been supported in various 
ways by tlie Tory British government, for 
neither this nor tlie Spanish adventure was 
popular with the Italian people, who had to 
pay the bills out of a national income already 
insufficient for a decent living. 

Mussolini thus captured supreme power 
over a nation which was in deep economic 
distress, a nation in which, for various reasons, 
the capitalist system had bogged down, a 
nation with prostrate industries, widespread 
unemployment, and, as a result, a bitter class 
war. After he consolidated his position as 
supreme ruler—the King was only a figure¬ 
head, a mere decorative detail—^he worked 
omt a policy designed to bring political, eco¬ 
nomic, and intellectual and spiritual unity to 
the nation. Political unity he tried to secure 
by proscribing all parties but the Fascist and 
establishing himself as the supreme dictator. 
Recognizing the unifying influence of the war 
spirit, and also in payment of his debt to the 
army officers who had helped him gain power, 
he embarked on grandiose military adventures, 
sending conquering expeditions into Abys¬ 
sinia, Spain, Albania, and finally, in the Sec¬ 
ond World War, into France. Just how much 
these military feats contributed to political 
unity is impossible to say; but since they were 
usually successful, they probably tended to 
build up public support for the government, 
particul^ly since there was strong resentment 
in Italy against what the people considered 


their unfair treatment in the division of spoils 
after the First World War. Mussolini also 
tried to build up political unity by propa¬ 
ganda, parades, and other devices quite as 
efiective as any Bamum ever used. He was 
a great showman. 

A nation whose chief outdoor sport is fight¬ 
ing should not depend too much on foreign 
trade; hence the Siamese twin of Mussolini’s 
grandiose military program was his scheme 
for national self-sufficiency. To achieve this 
he limited imports of foodstuffs, in what he 
called the “battle of bread,” and strictly regu¬ 
lated imports and exports of many other com¬ 
modities. His plan was to develop his African 
colonies to the point where they would furn¬ 
ish Italy with necessary food and raw ma¬ 
terials. 

The most serious obstacle to economic unity 
was the struggle of laborers against employers. 
This was the rock on which Italy’s democratic 
ship of state had crashed, and Mussolini tried 
to solve the labor problem by the pretended 
creation of the “Corporative State.” It is still 
uncertain what this means, or whether it was 
ever actually in operation; but at any rate he 
proposed to create “Corporations” of employ¬ 
ers and employees in the various industries. 
Within these Corporations the employers were 
assumed to direct operations as under capi¬ 
talism, but were subject to the control of die 
state. Strikes were prohibited, but the Labor 
Courts which were established to interpret the 
laws governing disputes gave some protection 
to labor, for their decisions were often in favor 
of the workers. Collective contracts might be 
entered into by employers and laborers, with 
stipulations as to wages, hours of work, ap¬ 
prenticeship, promotions, and dismissal; but, 
like everything else, these contracts were sub¬ 
ject to government control. Since the lower 
strata of laborers were insured against unem¬ 
ployment, the government spend considerable 
sums on public works to provide employment. 
Some of the workers enjoyed sports, excur¬ 
sions, and various other kinds of recreation, 
partly at public expense. But wages remained 
very low. 

Althou^ for a while Mussolini followed a 
policy rather favorable to the wealthy capi¬ 
talists who had helped him achieve power, 
his government gradually veered to the left, 
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toward more intervention in business and 
heavier burdens on businessmen. Businessmen 
were now free from the danger of strikes, but 
they were themselves imder the government's 
thumb; they had to make heavy donations to 
the Fascist party; they were obliged to secure 
government permits for imports and exports; 
they were expected to purchase government 
bonds with all their profits above 0 per cent; 
they could not raise prices without the gov¬ 
ernment's permission, or establish any new 
business enterprise; and, unless they could 
bribe the collector, they paid extremely high 
taxes, and, on several occasions, capital levies. 
This mass of irritating and vexatious interfer¬ 
ences should have been studied by the Ameri¬ 
can capitalists who used to voice the slogan: 
‘'What we need is a Mussolini.” The business¬ 
men of Italy awakened too late. 

The intellectual and spiritual unity of Italy, 
according to Fascist plans, was to be secured 
by propaganda and by government control 
over the press, the radio, and education. The 
Italian people read, heard, and were taught 
only what the government wished them to 
believe. Training in Fascist doctrine began 
when the child was six, and from then he was 
^tufiFed with patriotism, national pride, and 
military spirit, and trained to obey. Through 
athletics, hikes, and military drills the children 
were to develop strong bodies, but their fifteen 
years of Fascist "education” endowed them 
with little brains and no character, as char¬ 
acter is understood among civilized people. 
Mussolini's vaunted intellectual and spiritual 
"unity” really amounted to the reduction of 
human beings to the level of army ants and 
termites, the denial of all intellectual freedom, 
originality, and individuality, and the abroga¬ 
tion of all cultural values. 

History of Fascism in Germany 

Antecedents. Like the Bolshevik Revolu¬ 
tion in Russia and the Fascist movement in 
Italy, the Nazi, or National Socialist revolu¬ 
tion—^as the German form of Fascism is known 
—had its roots far back in German history and 
traditions. Soon after the Napoleonic Wars, 
Prussia began to build a strong milltaiy state, 
which within a few deoades waged successful 
wars of conquest against Denmark, Austria, 
ftnd France, gaining additional territory in 
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each war. The German tradition of militarism 
and conquest thus goes back nearly a century. 
After the defeat of France in 1871, the Ger¬ 
man Empire was created, the King of Prussia 
becoming the Emperor; and Prussia’s military 
tradition was extended to the Empire, along 
with the theory of the divine right of the 
Emperor—the Mich und Gott tradition. 

In 1914 Germany and Austria-Hungary en¬ 
gaged in war against Great Britain, France, 
Russia, and much of the rest of the world. 
The Germans expected to win in a short time 
but instead were defeated after four years of 
bloodshed and sufiFering. At the end of the 
war the Kaiser fled to Holland, and the Ger¬ 
mans, half-starved, with their industrial equip¬ 
ment in disrepair, with several million young 
men dead or wounded, and with heavy repara¬ 
tions to pay to the Allies, faced the problem of 
establishing a democratic government. The 
armistice in 1918, however, was followed im¬ 
mediately by uprisings, and the communists 
and radical socialists set up governments in 
several cities, patterned to some extent after 
the Bolshevik government in Russia. These 
uprisings were soon suppressed, in some cases 
with the help or connivance of the British and 
French governments; and the Weimar Consti¬ 
tution was adopted, a genuinely democratic 
instrument resembling rather closely the Con¬ 
stitution of the United States. 

The new government faced a host of dif¬ 
ficulties. Germany was economically impover¬ 
ished, physically exhausted, spiritually dis¬ 
heartened, burdened with heavy indemnity 
payments; other countries were raising their 
tariffs against her goods, thus making it dif¬ 
ficult to secure the exchange with which to 
make reparations payments; the rich industrial 
area of Alsace and Lorraine had been restored 
to France, and other parts of the former empire 
had been given to Denmark, Belgium, and 
Poland. Further diflSculties appeared in 1923, 
when the French occupied the Ruhr as the 
penalty for Germany’s failure to keep up her 
ind^nity payments. This brought on a criti¬ 
cal economic situation in Germany, one of the 
results of which was a disastrous inflation 
which wiped out the savings of millioni of 
people and caused widespread suffering. 

In the face of all these difficulties^ the 
govmiment did not manage affairs very ef- 
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fectively, partly because this was impossible 
under Ae prevailing conditions. The Weimar 
Constitution was a democratic instrument and 
the Social Democratic party, representing the 
laboring classes predominantly, pretended to 
govern, but powerful reactionary classes still 
held a great deal of power and worked per¬ 
sistently to weaken the government. The 
Junkers, the big landowning aristocrats closely 
associated with the military, were never recon¬ 
ciled to democracy; the monopolists, more 
powerful in Germany than in any other coun¬ 
try except perhaps the United States, fought 
the labor unions and the government; the 
army officers dreamed of the grand old days of 
military glory and were scheming to restore 
a reactionary, militaristic regime before the 
ink was dry on the signatures to the Versailles 
Treaty; the bureaucrats and judiciary were 
generally reactionary, and hostile to demo¬ 
cratic government. The attitude of the judi¬ 
ciary is indicated by the punishment ladled 
out for those who were in the communist 
uprising of 1919 and that imposed on the 
participants in the Hitler Putsch of 1923. For 
participation in the communist uprising, 2209 
persons—everyone in any way connected with 
it—^were sentenced to long prison terms; for 
the Hitler Putsch four men, including Hitler, 
were sentenced to five years in a comfortable 
prison, and five others were given a year and 
three months. The courts were very gentle 
with Fascists.® 

Unfortunately the Social Democratic party, 
like most labor-controlled parties elsewhere, 
was weakened by an internal split into moder¬ 
ates, socialists, and communists, and thus 
could not present a united front to the more 
closely knit and unified forces of reaction. The 
party did not have a majority of the votes 
anyhow, and like the Fascist party in Italy it 
had to secure a coalition with other parties to 
get anything done; this called for compromises 
on important issues which pleased no one. 
The par^ was not strong enough to dislodge 
the former privileged classes-^e army of¬ 
ficers, the old bureaucrats, the reactionary 
judges, the wealthy industrialists, and the 
Junkers—and therefore surrendered to them 
one power afteif another. The decline of parlia¬ 


mentary procedure was well under way in 
Germany before Hitler rose to power in 1933. 

The government really faced an impossible 
task. Any definitely socialistic policy would 
unquestionably have brought intervention 
from Great Britain and France, for their 
powerful business leaders and aristocrats 
would have permitted no radicalism in con¬ 
quered Germany. The German economy was 
so broken that it could not provide employ¬ 
ment for some millions of idle laborers, yet 
the government, although nominally socialist, 
could not go ahead with the socialization of 
important industries to provide jobs for all; 
so it was obliged to adopt such ineffective 
palliatives as public works, housing projects, 
social insurance, and relief. Unable or unwill¬ 
ing to strike out on any course bold enough 
eflFectively to restore economic activity and 
create employment, it was blamed by many 
people of all classes for its ine£Fectiveness; it 
also was held responsible, but unjustly, for its 
acceptance of the terms of the Versailles 
Treaty. In reality, the reparations Germany 
paid to France came from Americans who 
during the postwar period invested in Ger¬ 
many billions which were never repaid. In¬ 
stead of paying the heavy costs of government 
largely by heavy taxation, the German govern¬ 
ment issued paper money and bonds. In 1923 
the per capita tax burden was only one-fourth 
as heavy in Germany as in England. 

It was out of such economic muck that 
Adolf Hitler rose to power. An Austrian by 
birth, a corporal in the First World War, and 
a near-socialist in the first years after the War, 
Hitler in 1920 became the leader of a small 
group of radicals who called themselves the 
German National Socialist Workers" party. 
This party adopted as its program a peculiar 
mixture of nationalism and socialism. As early 
as this. Hitler evinced his warlike aims, his 
theory of the superiority of the German race, 
and other characteristic Fascist views; but 
he also advocated many radical measures, 
such as the elimination of unearned incomesi 
the nationalization of trusts, the brealdng-up 
of department stores, and land reforms, profit 
sharing, and old-age pensions. Like the plat¬ 
forms of political parties everywhere, his pro- 


* See Franz L. Neumann, Behemoth, pp. 2Qff. 
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gram was phrased rather vaguely to make it 
appeal to as many people as possible. In cam¬ 
paigning, the National Socialists confined 
themselves largely to denouncing the Versailles 
Treaty, the Jews, the government, and de¬ 
mocracy in general; for by emphasizing such 
negative appeals they could avoid committing 
themselves too definitely on any positive 
program. 

The movement grew slowly until 1923, 
when Hitler staged his beer hall Putsch in 
Munich. This attempted revolution was 
promptly suppressed, and Hitler was sen¬ 
tenced to prison for five years; but for some 
reason the government he had tried to destroy 
treated him with great leniency, imprisoning 
him in the comfortable Landsberg fortress 
were he was shown considerable courtesy and 
was able to write his National Socialist Bible, 
Mein Kampf, He was soon released, for the 
movement he headed seemed to have died 
out. However, the inflation of 1923 and the 
attendant speculation and profiteering, the 
unearned gains and unmerited losses, tlie shift¬ 
ing of wealth and income from the creditor 
to the debtor class, the shift of large numbers 
from the middle classes to the working classes, 
and the widespread economic chaos and stag¬ 
nation that resulted from the inflation—^all 
these brought forth new classes with griev¬ 
ances against the government; and Hitler and 
his National Socialists were able to poll 
2,000,000 votes in 1924. Soon afterward, im- 
der the Dawes Plan and the Young Plan, 
Americans poured billions more into Germany 
and so helped to stabilize her monetary system 
and tide her government over the next few 
years, even to promote several years of boom¬ 
ing prosperity, during which the National 
Socialists made little progress. In 1930, how¬ 
ever, Germany, like the United States the year 
before, was struck by a severe industrial de¬ 
pression; and in the economic distress and 
revolutionary disorder that followed, Hitler 
rose to the chancellorship, which he expanded 
to complete dictatorship in 1933, just ten years 
after his inglorious beer hall Putsch. The man 
who for some years was regarded as a crack- 
brain had become dictator of one of the most 
powerful nations in Europe. How did he do 
this? 

Reasons for Hitler's rise to power. One 
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reason for Hitler’s success lay in his political 
shrewdness, his knowledge of mass psychol¬ 
ogy, his oratorical skill, and his complete lack 
of all standards of honor and humanity. In 
the distress, hopelessness, and humiliation of 
the German people he found the conditions 
needed for success, for some of the people 
were ready to grasp at anything that promised 
relief from their troubles. Hitler had bait for 
almost every kind of fish. His emphasis on 
nationalism and war pleased the army officers, 
his promise of debt relief and land distribution 
appealed to the farmers, his promise of jobs 
caught some of the unemployed, his proposal 
to break up the department stores brought 
many small businessmen to his net, and his 
widely trumpeted hostility to communism 
finally brought financial support from the 
wealthy industrialists and bankers. The sup¬ 
port given the Nazis did not run entirely along 
class lines, however. A great many young 
people of various classes, eager for adventure 
and seeing little hope for the future under the 
democratic regime, lined up with Hitler. 
Strangely enough, not a few preachers and 
priests—^worshipers of the Christ Who 
preached love and peace and kindness and 
brotherhood—turned to worship the little 
corporal who preached hate and war and 
brutality and arrogant race distinction; Nie- 
moeller, the well-known preacher who was 
later sent to a concentration camp by Hitler, 
was one of his early admirers. On the other 
hand, a great many of the working classes, 
particularly organized laborers, socialists, lib¬ 
erals, Jews, and the older people who re¬ 
membered the sufferings of the First World 
War, were opposed to the Nazis. 

As in Italy, the Fascist party in Germany 
achieved success because its opponents, the 
more liberal parties, were unable to present a 
united front. As in Italy, there were many 
political parties—^some thirty-two at one time 
—^and those who favored 4e retention of a 
democratic, parliamentary crovemment failed 
to see the Nazi threat soon enough to unite 
against it. As in Italy too, the communists, 
with their peculiar genius for promoting con¬ 
fusion, sometimes voted with the Nazis against 
the government. Many of them were shot later 
when the Nazis gained control. In some re¬ 
spects the government under Bruening, just 
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before the Nazis came to power, resembled 
our own under Franklin D« Roosevelts It 
could not restore prosperity and employment, 
nor was it able or inclined to socialize produc¬ 
tion on a scale adequate to provide i^ll em¬ 
ployment. It dared not carry democracy so 
far as to divide up the Junkers’ great feudal 
estates in Prussia or to democratize the in¬ 
dustrial structure of Germany, where owner¬ 
ship of wealth was highly concentrated, with 
80,000 people owning 35 billion marks, and the 
other 62,500,000 owning 16 billions, less than 
half as much. Nor did it feel strong enough to 
tax the rich heavily. On the other hand, it 
dared not skimp too much on unemployment 
relief and social services. So the government, 
neither aristocratic nor truly democratic, inept 
and vacillating, pleased no one fully. More¬ 
over, the Germans had no long tradition of 
democracy but had always had a ‘'Fuhrer” of 
some kind to order them around, and some 
of them were already missing the pomp and 
parades of imperial Germany.^ 

Hitler in power. Once in power. Hitler 
proceeded to make his power absolute. He 
soon wiped out all the parties but the Nazis, 
ient many of their leaders to concentration 
camps, and gradually forced his political op¬ 
ponents from civil service and public life. 
The liquidation of the Jews was begun with 
sadistic cruelty. In the meantime, a split ap¬ 
peared within the Nazi party between the 
anti-capitalist wing led by Roehm, and the 
more conservative wing supported by Hitler 
and the army group. The anti-capitalist fac¬ 
tion wanted to fulffl some of the campaign 
promises made to the lower classes, but Hitler s 
answer was the wholesale assassination of 
more than a thousand opposing “conspirators” 
in June, 1934. 

The next year Hitler turned his energies to 
foreign a£Fairs. In 1936 he reoccupi^ the 
Rhineland, which had been demilitarized un¬ 
der the Versailles Treaty; in February, 1938, 
he invaded and occupied Austria; the follow¬ 
ing September, under the infamous 'Tact of 
Munich,” he annexed the Sudetenland of 
Czechoslovakia, and a few months later took 
over the rest of Czechoslovakia, in flagrant 
violation of his solemn promise to respect 


her sovereignty. In March, 1939, on his threat 
to invade Lithuania, he secured the Memel 
district, including the little principality’s only 
port. He did all this without military opposi¬ 
tion from Great Britain and France, whose 
leaders failed to realize that their turn was to 
come soon. 

In September, 1939, when Hitler declared 
his intention of invading Poland to regain the 
Polish Corridor, Great Britain and France 
finally declared war against Germany. Within 
a few weeks, however, the German armies 
overran Poland, and after a few montlis of an 
apparently “phony war” suddenly broke 
through Holland and Belgium, defeated 
France in a few weeks, chased the British 
armies across the Channel, conquered Den¬ 
mark and Norway soon afterward, and as¬ 
sumed control of Rumania without serious 
opposition. How can this impressive record of 
victories be explained? 

Reasons for Hitlers success. Since this is 
a book on economics and not military science, 
we need not discuss the military aspects of 
Nazi warfare further than to point out that 
the Nazis’ “total war” was merely Germany’s 
long-standing tradition of military efficiency 
carried to its highest stage of development. 
After Hitler came to power, all the productive 
powers of the nation, above those needed to 
produce a bare living for the people, were 
turned to the development of military power, 
particularly in war planes. This was done with 
great shrewdness and efficiency by a central¬ 
ized authority, without the dillydallying of 
democratic procedure, and without the pub¬ 
licity necessary in democratic countries. Hitler 
knew what was going on in other countries 
and yet could to some extent keep his own 
plans secret. Another advantage was the fact 
that even before his time, Germany had been 
the most highly industrialized nation in Eu¬ 
rope, with particular preeminence in the pro¬ 
duction of steel. 

The Nazis did not win, however, by military 
strength alone, for Hitler played a shrewd 
game of undermining the strength of the na¬ 
tions who opposed him. Prior to his pact with 
Russia in 1939, he played heavily on his role 
as protector against communism; and tliis. 


* See Stephen Raushenbuth, The March of Fascism; William Loucks and J. Weldon Hoot, Compare- 
Economic Systems; and Karl Loewenstein, Hiilers Germany. 
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together with his breaking up the labor unions 
in Germany, led many aristocrats, wealthy 
capitalists, and high government ofiBcials of 
other countries to look upon him as the de¬ 
fender of the privileged classes and to regard 
his successes with some complacency. Several 
French leaders—^Laval, Flandin, and Bonnet, 
among them—^and many of her “Two Hun¬ 
dred Families” (the wealthy families) were 
genuinely sympathetic with Nazi ideals and 
policies, for they feared their own radicals 
and laborers more than they did Hitler. Like¬ 
wise in England, Prime Minister Chamberlain 
and other high ofiBcials, and Montagu Norman, 
governor of the Bank of England, followed 
foreign policies favorable to Hitler and Mus¬ 
solini. Some of these even contributed to Hit¬ 
ler’s campaign when he was rising to power. 
Some of the Polish Army oflBcers did not de¬ 
fend their country against Germany at all in 
the belief that Hitler would support them 
when he took over Poland and would help 
them keep the lower classes in control. 

The Fascist leanings of the British and 
French governments before September, 1939, 
are shown clearly in their policies during the 
Spanish Civil War. While Spain’s democratic 
government was waging a desperate war 
against the Fascist revolutionist “Butcher” 
Franco—^who was aided by Mussolini and 
Hitler—the British and French governments 
lined up with the three Fascist leaders and, by 
refusing to sell arms to the legitimate govern¬ 
ment, helped to bring about the overthrow of 
democracy in Spain. Our own government also 
helped in this, partly because we were follow¬ 
ing Britain’s lead at the time, and partly be¬ 
cause of the pressure exerted by the Catholic 
church, which, as owner of much of the wealth 
in Spain, feared that a democratic government 
might not respect its vast holdings. 

The attitude of the privileged classes in 
England and France, it is now fairly clear, 
was based on their failure to understand either 
the Fascist movement or Mussolini and Hitler, 
until these men, particularly Hitler, had gained 
an almost impregnable position in Europe. 
Thus, as late as September, 1938, when the 
Pact of Munich was signed. Prime Minister 
Chamberlain apparently believed, innocently 
enough, that Hitler would refrain from further 
aggression in Czechoslovakia, in spite of the 
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fact that the Nazi overlord had already repudi¬ 
ated many other promises. Like a great many 
others, Chamberlain could not yet get the 
conception of a man utterly without honor or 
integrity, could not see that he was dealing 
with a mere gangster. 

Another reason for Hitler’s victories lay in 
the fact that he was able to “divide and con¬ 
quer” the countries that he wished to take 
over. Every one of those countries clung 
tenaciously to an isolationist policy, completely 
disregarding the fate of other nations in the 
blind hope that it would be left undisturbed, 
until some twenty countries had been over¬ 
come, one by one, in twenty months. Had the 
democratic nations of Europe combined in an 
anti-Nazi alliance, they might have stopped 
Hitler short. 

Fascism defined 

What is the real essence of the Fascist 
movement? This is a question about which 
even scholars difiFer considerably; and the vast 
majority of the people understand the nature 
of this barbarous system so little that, as Huey 
Long once said, if Fascism comes to power 
in the United States it may well come in the 
guise of an anti-Fascist movement. Since Fas¬ 
cism is the great overshadowing threat to de¬ 
mocracy throughout most of the world, it is 
supremely important that we understand it as 
well as possible. 

It is diflScult to define Fascism precisely, for 
several reasons. In tlie first place, it takes dif¬ 
ferent forms in different countries. There are 
Fascist forces in practically all capitalist coun¬ 
tries, although in most cases they have not 
been strong enough to seize power. Confining 
OUT attention to the countries which are or 
have been dominated by Fascism, we find 
their governments supported, almost without 
exception, by the army and most big business. 
This was true in Italy, Germany, Spain, 
Argentina, Brazil, and Peru, among others. In 
Japan, big business has had great power in 
the government; but of course the wealthy 
industrialists did not help to put Hirohito or 
Tojo in power, as the German industrialists 
helped Hitler, and the dictatorship in Japan 
did not follow the overthrow of a democratic 
regime, as it did in most other Fascist exmn- 
tries* Japan was, and had been for years, a 
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military dictatorship, a modem Roman Empire, 
although her government was concerned with 
the industrial development of conquered prov¬ 
inces more than Rome ever was. Fascism in 
Japan, if it can be called Fascism, differed in its 
origin and character from that found in most 
other countries. Turkey’s government is a dic¬ 
tatorship, often called Fascist; but instead of 
being set up by powerful business leaders, it 
was the means by which an extremely able 
man, Mustapha Kemal Pasha, got rid of a 
decadent sultanate and made Turkey a strong, 
modem nation. Unlike most Fascist dictators, 
the Turkish leaders seem not to have any 
strong itch for territorial expansion. 

As we have seen, in most countries the large 
landowners lined up with the army and big 
business in support of Fascism; this was true in 
Italy, Spain, Argentina, and Brazil, for instance. 
In Germany, on the other hand, although the 
Junkers were strongly reactionary and hostile 
to their country’s democratic government, they 
did not support Hitler as long as he talked 
about breatog up the big estates. Yet it was 
Hindenburg, a Junker, who elevated Hitler 
to power, and at first the Junkers did fairly 
well under Hitler. 

In various other respects Fascism differs 
from one country to another. The idea of race 
superiority, so characteristic of German and 
Japanese Fascism, was not so strong in Italy, 
and was not emphasized at all in Spain or the 
South American Fascist countries. Anti-Semi¬ 
tism likewise, carried to such lengths in Ger¬ 
many, was not very strong in Italy or in some 
other Fascist nations. The public support of 
Fascism also differs widely from country to 
country. A considerable number of Germans 
were fanatically loyal to Hitler, and most 
Japanese made a religion of their devotion to 
their emperor; but few Italians took their 
loyalty to Fascism as seriously as the more ag¬ 
gressive Germans; in Spain and some of the 
South American coimtries, so many of the 
common people are hostile to their Fascist 
rulers that they are held in subjugation only 

the army. Fascist regimes also differ in their 
attitude toward religion. In Spain the Catholic 
church was one of the agents that brought 
Franco to power and has kept him there, the 
dictators of some of the Fascist countries of 
South America are likewise supported the 


church, and Mussolini found it possible to live 
at peace with the church. Hitler, on the other 
hand, suppressed some of the diurches, and 
Mustapha Kemal closed the monasteries and 
religious houses in Turkey, confiscated their 
wealth, and made the dervishes go to work. 

Fascism is difficult to define, in the second 
place, because—at least in its earlier stages 
-—it has meant different things to the different 
classes represented in the movement. To the 
Fiihrer and the party leaders it meant power; 
to many party followers it meant government 
jobs and political spoils, and in some cases 
considerable wealth. To the rich businessmen 
and aristocrats it mean protection of their 
property from socialism and communism, and 
fre^om from the exactions of labor unions; 
to the munitions makers it meant increased 
business and higher profits; and to the army 
officers it meant the glories of war. To farmers 
it meant protection of property rights, high 
tariffs and high prices, and relief from debt 
burdens and from what farmers regarded as 
the unfair demands of labor; to the unem¬ 
ployed it meant jobs—^very poor jobs, as it 
proved—and security; to many bewildered 
and confused people it meant relief from the 
burden of trying to solve their economic and 
political problems; and to some bestial de¬ 
generates it meant an opportunity to beat and 
torture and kill, to indulge in an orgy of 
cruelty reminiscent of the Inquisition. 

A third reason why Fascism is difficult to 
define precisely is that its policies have changed 
with time, and hence no definition will fit all 
its phases. In Germany, for instance, some big 
businessmen helped to finance Hitler in the 
belief that they could control him; but as he 
expanded his control over business, and par¬ 
ticularly as he began to encounter defeat in 
his military adventures, the enthusiasm of the 
wealthy industrialists undoubtedly cooled, al¬ 
though it was too late to do much about it 
Even more certainly, the small businessmen, 
who as a class supported Hitler at first, grew 
hostile when they found that Fascism was 
ruining them. In every Fascist country, gov¬ 
ernment policies change from time to time, as 
all human institutions inevitably do. There is 
no **finar form of any human institution. 

It is difficult to define Fascism, finally, be¬ 
cause in no Fascist-dominated country has the 
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Fascist party ever had any consistent, unified 
program, plan, or blueprint, any defijoite, in¬ 
tegrated, theoretical basis. Communism has 
such a program, based on the elaborate theo¬ 
retical analysis of Karl Marx; communism is a 
definite thing—^it is what Marx outlined in his 
books, mainly in Capital, The Nazis came to 
power with no blueprint in mind, no basic 
economic or political theory, except the crav¬ 
ing for power; and they developed no such 
program or theory after they achieved power. 
Hitler's Mein Kampf was largely taken from 
Feder, Chamberlain, and others; and al- 
diough shrewd in some of its insights—as 
when it asserts that the people are mostly 
boobies—and in its calculated appeal to the 
various classes of depressed and disheartened 
Germans, it was a far from logical and con¬ 
sistent exposition of Fascist doctrine. In fact, 
it was pretty largely a bundle of brutal, bom¬ 
bastic, utterly silly, and often inconsistent 
absurdities; anti-democratic, anti-liberal, anti- 
rational, anti-Christian, hostile to about every¬ 
thing that civilization has meant—in short, a 
program for a new ‘'Dark Ages.” The Nazis 
adopted an experimental technique in their 
policies; they followed the line of expediency, 
meeting every situation as it arose, without 
any theoretical preconceptions; and this of 
course meant changes in their policies from 
time to time. They were consistent and un- 
dianging only with respeot to their one end 
and purpose—^power. 

Various interpretations of Fascism 

The ideological interpretation. Conceding 
the impossibility of exactness in defining Fas¬ 
cism, we may nevertlieless consider some of 
the difiFerent interpretations of it. Some writers 
have interpreted it in ideological terms, as the 
fruit of philosophic teachings. In Germany, for 
instance, the writings of Hegel, Kant, Spengler, 
Spann, Treitschke, and, perhaps most im¬ 
portant, NietiSSche, undoubtedly contributed 
heavily to that nation^s glorification of war, 
of the powerful state, and of hard-and-fast 
class distinctions, with an elite ruling the less 
favored classes* Nietzsche thought that war 
should be the normal activity: “You shall love 
peace as a means to new wars—end the short 
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peace more than the long. You I advise not 
to work, but to fight. You I advise not to 
peace, but to victory. Let your work be a 
fight, let your peace be a victory.” He was 
equally clear regarding the theory of the rule 
of the elite, for he held that the world should 
be ruled by “a new vast aristocracy based 
upon the most severe self-discipline, in which 
the will of the philosophical men of power and 
artist-tyrants will be stamped upon thousands 
of years: a higher species of men who, thanks 
to their preponderance of will, knowledge, 
riches, and influence, will avail themselves of 
democratic Europe as the most suitable and 
supple insirumeiit they can have for taking 
fhc fate of the earth into their hands and 
working as artists upon man himself.”® 

In 1899, Houston Stewart Chamberlain, an 
English admirer of German militarism, pub¬ 
lished The Foundations of the Nineteenth 
Century, which was one of the sources of 
Hitler's ideas. Mussolini, already in power in 
Italy eleven years before Hitler's rise in Ger¬ 
many, undoubtedly inspired Hitler to some 
extent and provided him with ideas as to 
strategy. Mussolini himself was doubtless in¬ 
fluenced by the writings of Machiavelli, Sorel, 
and others, as well as by the famous economist 
Pareto. 

Yet it would be easy to exaggerate the in¬ 
fluence of such writers and philosophers. In 
the first place, these writers were themselves 
in some degree inspired by the prevailing ideas 
of their own time, rather than the cause of 
them; and in the second place, as Laski points 
out. Hitler and Mussolini were uneducated 
men, uninterested in philosophical systems; 
they formulated no clear and coherent pro¬ 
grams, but were concerned solely with &e 
strategy of acquiring power. 

The communist interpretation, Marx him¬ 
self did not foresee the emergence of Fascism. 
As we have seen, he believed that as more of 
the middle classes were forced into the prole¬ 
tarian “camp” and the numbci of proletarian 
workers increased, they would become more 
class-conscious and would finally rise and 
overthrow their capitalist oppressors and es¬ 
tablish their own dictatorship. This was his 
general belief, although he saw vaguely the 


^Quoted in Frank Munk, The Economics of Force, pp. 28, 86, 87. 
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possibility that the ruling classes might be 
strong enough to prevent the proletariat from 
gaining control. Many students follow Marx¬ 
ian thought to some extent in interpreting 
Fascism. Their analysis runs somewhat as fol¬ 
lows: In the later stages of capitalism, the 
business enterprises grow in size and decline 
in number until a few giant monopolies con¬ 
trol industry; largely free from competition, 
these monopolies fix prices so high diat the 
workers are unable to buy their products. Un¬ 
able to market their full output at high prices, 
the monopolists restrict production and throw 
laborers out of jobs; the unemployed demand 
—and, as long as they can vote, they receive 
—^relief payments and other social services; 
and taxes are increased to provide these serv¬ 
ices until the monopolists set up a Fascist re¬ 
gime and take the vote away from the people. 
Or the unemployed, and others who suffer 
from the economic paralysis, may lose con¬ 
fidence in the capitalist system and demand 
socialism or communism as a remedy for un¬ 
employment; whereupon the monopolist em¬ 
ployers set up Fascism to prevent this and to 
nail down their power. 

To look at the situation another way, the 
monopolist capitalists find it difficult to main¬ 
tain satisfactory profits. If they invest their 
profits at home, they encounter a declining 
rate of earnings, whereas labor unions main¬ 
tain high wages. They can meet this situation 
In two ways, by investing abroad and by 
breaking up the labor unions and reducing 
wages; and both of these can be done better 
by a Fascist government than by a represen¬ 
tative government. According to this view, the 
moving power which brought Fascism to 
power in Germany, Italy, and elsewhere is 
big business; and big business is assumed to 
have had a great if not dominating influence 
in the Fascist governments after they were 
established.* 

The technological interpretation. There is 
a sense in which the technology of modem in¬ 
dustry may be said to have created the con¬ 
ditions out of which Fascism emerged. In the 
first place, the tendency of modem industry 


has been toward larger plants, larger finan^ 
cial combinations, a more centralized business 
economy, all of which was easy for the Fas¬ 
cist dictator to take over. This development 
of large-scale business and centralization of 
economic power was accompanied by the pro¬ 
gressive restriction of the fields within which 
individualism was the appropriate philosophy. 
In the second place, the great complexity in 
modem technology and industry created many 
new problems in government which the peo¬ 
ple of Italy and Germany were unable to solve 
democratically. In the third place, technologi¬ 
cal developments have in some measure been 
responsible for the failure of capitalism to 
function more successfully, particularly in re¬ 
lation to employment. Fascism could achieve 
power only in a time of deep economic dis¬ 
tress. Finally, modem technology as employed 
in war—^in machine guns, tanks, airplanes, 
and bombs—^has given every army far greater 
power over civilians than it used to have, and 
so has facilitated the rise of the Fascist gang¬ 
sters who secured control of the armies; and 
the radio has proved a vastly effective means 
for the psychological conquest of peoples. 

The corporation interpretation of Fascism. 
The modem corporation has created the eco¬ 
nomic basis for Fascism by divorcing owner¬ 
ship from control in private business, and so 
setting the precedent for the Fascist method 
of control. As Munk points out: “Fascism has 
taken a lesson from the modern corporation. 
It has found out that it is unnecessary to take 
away the fiction of ownership if you can get 
hold of the actual control.”’^ 

This is true in another sense too, for in its 
internal management the corporation is a busi¬ 
ness dictatorship. The president is an auto¬ 
crat, he hands down orders to the business 
“followers,'' and they are obeyed. Americans 
prate of democracy, but they can find little of 
it in the corporations which so largely domi¬ 
nate our economy.® 

The gangster interpretation. The above 
interpretation is to some extent opposed by 
the gangster interpretation of Fascism. Fas¬ 
cism is a movement not of wealthy business- 


* Excellent elaborations of this theory are to be found in Robert A. Brady, The Spirit and Structure 
of Carman Fascism, and Franz L. Neumann, Behemoth. 

^ Frank Munk, The Economics of Force, p. 57. 

® See William H. Kiekhofer, Economic pAnoiples, Problems, end PoUoies, pp. SI, 
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men, but of outlaws, gangsters, who want 
power for its own sake, for the sake of na* 
tional aggrandizement, and in some cases for 
their own pecuniary profit. Hitler and Musso¬ 
lini began their careers as leaders of bands of 
thugs and outlaws, men totally devoid of any 
principles of right or wrong, of honor, hon¬ 
esty, or humanity. Not big business, but these 
gangster leaders, who are to be found in prac¬ 
tically every country, are the moving spirits 
of Fascism, according to this theory, and big 
business is the victim of these gangsters quite 
as much as are other classes. Seeking abso¬ 
lute power, the leaders hquidate the leaders 
of all opposing parties, build up an anny of 
secret spies to ferret out all opposition, ha¬ 
rangue the people over the radio to secure 
mass support, imprison aJl who listen to for¬ 
bidden broadcasts, and censor all newspapers, 
books, and plays—every avenue of access to 
the public mind.® 

Some students of Fascism rightly empha¬ 
size the significance of the middle classes, par¬ 
ticularly the lower middle class, in the move¬ 
ment. For one thing, the gangster leaders 
come primarily from this class. Moreover, the 
lower middle class, even in normal times, does 
not occupy a very secure, dignified, and sat¬ 
isfactory position in the social economy, and 
in a deep depression its position becomes des¬ 
perate. Unemployed laborers, small merchants 
on the verge of bankruptcy or already forced 
into the ranks of common labor, small farmers 
burdened with debt and striving desperately 
against the superior eflBciency of large farms; 
teachers, professional men, and intellectuals 
who lack secure jobs or a docent income; war 
veterans unable to find a satisfactory position 
in civilian life—these provided the mass sup¬ 
port for the Fascist movements in Italy and 
Germany. In the United States the Ku Klux 
Klan, in its revival after the First World War, 
was largely of this character. Strong mass sup¬ 
port does not appear to be a universal requi¬ 
site, however, for in Spain and in some of the 
South American Fascist regimes, as we have 
seen, the masses were hostile to the dictator¬ 
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ships which were imposed upon them by big 
business, large landowners, and the army. 

Why do the people in the lower middle 
class turn to Fascism? Is it spontaneous, or is 
it the resxilt of big-business propaganda dis¬ 
seminated through the press and radio? Frank 
Knight repudiates the notion that any social 
movement is the result of propaganda put out 
by leaders, business leaders in this case; and 
the history of our own Know-Nothing party, 
and of the Ku Klux Klan not many years ago, 
tends to support this view. But other students 
insist that big business, with its great measure 
of control over the press and radio, is largely 
responsible for the Fascist drift of middle- 
class opinion. Marx once said that the views 
of the masses of the people were the views of 
the ruling class, by which he meant that the 
masses derive many of their ideas from 
wealthy businessmen; and there is evidence 
that this is true in many cases. 

Another question arises. Is Fascism con¬ 
trolled essentially by big business or by the 
gangsters; or, better, is it initiated and con¬ 
trolled by big-business gangsters or by small 
gangsters—^paper hangers, for instance? This 
is perhaps the most important question, and 
the most difficult one to answer. In the case of 
Italian and German Fascism, however, a few 
conclusions seem warranted by the available 
evidence. 

In the first place, big business and the Fas¬ 
cists saw eye to eye on some matters, and 
there was therefore no serious question as to 
which was dominant. Both wanted to break 
up the unions and keep labor impotent; both 
wanted to keep wages down; both were fa¬ 
natically hostile to socialism and communism; 
both favored imperialist policies; both were 
anti-Semitic, certain business leaders because 
robbing the Jews meant loot and decreased 
competition, and the Nazis because robbing 
them brought in loot and because the con¬ 
stant tirades against them kept the people 
from thinking about otlie^ t^gs; further¬ 
more, anti-Semitism fitted their silly theory of 
the racial superiority of Aryans. 


® Among the best presentations of this interpretation of Fascism are Frank Munk, The Economics of 
Force, and The Legacy of Nazism; Hermann Rauschning, The Revolution of Nihilism; and Guenter 
Reimann* The Vampire Economy, In explaining the barbarous psychology of these gangsters, a number 
of writers emphasize the prevalence of various types of sexu^ degeneracy among them, but we shall 
leave this aspect of Fascism to the psychologists. 
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In the second place, practically everyone 
Mali concede that big business played a part 
in putting the Fascist gangsters into power. 
Big business helped to finance the campaign 
expenses of Mussolini and Hitler, not oidy 
Itsdian and German big business, but certain 
powerful business interests in Great Britain, 
France, the United States, and possibly other 
countries; for this anti-communist, anti-de¬ 
mocracy dictatorship looked like the answer 
to Croesus' prayer. Hitler used this money to 
put himself into the driver's seat, and at first 
he tried to retain the support of these rich in¬ 
dustrialists as far as possible because he knew 
their power and he wanted the support of 
powerful capitalists in other countries; he well 
knew that his bread was buttered on the mon¬ 
eyed side. 

A third conclusion seems fairly well sup¬ 
ported. While big business helped raise Mus¬ 
solini and Hitler to power, doubtless in the 
belief that it could control them, there is no 
doubt that the Fascist party steadily increased 
its control over both big and little business. 
In Germany this was accelerated by the out¬ 
break of the war in 1939, but since war is the 
purpose and end of Fascism, such a develop¬ 
ment seems inevitable. As long as the war 
proceeded successfully, as long as the armies 
were overrunning neighboring territory which 
they could loot, most of the German indus¬ 
trialists were probably fairly well content, for 
some of them shared in the loot and all looked 
forward to expanded markets and greater 
profits when all of Europe was conquered; 
but when the tide of batde turned and the 
armies of the Third Reich were in retreat be¬ 
fore the Russian steam roller, these industrial¬ 
ists no doubt rued the money they had in¬ 
vested in Hitler. Even when Mussolini's wars 
were successful, they were probably less pop¬ 
ular with the Italian business interests. 

A fourth conclusion emerges from the study 
of Fascism in other countries than Italy and 
Germany. A gangster party is not essential to 
a Fascist regime; or perhaps we should say 
that the army may play tiie gangster role. 
This was true in Spain and in some of the 
Soutii American countries; indeed the army— 
at least some form of an efFective military 
force—^is essential to Fascist control, (ust as 


the support of big business is usually essen¬ 
tial at &st. In Argentina the army, big land^ 
owners, and capitalists were supported by 
c^tain British capitalists who had invest¬ 
ments in the country. 

Analysis of Fascism 

Fascism in Italy and Germany, although 
engineered largely by men from the middle 
class rather than by aristocrats, was politi¬ 
cally an aristocratic regime. The elite—^the 
gangster leaders—^were to be dominant, sub¬ 
ject only to whatever limitations the army and 
the rich industrialists might be able to set. 
Since neither Mussolini nor Hitler had any re¬ 
gard for the common people, the masses had 
no rights; they had only "duties," such duties 
as contributed to the power of the state— 
theirs only to "believe, obey, fight." As Hit¬ 
ler said in the first edition of Mein Kampf, 
"The German has not the faintest notion of 
the way the nation has to be swindled if one 
wants mass support." The end the Fascists 
sought was power, not a better living for the 
people; Fascist ideology was not primarily 
concerned with welfare, in spite of occasional 
references to the possibility of acquiring loot 
for the home folks through foreign conquests. 
One of the prime objectives of Fascism was 
to keep the people in subjection, an aim 
which was dressed up in wordy buncombe, 
particularly in what was called the ‘leader¬ 
ship principle." Hitler was not the ‘Tjoss” or 
"dictator," he was the ‘leader,” whose inter¬ 
ests were of course identical with those of the 
followers; he was actually different from other 
mortals, a sort of God. There were sub- 
‘leaders" in various fields; thus the factory 
manager was a ‘leader" whom the laborers 
were required to "follow” loyally. 

The leadership principle was applied to 
conquered nations and peoples and races as 
well as to individuals. The superior German 
Aryans naturally were the leaders and the 
conquered peoples the followers, classified in 
a descending scale of inferiority, with Danes 
and Norwegians below the Germans but 
above the Poles and Russians, and Jews of 
course at the bottom. As Dr. Ley of &e Nazi 
Labor Front expressed it: "The German race 
—^that is our faithi It has higher rights than 
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all others. • . . We have the divine right to 
rule, and we shall assure ourselves of that 
right.'' 

Further to maintain public loyalty, the Fas¬ 
cist leaders ranted and harangued continually 
over the radio, built up real or imaginary ene¬ 
mies and dangers—^the Jews and the commu¬ 
nists, for instance—barred the expression of 
any news and views that might set people 
thinking, and, to the same end, kept the peo¬ 
ple marching and parading and shouting and 
cheering—anything that would keep tliem 
from thinking about the fact that their rights 
had been taken away. In leisure time as in 
working hours, the people must be dominated 
by the Fascist party, lest they fall into the 
habit of thinking. 

If propaganda and marching failed to keep 
the people’s minds in leash, there was always 
the Gestapo, the Terror, a veritable army of 
spies and snoopers which kept its Argus eye 
on everyone, seized everyone suspected of 
working against the regime, tortured confes¬ 
sions out of those suspected of belonging to 
imdergroxmd movements, and killed those 
who were thought guilty. All this involved no 
legal procedure, for the decision of the Ges¬ 
tapo was final. Parents had to be careful in 
expressing opinions before their children, lest 
the children betray them; and no group of 
relatives or friends, could feel sure that there 
was not a spy in their midst who would re¬ 
port everything to the Gestapo. 

The Fascists wanted power for its own sake 
and for the prosecution of war, for war was to 
be the permanent state of the Fascist nation 
—**a blessing of God, the eternal fount from 
which new generations of men are born.” Ev¬ 
ery interest was to be subordinated to the 
achievement of power, not only temporarily, 
until the war was won, but permanently, since 
war was the chief glory of Fascist life. The 
sul^ugation of labor was of particular impor¬ 
tance because it was demanded by big busi¬ 
ness, because the ranks of labor included most 
of the socialists and communists who opposed 
Fascism, and because, in order for Fascism to 
achieve maximum national power, the work¬ 
ers must be completely regimented and con- 
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troUed. Since there could be no quarreling be¬ 
tween employers and workers, the unions were 
broken up and their funds confiscated by the 
state. The laborers usually had to work where 
the Nazi functionaries and the employers as¬ 
signed them, and for wages fixed mainly by 
these two groups, although there was some 
pretense that they had a measure of bargain¬ 
ing power; they could not leave their jobs 
without permission, they could not strike or 
demand higher wages, and they had to be¬ 
long to the “Labor Front,” a sort of bogus or¬ 
ganization set up to preserve industrial ‘liar- 
mony” but, in Germany, for the most part 
under employer control. In short, labor was 
reduced practically to slavery; the Fascist au¬ 
tocrats of course never conceded this, but 
masked the idea of slavery in the character- 
i<Jtic verbiage about “leader” and “followers,” 
the “labor community,” and the “honor, faith, 
and care” that the laborers owed the leader 
and the fatherland. Slavery of course has one 
advantage—the slave always has a job. The 
Nazis provided jobs and, to keep the people 
as contented as possible, maintained a fairly 
elaborate program of social security, unem¬ 
ployment assistance, health and accident in¬ 
surance, and sickness and old-age pensions.^® 
In Germany, the Nazis achieved practically 
complete control of banking, although, when 
they saw that they could control the banks 
without owning them, they returned to pri¬ 
vate owners large amounts of stocks in the 
big banks formerly owned by the government. 
The Reichsbank remained nominally in pri¬ 
vate hands, and for a time Dr. Hjalmar 
Schacht retained his position as its president, 
operating the bank somewhat along the same 
lines as before; but when the imperious de¬ 
mands of the war economy and the need for 
greater production of war materials, higher 
taxes, and increased state revenues created a 
situation in which banking carried on for pri¬ 
vate profit could no longer serve the needs of 
the state, Schacht was dismi.«;^ed, and the gov¬ 
ernment assumed control. Otlier big banks 
were similarly controlled, in many cases by 
making their ofiScers high officials in the Nazi 
party or by putting Nazis in control of the 


“ See Franz Neumann, Behmaih, pp. 431,432. 
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banks. With the banks under state control, 
the government could get funds for its mili¬ 
tary exploits on its own terms; and its control 
of bank credit enabled it to direct industrial 
expansion into the channels necessary for the 
war which was being plaxmed. 

The Nazis could secure control of business 
either by socializing it outright, as was done 
in Russia, or by regulating it. They chose the 
latter, partly because they realized that so¬ 
cialization would arouse the hostility of the 
property-owning classes, certain members of 
the government bureaucracy, the military 
classes, and, even more important, foreign 
governments. The Nazis shrewdly assumed 
Qie role of protector of Europe against com¬ 
munism in order to secure the support, or at 
any rate the benevolent neutrality, of the gov¬ 
ernments of capitalist countries, and any so¬ 
cialization program would have removed this 
support. Some socialization of business was 
carried out under Hitler—as for instance the 
Hermann Goering Works, which were owned 
by the party and not by Goering personally 
—^but private enterprise increased more rap¬ 
idly. 

The Nazis took various means of regiment¬ 
ing industry adequately without socialization. 
Their control of banking enabled them to dis¬ 
courage businesses considered non-essential to 
the preparations for war by refusing them 
loans, and to encourage other enterprises 
needed in the war economy. Moreover, they 
directly controlled the establishment of new 
business enterprises and deliberately elimi¬ 
nated many others, particularly the small ones 
which they regarded as unessential or ine£B- 
cient. Finally, through their control of raw 
materials, equipment, and labor, the Nazis 
were able to encourage or starve out any kind 
of business or any individual concern. Big 
business was generally favored, as opposed to 
small business, because it was assumed to be 
more efficient; but big business was itself rig¬ 
idly regimented in the interests of the war 
economy. The huge steel, coal, oil, and mag¬ 
nesium companies made profits, in some cases 
high profits; but the government forced many 
of them to invest these profits in plant en¬ 
largement or in new industries of doubtful 
profitableness. The development of various 
ersatz (substitute) materials and the steady 


growth in the demands of war made neces¬ 
sary a great increase in productive plant. 

In pursuit of power the Fascists regimented 
agriculture, just as they did every o&er kind 
of productive enterprise. Because national 
self-sufficiency was a Fascist goal, agriculture 
was a special pet of the Fascists, and race and 
the soil (Blut und Boden) were given a mys¬ 
tical significance by the Nazis. In 1933 Hider 
made certain farms hereditary; they could not 
be sold or mortgaged, and had to pass undi¬ 
vided to the heir. A peasant who was deemed 
to be acting contrary to the interests of the 
slate or who offended the local party boss 
might be deprived of his farm. The govern¬ 
ment decided how the land should be culti¬ 
vated, what crops should be raised, how they 
should be marketed, and what prices should 
be paid. The Fascists achieved considerable 
success in increasing the production of farm 
crops, but at a heavy cost to consumers, for 
food prices were exorbitant; as far as the 
farmer himself was concerned, he was rele¬ 
gated almost to the status of a serf. 

Trade was regimented as closely as agri¬ 
culture; in fact, wholesale and retail trade lost 
most of their characteristics as private busi¬ 
ness. Prices and wages were rather rigidly 
fixed, and merchants were hard pressed to re¬ 
main in business as costs rose; if they lost 
money it was their own misfortune, and if 
they made profits the government took most 
of them. One German industrialist 

complained publicly that his works were under the 
control of no less tlian one hundred government 
bureaus. Including the offices that had to do with 
his raw materials, imports, and marketing, the total 
rose to two hundred and forty. A new profession 
has sprung up—the contact man who has con¬ 
nections with the party and is thus able to procure 
for the enterprise small favors from local or central 
government bureaus—usually not without compen¬ 
sation. More often than not, the ^'leader of the 
enterprise” (as the businessman is called in Ger^ 
many) is disgusted and alarmed by the rapid trend 
toward complete Communism from which he is 
separated only by a paper wall, but he has no 
choice. Like every other "race comrade" he has 
only to take orders. Whatever he may think, if he 
contimies to think, he must keep to himself. He is in 
constant conflict between his nationalism and the 
realization that he is headed for destruction. • . . 
Every business is living constantly under a sentence 
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of death. If it makes profits, it has no right to use 
them; if it makes no profit, it is liable to be dosed.^^ 

With the dominating purpose of building 
up the power of the state, foreign trade was 
even more dosely regimented than domestic 
trade; for if the country's internal economy 
was to be completely controlled, it was of 
course necessary that foreign trade be simi¬ 
larly controlled. In Germany it was practi¬ 
cally treason to export goods without a gov¬ 
ernment license and it was a criminal offense 
to import goods without government authori¬ 
zation. Foreign exchange was rigidly con¬ 
trolled; about thirty different kinds of special 
marks were at one time required in various 
fields of foreign and domestic trade, each kind 
used for some particular financial hocus- 
pocus. Since exports were needed to secure 
imports of war materials, the government 
adopted a policy of export subsidies which 
called for heavy taxes on non-export indus¬ 
tries. When Germany bought goods from for¬ 
eign countries, she might take much of the 
total exportable surplus of a given crop, as 
she did with some of the Balkan countries, 
and agree to pay for it in German goods; how¬ 
ever, these goods often proved to be not the 
locomotives, tractors, and farm implements 
the exporting country wanted, but harmon¬ 
icas, cameras, or odds and ends that Germany 
happened to want to get rid of. Germany se¬ 
cured control of important Eiuopean markets 
by variations of this sort of skullduggery, 
backed by political pressure. No individual 
importer or exporter in any other country 
could deal on even terms with the Nazi trade 
monopoly; nor could small countries deal 
safely with the Nazi trade agents, for although 
those agents represented themselves as con¬ 
cerned only about trade agreements, in real¬ 
ity they were government spies operating 
through trade channels to imdermine foreign 
governments. Even before war broke out, 
Germany had in this way reduced a number 
of small countries to economic vassalage, fol¬ 
lowed, in some cases, by political domination. 

In yet another way the power politics of 
Fascism comes clearly into view. Although 
the Fascist leaders in both Germany and Itdy 
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complained that they were ‘^have-not" nations 
which needed more room for their people, 
they persistently worked to increase the birth 
rate by granting marriage subsidies and by 
exempting large families from certain taxes; 
this attempt was carried to such lengths that 
illegitimacy was no longer frowned upon. 
Mussolini occasionally held celebrations in 
Rome for the most prolific mothers in Italy, 
brought them there at public expense and ac¬ 
corded them great honor and a general good 
time. 

Fascism and Russian communism compared 

Fascism lias often been compared with Rus¬ 
sian communism, or Bolshevism; indeed, a 
few students once believed that Fascism 
would turn toward communism and that com¬ 
munism would shift toward Fascism until fi¬ 
nally the two would be much alike. They are 
alike in certain respects. Both are highly auto¬ 
cratic, and in both the autocrat is backed by 
a tightly organized party; both aim at world 
conquest, but the method of achieving this 
has differed. The Nazis depended on outright 
conquest by the army; the Bolsheviks, on in¬ 
trigue and propaganda carried on by the 
Communist party within the foreign coun¬ 
tries; this pohey has now been formally aban¬ 
doned by the Soviet government. And there 
is a measure of fanaticism in both systems, 
for both train their youth to accept party 
creeds and policies without question. 

Yet there are fundamental differences be¬ 
tween Fascism and Bolshevism. In the first 
place, the forces which bring them to power 
are different; Fascism is brought in by busi¬ 
nessmen, communism by the power of labor. 
Many uninformed people claimed that the 
Roosevelt administration represented an ap¬ 
proach to Fascism; but this is the exact re¬ 
verse of the truth, for Roosevelt was anathe¬ 
matized by businessmen and by practically all 
the American Fascists and was supported gen¬ 
erally by labor. In the second place, Fascism 
leaves property in private hands, with the 
government regulating its use, whereas com¬ 
munism socializes productive capital; and 
from this distinction flow very important con¬ 
sequences. Fascism, representing to some ex- 


Frank Munk, The Economics of Force, pp. 109, 136. By permission of George W. Stewart, PubUshor, 
Inc., publishers. 
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tent the interests of monopoly capitalists, must 
make an e£Fort to maintain private profits and 
must therefore keep wages low and use the 
power of the state and of the army to expand 
markets. Communism, on the other hand, is 
under no compulsion to make profits from its 
state-conducted business, except to the extent 
that it needs them to expand its industrial 
plant; and the end it seeks is not the endless 
cycle of accumulating profits for the business 
leaders, or the endless expansion of the state s 
power and the nation's boundaries, but a bet¬ 
ter living for the masses of people. Fascism is 
therefore indefinitely expansive and inevitably 
warlike, whereas communism, following the 
generally pacific principles of socialism, has 
been the leader in most peace movements. 

In the third place, while Fascism and com¬ 
munism are both autocratic as to government 
control. Fascism is aristocratic in spirit, 
whereas communism is democratic. Fascism 
represents a caste system, not only for the 
present but as a final ideal; communism looks 
forward, in theory at least, to a democratic, 
‘‘classless” society in the future. In the fourth 
place, Fascism stresses non-material ideals— 
the glory of the state, war and conquest— 
whereas communism, again following Marx, 
emphasizes the importance of the material 
comforts of life. Finally, Fascism—at any rate 
in Germany, with its theory of race superior¬ 
ity—^is harsh with racial minorities, in con¬ 
trast to communism’s generous treatment of 
such groups in Russia. 

Fascism in the United States 

Doubtless the vast majority of the Ameri¬ 
can people, at least those who get their eco¬ 
nomic views from the comic strips, the radio, 
or the movies, have the complacent idea that 
the defeat of Hider and Hirohito has removed 
all danger of Fascism; but such a cheerful no¬ 
tion is quite without justification. Fascism is 
a world-wide movement, with more or less 
powerful Fascist elements in almost every 
capitalist country; and practically all the care¬ 
ful students of the subject are agreed that 
there is grave danger that the United States 
may adopt some form of Fascist government 
eventually. Indeed some distinguished eccmo- 


mists and political scientists consider this al¬ 
most inevitable* Let us examine our situation, 
bearing in mind the fact that in most coun¬ 
tries Fascism has been backed by big busi¬ 
ness, the army, large landowners, and in some 
cases, but not necessarily, a Fascist party. 

The United States has all the essential in¬ 
gredients for a Fascist regime. She has about 
the most powerful and most closely integrated 
industrialists to be found in any county, in¬ 
tegrated with the big banks, the railroads, and 
the press and radio. Although it is to be hoped 
that our business leaders are less Fascistically- 
minded than the German industrialists, many 
of them hate real democracy, and accord our 
American brand of it a measure of “mouth 
honor” only because it is not very democratic. 
The question as to how many of (hese men 
would back a clearly Fascist regime can be 
answered best in terms of “opportunity cost.” 
A few of our industrialists, and some other 
people too, prefer Fascism to any other re¬ 
gime. Some have maintained an essentially 
Fascist control over a number of steel, min¬ 
ing, and textile towns. Other industrial lead¬ 
ers prefer Fascism to the New Deal or to any 
genuine economic democracy—^like that in 
the Scandinavian countries, for instance—^and 
nearly all of them prefer it to socialism or 
communism. Just how far we should have to 
go in the democratization of otir economy be¬ 
fore this business oligarchy united in a Fas¬ 
cist movement is difiBcult to predict; but 
Charles E. Wilson, president of the General 
Electric Company and presumably no neu¬ 
rotic radical, recently expressed deep concern 
as to the attitude of some of his associates: 
“Many of us in the 1930’s feared that a left 
wing reaction would draw labor so far away 
from the main body of American sentiments 
that the gap could not be closed without a 
disastrous struggle* 1 tell you frankly that I 
am deeply ala^ed today over the possibility 
that a right wing reaction may draw some 
sections of capital so far away from our tra¬ 
ditions as to imperil the entire structure of 
American life as we know it.”“ 

As we have seen, strong military support is 
an essential element in Fascism, and we now 
have the greatest army and the greatest navy 


^ A profoundly significant analysis of the great power and tight organization of big business in the 
leading Fascist am capitalist nations is to be found in Robert A. Brady, Business as a System of Bower, 
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in our history^ a large number of officers and 
privates, and some millions of veterans, added 
to the millions of veterans of the First World 
War. Most of these men would be hostile to 
Fascism under ordinary conditions; but it is 
conceivable that if serious civil disorder should 
break out, as for instance in a time of deep 
depression, they might support some form of 
Fascism as a means of preserving order. The 
training and traditions of military men are 
such that they cannot well serve as the most 
zealous defenders of genuine democracy, and 
several retired army officers have already 
aligned themselves with the Fascist move¬ 
ment in this country. 

The hooligan element, the Fascist “party,” 
is represented in America by various Fascist 
groups, at one time some 800 of them— 
“Black Shirts,” “White Shirts,” “Gray Shirts,” 
'‘Silver Shirts,” and various other colors of 
shirts, copied from Italian and German mod¬ 
els. Two books, Under Cover and Sabotage, 
give detailed information regarding the indi¬ 
viduals and groups that have been plotting 
American Fascism, some of them in coopera¬ 
tion with the German and Italian govern¬ 
ments. Some have gone so far as to train in 
military camps for der Tag when the United 
States can be taken over. These groups in¬ 
clude men and women of all classes, from the 
lower middle class to the wealthy who hold 
high social position, some churchmen—Fa¬ 
ther Coughlin and the Reverend Gerald Win- 
rod, for instance—^retired military leaders, 
businessmen, and a few Senators and Con¬ 
gressmen. Certain leaders in the movement 
claimed to have between twenty and thirty 
members of Congress working for the cause, 
but this may have been an exaggeration. The 
intellectual leader of the movement was the 
brilliant and able Lawrence Dennis, author of 
books on economics and political science. 

American Fascism, like Nazism in Germany 
in its early stages, upholds a rather motley as- 
scHiment of inconsistent ideas. It is fundamen¬ 
tally anti-Christian in its emphasis on hate and 
brutality; yet many of the organizations which 
have Fascist characteristics pretend a strong 
"Christian” loyalty—rthe Christian Crusade, 
the Christian Mobilizers, the Christian Front, 
qnd the International Catholic Truth Society. 
Although several of the leaders are Catholic 


prelates, not a few of the members are vio¬ 
lently anti-Catholic. Scheming to upset Ameri¬ 
can political institutions, our Fascists never¬ 
theless use the word “American” lavishly in 
the names of their organizations—the Ameri¬ 
can Destiny Party, the America First Com¬ 
mittee, the American Nationalist Party, the 
American Mothers, among others—^and also in 
the names of the papers or leaflets they pub¬ 
lish. They pose as super-patriots, some per¬ 
haps sincerely believing, as Hitler did, that 
they really are destined to save America from 
something evil, but others fully aware that 
they can work safely behind the smoke screen 
of patriotism. Sometimes, but not always, “pa- 
tiiotism is the last refuge of a scoundrel.” 

The American Fascist movement has other 
peculiar aspects. Although Fascists are gen¬ 
erally militaristic in their philosophy, they 
joined with true pacifists in trying to prevent 
our entry into the war and in opposing prepa¬ 
ration for it, and some of them even tried to 
sabotage our war effort after we declared war. 
There is something incongruous in this asso¬ 
ciation of Fascists, who idealize war, with 
pacifists and socialists, who sincerely hate war 
and believe no good can come from it; but 
tlie truth is that many Fascists wanted Ger¬ 
many and Japan to win. 

American Fascists are in general agreement 
on a few points, however, and follow a clear- 
cut Fascist policy. Almost all of them are hos¬ 
tile to Jews, the late President Roosevelt and 
the New Deal, labor, communism, socialism, 
liberalism, rnd democracy. Politically they are 
reactionary and, like Hitler and his Nazis, 
threaten violence to all their enemies when 
once they are in power. 

In dealing with Fascist conspirators, our 
government until recently adopted the policy 
followed by the German government during 
the period before Hitler assumed power. Just 
as that government struck savagely at social¬ 
ist and communist conspirators but let Hitler 
and his gang go almost scot-fiee, so our gov¬ 
ernment, although fairly liberal, spent hun¬ 
dreds of thousands of dollars hounding gen¬ 
erally innocuous communists from pillar to 
post and smearing all liberals through red¬ 
baiting committees and “Gestapos ” but paid 
little or no attention to the far more danger¬ 
ous Fascists. Although leading Fasdsts vo^- 
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erated, even over the radio, about the '"inter- 
national bankers,” the "communists” and “sub¬ 
versive activities” (not their own), and the 
“communist Jews,” taking phrases verbatim 
from Mein l^mpf and the speeches of Nazi 
leaders, our government apparently did not 
dare or did not care to interfere. It is true 
that it prosecuted one of the German-Ameri- 
can “Bunds,” but with about the same zeal 
and vigor as a boy shows in washing his ears» 
Since one weakness of most democracies is 
that they are not really very democratic, the 
best way to defend ourselves from Fascism 
might be to make our economic and political 
organization more truly democratic; Laski ar¬ 
gues convincingly that there is no other way 
to fight Fascism.^* The Department of Jus¬ 
tice, however, finally “cracked down” on 
thirty alleged leaders of American Fascism, 
but the trial dragged on for months, the pre¬ 
siding judge died, and the case seems to have 
been forgotten. As was true of Germany when 
Hitler came to power in 1923, democracy 
moves funiblingly in dealing with a movement 
of this type. 

Just as Hitler was not at first supported by 
the industrialists, up to the present time there 
fortunately has been no definite tie-up be¬ 
tween the Fascists and big business. A few of 
our Fascist leaders are themselves wealthy or 
are supported by wealthy men and women, 
but many other leaders and the rank and file 
are of the lower middle class. Whether, if the 
movement gains more power, big business 
will come in, as it did in Germany, remains 
to be seen. 

What of the people generally, the John 
Does and Richard Roes of the wide spaces of 
America, where do they stand on this ques¬ 
tion of Fascism? It is commonly assumed that 
Americans are democratic to the marrow of 
their bones, that they will not stand for any 
Fascist control of their government, and that 
their long experience in democratic govern¬ 
ment will enable them to preserve constitu¬ 
tional processes; but this optimistic view is 
not weU founded. Our people are democratic 
in some respects, and Uiey do have a senti¬ 
mental regard for what Carver calls the “al- 


do much good with their vote. During much 
of our history, many of our cities and states, 
and at times even the federal government, 
have been controlled by corrupt gangs of 
politicians elected by the ballots of the peo¬ 
ple. A large proportion of the people in some 
states are disfranchised through the poll tax 
and other similar requirements for voting; 
some Congressmen and Senators have been 
elected by as few as 5 per cent of the people 
of voting age. 

From time to time, strong political move¬ 
ments which definitely resembled Fascism in 
many respects have sprung up in this country. 
The American party, or lOiow-Nothing party, 
was strong enough to elect several members 
to Congress before the Civil War; like the 
later Ku Klux Klan, it combined the functions 
of political party and fraternal order with var¬ 
ious secret rites, and it declared its hostility 
to foreigners, particularly Catholics, to mari¬ 
tal infidelity, and to socialism. Here was the 
typical Fascist hostility to aliens and social¬ 
ism, occasionally carried to the point of per¬ 
sonal violence. The Ku Klux Klan of post- 
Civil War days followed a similar race-hos¬ 
tility program, with the Negroes displacing 
the Catholics as the enemy to be smitten; and 
in the reappearance of the Ku Klux Klan in 
the depression that followed the First World 
War, Negroes, Catholics, and Jews were de¬ 
nounced and in some cases beaten, tortured, 
or killed. The Klan at one time dominated 
politics in several states and many cities. If it 
had had strong support from businessmen or 
if the depression had persisted, the Klan 
might have risen to formidable national power; 
but it failed to obtain any considerable sup¬ 
port from business, and the return of prosper¬ 
ity led to a decline in its power. Following 
de Tocqueville, the Beards explain the resur¬ 
gence of the Klan in somewhat the same 
terms in which Harold Laski accounts for the 
mass following of Fascism: “In a democracy 
which professes equality, the individual with¬ 
out special titles, riches, distinctions, or gifts 
feels an oppressive sense of weakness alone in 
a vast mass of general averages; and thus be¬ 
wildered he seeks strength and confidence in 
an aflSliation with kindred spirits.”^^ In other 


mighty ballot”; but they often seem unable to 

Harold Laski, Where Do We Go from Here? 

Charles and Mary Beard, The RUe of American CivUi^Hon, vol. ii, p. 732. 
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words, when the mediocrities of the lower 
middle class dressed themselves up in the 
mystic bedsheets of the Ku Klux Klan, they 
began to feel that they were somebodies, just 
as the German nobodies did when they 
marched in parades and shouted, “Heil Hit- 
lerl” 

We might go further and point out that 
several cities and a few states have at times 
been under the heel of bosses who lacked 
only a few of the attributes of Fascist dicta¬ 
tors. Louisiana was for some years ruled by 
Huey Long, an able, astute, but unscrupulous 
demagogue, an almost typical Fascist "leader'* 
except for the fact that he was not supported 
generally by big business. Thus it cannot be 
said that the American people are masters of 
the use of the ballot. It cannot be said cidier 
that they are particularly law-abiding, for law¬ 
lessness and violence have often been noted 
as characteristic of our people, particularly on 
the frontier. Lynching and kidnaping are pe¬ 
culiarly American customs, and the number of 
murders in proportion to our population has 
long exceeded that of most other civilized 
coimtries, including pre-Nazi Germany. 

In every war, public opinion turns reac¬ 
tionary, nationalistic, militaristic, and violent 
—^in other words, in the general direction of 
Fascism. This was why many socialists argued 
against our entry into World War II; tliey in¬ 
sisted that our collaboration in a war to de¬ 
stroy Fascism abroad would almost certainly 
bring Fascism at home. Up to the present 
time this prediction has proved false; indeed 
our government maintained democratic liber¬ 
ties in the Second World War far better than 
in the First. Nevertheless, the outlook is not 
altogether reassuring. We have a huge army, 
navy, and air force, and air bases scattered 
over much of the world, and we may yet em¬ 
bark on a policy of imperialism and assume 
the "whit© man's burden” of keeping much of 
the world in "order”—our own conception of 
"order,” which presumably is superior to most 
others. Furthermore^ probably less than 5 per 
cent of the people in tliis country have more 
than the vaguest idea of what Fascism really 
is, and many might well vote for it as a way 
of ‘keeping labor in its place.” Some observ¬ 
ers believe that a fairly large proportion of 
the people would vote for a mild form of Fas¬ 
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cism if it were presented without the label. 
Most laborers would oppose it; but as in Ger¬ 
many in the early 'thi^es, the laborers are 
seriously divided and unable to put up a 
united front, whereas business interests are 
well organized and unified in spirit and pur¬ 
pose. 

How far might the United States go on the 
road to Fascist totalitarianism? It is impos¬ 
sible to see very far into the future, but un¬ 
less our economic condition becomes desper¬ 
ate, it seems likely that we would stop far 
short of the absolutism attained in Germany 
and Italy. With our abundant resources and 
high standards of living, we should be able to 
stand a fairly serious economic breakdown 
without intolerable suffering and without a 
complete break from our democratic past. We 
may find some ground for reassurance, too, in 
the fact tliat in both Italy and Germany, as 
also in Russia, the totalitarian regime was in 
some respects similar to earlier regimes to 
which the people were accustomed; none of 
these countries ever had a firmly established 
democratic tradition. If our particular brand 
of Fascism followed our national tradition in 
the same way, it would be much less despotic 
than the Fascism of either Germany or Italy. 
And, finally, we in the United States have an 
element of security against extreme Fascism 
in the fact that we have never had a strong 
military tradition, we have no powerful neigh¬ 
bors to fear, and we have no feeling of resent¬ 
ment because of a national defeat or humilia¬ 
tion to which a Fascist demagogue could ap¬ 
peal effectively. For all these various reasons 
we may hope that if we retreat from our dem¬ 
ocratic principles, we will not go as far back 
as Germany and Italy went. We may be 
headed merely for a reactionary capitalism in 
which free speech will be considerably 
abridged and labor unions will have to fight 
against formidable opposition. If powerful 
capitalist groups could capture both the Re¬ 
publican and Democratic jiarties and select 
conservative candidates for both parties, they 
would not need to take away the people's 
vote, as Mussolini and Hitler did. The Ameri¬ 
can people are accustomed to tiiis form of 
disfranchisement and might not mind it very 
much. 

It is possible that Fascism, in the sense of 
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the abolition of democratic constitutional 
processes, may come in during a deep depres¬ 
sion, either by a sudden coup, a qui(^ seizure 
of power, or dirough the gradual whittling 
away of democratic rights. Suppose that in 
the next depression some 15 or 20 million 
workers are for years unable to find employ¬ 
ment and that they demand—^and are able to 
enforce their demand—^that Congress dis¬ 
pense generous relief payments and engage 
in extensive public works projects at high 
union-scale wages. With the public debt d- 
ready so great as to threaten national insol¬ 
vency and with government expenses running 
above receipts in spite of heavy taxes, it would 
not be easy to pay for relief and public works 
either by borrowing or by raising taxes; yet 
those in distress would have to be cared for. 
The business leaders would fight to keep re¬ 
lief payments down, would insist that taxes 
were already too high; the unemployed, on 
the other hand, would resent their hopeless 
situation and their employment at made-work 
and would demand something better. Neither 
class would be happy. A situation so unstable 
might usher in Fascism along either of two 
avenues. 

The business classes, in the first place, 
might decide that the demands of the unem¬ 
ployed and of other distressed groups were 
threatening tlie foundations of the system of 
"free enterprise” and, with the cooperation of 
army leaders, they might take over the gov¬ 
ernment, possibly with the acquiescence of 
the President, who might be permitted to re¬ 
main in oflice if he were satisfactory to busi¬ 
ness interests. This would be particularly 
likely to happen if the demands of those in 
distress were clearly unreasonable, as they 
might well be, or too dramatio—if they staged 
"hunger marches” or camped on the Capitol 
grounds in Washington, as they did during 
j^esident Hoover’s last year in office, or were 
definitely lawless. Perhaps all this will seem 
fantastic, utterly impossible* in the "Good Old 
U. S. A.”; but the same thing seemed fantas¬ 
tic to most Germans—^before it actually hap¬ 
pened. According to General Smedley Butler, 
such a Fascist coup was discussed and 
planned by certain Wall Street interests in 


1934, with the American Legion serving as a 
"front”; but it was abandoned when General 
Butler refused to act as "leader” and pub^ 
lished his report of the plot. A congressional 
committee of inquiry conceded that there had 
been such a plot, dthough it "whitewashed’ 
the affair liberally. Significantly, most of tha 
large newspapers paid little attention to it; 
some of them tried to laugh it off. Fortimately 
it failed. So did Hitler—^the first time.^* 

Fascism might come out of such a depres¬ 
sion situation, in the second place, through a 
widespread lower-middle-class movement, 
similar to the Ku Klux Klan after the First 
World War, either with or without business 
support. When people are in distress, per¬ 
plexed, frightened, and hopeless, they may 
turn to any kind of economic panacea as 
drowning men grab at straws; and a shrewd 
and effective rabble-rouser might seem to 
them the New Messiah, just as Hitler did to 
befuddled and hopeless Germans in 1932. 
The history of such popular movements in 
America and elsewhere suggests that the peo¬ 
ple might espouse Fascism, which is designed 
only to enslave them, as readily as socialism, 
which at least is designed to preserve their 
freedom, dignity, and well-being. If such a 
movement were clearly anti-labor and anti¬ 
democratic, business leaders might encourage 
and finance it, as some did in Germany. If the 
movement turned to the left, demanding con¬ 
cessions to labor and the lower classes, or 
even socialism, big business might conceiv¬ 
ably call in the army and take over the gov¬ 
ernment. If the people’s demands, backed up 
by votes, were so extravagant as to threaten 
national bankruptcy, as the Townsend move¬ 
ment did a few years ago, the upper classes 
might well believe that a Fascist coup was 
the only means of saving the country. No rul¬ 
ing class ever abdicated its power without a 
struggle, and business leaders would sincerely 
believe that they were saving the country 
from disaster—most people believe that what¬ 
ever is good for them is good for their coun¬ 
try. 

In a deep and persistent depression, such 
as that out of which Mussolini and Hitler rose 
to power, it is altogether possible that busi- 


^ See George Seldes, You CarCt Do Thai, chap. 15. 
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ness leaders, powerfully organized as they are, 
would in one way or another seek to abridge 
democratic rights, and that tliey might suc¬ 
ceed. They might engineer a drive against 
“communists,"" a category which can easily be 
stretched to Include socialists and all shades 
of liberals. The fact that with a communist 
vote of only one-tenth of one per cent we have 
had in recent years a widespread “anti-red"' 
movement indicates that lack of a suflScient 
supply of “reds'" would not discourage real 
patriots seekir>g something from which to de¬ 
fend American institutions. This red-baiting 
would be accompanied by a campaign against 
labor leaders and labor unions, masked partly 
as a drive against communists, a campaign 
which is already being carried on. The pow¬ 
erful industrial and financial interests would 
not of course stand alone in such a movement, 
for as in Italy and Germany they would have 
the support of many small businessmen and 
fanners, who would probably not understand 
the real nature of the program but would 
warm up to an anti-labor movement aimed at 
preserving “private enterprise." 

Certainly there is a possibility that we may 
shift to a Fascist regime, but we may well be 
cautious about setting the date. It is impos¬ 
sible to weigh the myriad of economic, po¬ 
litical, and social forces operating at any given 
time, or to foresee others that may arise in 
the future and perhaps upset the most careful 
calculations. New conditions might develop in 
the rest of the world which would strongly 
a£Fect our own situation favorably or unfavor¬ 
ably; someone might come to the front who 
would lead us quickly into Fascism or away 
from the danger of it. It is altogether possible 
that if Hitler had been gassed a little more 
heavily in the First World War or if he had 
been less effective as a rabble-rouser, or if 
Hindenburg, the doddering old Junker who 
put Hitler in power, had still been in posses¬ 
sion of his mental faculties, or if President 
Bruening had been an abler leader, or if Great 
Britain had had an able and genuinely dem¬ 
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ocratic leader instead of the aristocrat Cham¬ 
berlain—^if any of a score of such contingen¬ 
cies had prevailed, Hitler might never have 
captured power and there might have been 
no Fascist regime in Germany. So in the 
United States, our destiny may be determined 
by apparently inconsequential circumstances. 

It must be conceded, finally, that in recent 
years the United States has followed a foreign 
policy favorable to Fascism in some respects. 
In the Spanish Civil War we lined up with 
Hitler and Mussolini in support of the Fascist 
Franco, to the extent of refusing to sell arms 
to the democratic government of Spain. After 
we entered the Second World War, we en¬ 
tered into an agreement with the French Fas¬ 
cist Darlaii as a means of getting our army 
into Africa with the minimum loss of life; but 
after he was shot and we had adequate bases 
there, our government continued to play along 
with the Fascist leaders. When Italy surren¬ 
dered, we left Badoglio, the same general who 
had served under Mussolini, in command of 
the Italian Army, and other Fascists were con¬ 
tinued in many offices. In occupied Germany, 
according to many reports, our government 
has rather consistently refused to give the 
anti-Nazis any important part in the govern¬ 
ment and has even retained known Fascists in 
positions of some power. In Japan we have 
kept Hirohito in power, probably in fear that 
if he were unseated the country might turn 
socialist or communist; in China we have con¬ 
sistently backed the Fascist dictator Chiang 
Kai-shek. lu many of its foreign policies our 
State Dcpaitment has given ample evidence 
of a genuine liking for Fascism, or at any rate 
of a preference for it over any possible alter¬ 
native form of government. The choice before 
many peoples—those of France, Italy, Spain, 
Austria, perhaps also Germany, China, and 
Japan—^lies not between capitalism and Fas¬ 
cism but between socialism or communism on 
the one hand, and Fascism on the other; and 
in that situation our govemn jnt usually sup¬ 
ports Fascism. 


QUESTIONS 

1. Outline the various interpretations of Fascism. Are they altogether contradictory? Why is 
Fascism difficult to define? 

t. What classes have been favorable to Fascism in most of the Fascist countries? Which 
classes are usually opposed? 



670 ECONOMICS 

3. Fascism usually comes in when a capitalist system cannot be made to work eflFectively, 
to provide employment. Illustrate from the history of Italy and Germany. In such a situa¬ 
tion, why do not the people turn to socialism? 

4. Why did Mussolini turn from socialism to Fascism? Why did Hitler drop most of his radi¬ 
cal theories? 

5. Since it came into power, the Soviet government has consistently striven to maintain 
peace in Europe; as long as they were in power, the Fascist leaders talked and threat¬ 
ened war. Why? 

6. Why was the Weimar government in Germany, a labor and to some extent a socialist 
regime, so harsh in dealing with the communist uprising in 1919 and so lenient in 
dealing with the Hitler Putsch? Why did the British government, while fighting Hitler 
and Mussolini, release the British Fascist leader Mosley from prison after he had served 
only a year or two? Why did our own government, while fighting Hitler and Mussolini, 
generally prefer Fascist or semi-Fascist leaders as governors of liberated areas in Europe? 

7. Could a Fascist coup be successful without army support? Could a Fascist movement achieve 
control through the vote of the people? How do you account for the fact that several men 
of generally Fascist views have been elected to Congress? 

8. Why did the British and French governments cooperate with Hitler for several years? 

9. Ask a dozen of your friends outside college to define Fascism. How many of them agree 
with the conception presented in this book? 

10. Discuss the relation of big business to Fascism in Germany, Italy, Japan, Argentina, and 
Spain. 

11. What was the real purpose behind Hitler’s ‘leadership principle”? 

12. Why did not the Nazis socialize German industry instead of merely regulating it? 

13. In what respects is Fascism like communism and in what respects is it different? 

14. Defend the statement that we have all the ingredients of Fascism in the United States 
today. Many able political scientists and economists believe that we shall have a Fascist 
government eventually. How do you account for this? 

15. As the result of an extended survey, the National Opinion Research Center estimates 
that only 33 per cent of the people in the United States are able to name the United 
States Senators from their states. Does this indicate sufficient public interest to justify much 
hope that we shall be able to solve our many economic and political problems? 
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Chapter 44. 

War and Peace 


Causes of wars 

In the chapter on imperialism we analyzed 
the various causes of war and came to the 
conclusion that economic causes, particularly 
imperialism, were usually very important. 
Doubtless there is some truth in the theory 
that man is to some extent a '‘fighting animal”; 
the thirst for glory has driven many lead¬ 
ers, and some of their followers, into warlike 
adventure; but economic motives have played 
a major part in most modem wars, although 
they are often camouflaged with idealistic 
phrases and slogans for the inspiration of the 
common people. Colonies, markets, raw ma¬ 
terials, imperialist profits—^these are what na¬ 
tions usually fight about. 

It must not be assumed that the masses of 
the people usually wage war for the sake of 
selfish economic gain for themselves. It is gen¬ 
erally waged by a small group of capitalist im¬ 
perialists, powerful in business and influential 
in the government, who can see gain for them¬ 
selves in a war and are able to enlist the peo¬ 
ple’s support, sometimes amounting to fanati¬ 
cism, by dressing up the adventiure in the 
garb of a holy crusade of some kind. If a war 
had to be profitable to all or most of the 
people, there would be few wars; but certain 
small groups may benefit from them. 

To some extent, this description fits the 
Second World War. To some extent, that war 
was a fight among rival imperialist powers; 
but it was much more than that. It was a 
death struggle between capitalism and com¬ 
munism on the one hand, and Fascism, on the 
other; it was to some extent a struggle be¬ 


tween the ideals of freedom and democracy 
and the ideal of dictatorship, notwithstanding 
the fact that autocratic Russia fought with the 
democratic nations, for she still proclaims 
democracy as her ultimate aim. For Great 
Britain, France, and Russia it was a struggle 
for survival as independent nations, for die 
Nazis repeatedly proclaimed their intention to 
reduce other nations to a condition of servi¬ 
tude to the master race. Finally, it was a class 
struggle in every country, the struggle of some 
conservatives, aristocrats, capitalists, and 
small businessmen, led by democracy-hating 
hooligans, against laborers, radicals, and lib¬ 
erals. We have seen that Hitler had support¬ 
ers in every country, some of them very in¬ 
fluential men, and that he liquidated the la¬ 
bor leaders and leaders of radical and liberal 
political parties in his own country. 

The Second World War thus had three fac¬ 
ets. It was an imperialist war, a war of ideol¬ 
ogies, and a world-wide class struggle; and 
here we have the explanation for some of the 
contradictions and inconsistencies in it. The 
United Nations were supposed to be fighting 
Fascism; yet Britain, France, and the United 
States followed policies favorable to Fascism 
in Spain. Winston Churchill, while Prime Min¬ 
ister of England, spoke very kindly of the Fas¬ 
cist dictator Franco, and worked to set up a 
postwar Fascist regime in Greece. We have 
already seen that the British capitalists who 
had investments in Argentina lined up with 
the Fascists in that country. Although China 
was one of the United Nations fighting for the 
Four Freedoms, the government of Chiang 
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Kai-shek is apparently a Fascist dictatorship 
in practically every respect, backed by the 
wealthier classes and devoted to the task of 
keeping the poorer Chinese down. 

The rising cost of war 

When, in July, 1942, the Secretary of the 
Treasury announced a war budget of 67 bil¬ 
lion dollars for the following fiscal year Ameri¬ 
cans were reminded sharply of the terrific cost 
of modem war. The cost of war has risen 
steadily for many centuries. In ancient Rome, 
as among primitive peoples today, armament 
was so simple and inexpensive that the state 
could arm every man who did not have his 
own arms. This was tme early in our own his¬ 
tory, for almost every frontiersman owned a 
rifle and could start off to war on an hour’s 
notice—as he did at Lexington. Yet cannons 
were used in important battles, and they were 
expensive, as was also the ammunition for 
cannons and even for rifles. Not infrequently 
soldiers lived off the countryside, but an organ¬ 
ized commissariat was necessary to provide 
food for large armies. 

With increasing mechanization of the army, 
costs advanced rapidly and the proportion of 
men that could be used directly at the front 
declined, as did also the proportion of men 
who carried rifles. As late as 1892, a British 
battalion of 1096 men had 894 privates, or rifle 
and bayonet men, whereas a few years ago 
privates constituted only 14 per cent of the 
battalion strength, and the proportion is even 
lower today. An increasing number of the land 
forces are manned with expensive equipment 
—Lewis guns, anti-aircraft guns, motorized 
guns, trucks, tanks, and airplanes. The same 
change has taken place in naval warfare, from 
the wooden sailing vessels of the Civil War 
period to modem battleships costing 60 mil¬ 
lion dollars or more, that shoot projectiles cost¬ 
ing more than $1000 apiece.^ Looking at this 
problem from a somewhat different point of 
view, someone has estimated that the cost of 
killing an enemy soldier was 75 cents in Cae- 
sars time, $3000 in Napoleon’s, $21,000 in 
the First World War, and $50,000 in World 
War IL 

Obsolescence in armaments, as in all ma¬ 


chinery, is far more rapid than it once was. 
The spear of the Roman soldier, the rifle of 
the American frontiersman, remained adequate 
for many years; but today guns and ships 
are out-of-date in twenty years or less, and 
airplanes five years old are ready for the scrap 
pile. After the First World War, the German 
military leaders proceeded with plans for the 
complete rebuilding of their land, naval, and 
air equipment along new lines, and Germany 
under Hitler created a military machine far 
more eflScient than that of Great Britain and 
France. The nation which is to wage war suc¬ 
cessfully today must be constantly improving 
its military equipment, and this calls for 
steady improvements in all industrial and 
scientific processes, for military activities can 
no longer be separated from industrial activ¬ 
ities. Modern war, total war, calls for the 
united support of the entire economy, from 
steel mills and automobile plants to country 
garages and dairymen’s herds. 

A final reason for the rising cost of war is 
that the vast productivity of modem industry 
enables nations to have better wars, just as it 
enables them to have better roads and auto¬ 
mobiles, better food and clothing and houses. 
The surplus above living costs has been rising, 
and in wartime that surplus is dedicated 
largely to Mars. The First World War, the 
total world-wide bill for which was some 200 
billion dollars, cost more in money, in mate¬ 
rials used, and in the destruction of wealth, 
than all previous wars put together; and 
World War II cost vastly more than all other 
wars, including the First World War. 

Other factors which are not new have al¬ 
ways tended to make war an extravagantly 
expensive business. Threatened by war and 
aware of the grave consequences of defeat, no 
government higgles and bargains in its deal¬ 
ings; and it must pay extravagantly for labor 
and materials because of the haste with which 
everything must be done. The army and navy, 
furthermore, have never been greatly con¬ 
cerned about costs and sometimes pay even 
more than is necessary. Finally, there is 
likely to be more or less graft and incom¬ 
petence in the adjustment to war and in the 
conduct of it, although there was probably 


^ Elbridge Colbv, in Encyclopaedia of the Social Sciences, vol. ii, pp. 2X0^218. 
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less of these in World War II than in any 
other war in our history. One of the factors 
making for extravagance in both World Wars, 
although to a lesser extent in the Second, 
is the "cost-plus” system often used in pay¬ 
ing for war supplies. The fact that under 
this system the government pays the cost 
of production plus a certain profit is a strong 
invitation to extravagance and outright fraud, 
since contractors can make more profit if 
their costs are high. In a few cases that have 
come to light, contractors deliberately wasted 
or destroyea millions of dollars’ worth of ma¬ 
terial by plowing under brass castings and 
steel pipes, burning surplus lumber, and in 
many other ways. Some kept labor on their 
payrolls although it had no work to do, thus 
earning a profit on the wages the government 
paid. The Truman Committee disclosed many 
such cases of deliberate waste—^in one case, 
the building of a single munitions plant, 
amounting to some $25,000,000. 

In an effort to avoid tlie wastes in the cost- 
plus system, the government tried other sys¬ 
tems of payment in World War II, particu¬ 
larly "cost plus a fixed sum,” a "fixed price,” 
or a "fixed fee.” Such systems eliminated the 
incentive to waste and extravagance; but the 
prices paid were often generous, for various 
reasons. Most of the producing concerns were 
more or less monopolized, and since the war 
material had to be produced speedily, actual 
costs were high. When some producers found 
that mass production brought their costs so 
far below the contract price, their contracts 
were renegotiated, at great saving to the gov¬ 
ernment. 

Prices of war goods are often high for still 
another reason. If all producers had about the 
same average costs, the government could of¬ 
fer a price which would not be very far above 
these costs; but the costs of the various pro¬ 
ducers of a given commodity often differ con¬ 
siderably, and in order to secure maximum 
production the government must either pay 
all the producers a price high enough to cover 
the costs of the least efiScient producer, or pay 
different prices to different producers on the 
basis of dieir costs. The latter would of course 
create dissatisfaction and would offer oppor- 
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tunities for fraud in determining each pro¬ 
ducer s price. To solve these various diflBcul- 
ties, the government, in contracting for fairly 
well-standardized products during the Second 
World War, frequently based its prices on 
"bulk-line cost—the unit cost of the highest- 
cost producer whose output was necessary to 
meet this production requirement.”^ Such 
prices allow the lowest-cost producers to make 
profits, in some cases handsome profits; but 
most of these were presumably recaptured by 
the government through the excess profits tax. 
For unstandardized products and products 
that had to be specially designed, such as 
bombers, warships, new types of guns, and 
the like, the government obviously could not 
use bulk-line cost, and hence resorted to vari¬ 
ous other systems—^whatever system would 
secure the things needed as quickly as pos¬ 
sible. It was inevitable that many costs would 
prove to be excessive. 

Total war 

The Germans waged what they called "to¬ 
tal war,” war fought with the maximum 
power, with the most efficient use and coordi¬ 
nation of land, sea, and air forces, and close 
coordination of all of these with civilian work¬ 
ers, industrial, farm, and professional. Total 
war means war carried on against all tlie peo¬ 
ple of the enemy country, civilians as weU as 
soldiers, by every form of attack which prom¬ 
ises success; it means war carried on by every 
military, economic, sociological, and psycho¬ 
logical means of buoying up morale at home, 
and weakening, confusing, and paralyzing the 
enemy. It means war carried on with no moral 
or hiunanitarian scruples in the treatment of 
the enemy or of neutrals; it means lying, 
treachery, espionage, the murder of innocent 
hostages, the starvation of conquered people 
—^anytliing and everything that promises an 
advantage in achieving victory. 

Not aU of this is new, of course, or peculiar 
to the Nazis. In most wars the participating 
nations have tried to use tlieir military and 
civilian man power as fully as possible, have 
coordinated their forces as well as they could, 
have struck at civilians on occasion—as wit¬ 
ness Sherman’s march through Georgia dur- 


* For an excellent discussion of this point, see Charles O. Hardy, Wartime Control of Frices, 
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ing the Civil War, and the British blockade 
which brought starvation to thousands of Ger¬ 
man civilians during and after the First World 
War—^have employed propaganda, and have 
been guilty of lying, espionage, treachery, and 
cruelty. Great Britain and France, in spite of 
their treaty with Czechoslovakia guaranteeing 
her independence, abandoned her to Hitler at 
the Munich conference when it appeared that 
they might save their own hides by doing so; 
prior to Pearl Harbor, the government of the 
United States sold Japan the steel and oil with 
which she bombed the helpless Chinese to 
bits, and in 1940 the British government closed 
the Burma Road for a while to prevent the 
Chinese from getting arms and supplies for 
their war against Japanese aggression. The for¬ 
eign policies of all nations have usually fol¬ 
lowed the law of the jungle whenever it 
seemed profitable, whenever it served the "na¬ 
tional interest.” 

Yet the methods of total war as carried on 
by Hitler and his Nazi gangsters and by Hiro- 
hito and his war lords did differ, at least in 
degree, from the methods of warfare used by 
civilized nations. The Nazis were more effi¬ 
cient, more unscrupulous, more ruthless. In 
some respects their military programs evi¬ 
denced a retrogression to earlier times—the 
shooting of hostages, for instance, and their 
declared purpose of reducing other peoples 
to the status of subjects and slaves. One rea¬ 
son why the civilized nations were so slow to 
comprehend the threat of Fascism was that 
they could not believe that such a barbarous 
regime as Fascism turned out to be was pos¬ 
sible in the modem world. 

Problems of war production 

Before the Japanese air force stmek at 
Pearl Harbor, the United States was engaged 
largely in the production of "peace goods”; 
she enjoyed what most of the people regarded 
as a safely isolated position and was unpre¬ 
pared, both industrially and psychologically, 
for a major war effort A few factories were 
busy with war orders from Great Britain and 
Ru^a and China, but their output represented 
only a $tnall fraction of our total production. 
The summons to war that came that clear 
Sunday morning of December 7, 1941, meant 
that half the nation’s industrial power had to 


be turned as rapidly as possible from peace 
goods to war goods—^from automobiles, radios, 
furniture, and refrigerators to ships, tanks, air¬ 
planes, guns, and munitions. How could such 
a tremendous shift be made with maximum 
speed? 

Clearly the price system which directs pro¬ 
duction and consumption in peacetime could 
not alone effect this transition, although capi¬ 
talist nations rely on it to some extent. But if 
the government takes a rapidly increasing pro¬ 
portion of the people’s income by taxation or 
borrowing and spends it for war goods, it 
can rely on the mechanics of the price system 
to bring capital and labor into war industries, 
simply by allowing higher profits and higher 
wages for war production than can be earned 
in the production of civilian goods. In a 
general way, this is the main process by which 
the government tries to get the necessary war 
materiel; but for a number of reasons the 
process is not as effective as could be wished. 
In the first place, the people are unwilling to» 
pay high enough taxes or to lend enough by 
purchasing bonds to enable the government 
to buy what it needs. In the second place, the 
price system may not operate quickly enough 
to meet the urgency of the demand. The fact 
that the government offers high prices for air¬ 
planes does not mean that airplane manufac¬ 
turers can produce the necessary output at 
once; in order to increase production very 
much they may first have to build new plants, 
and this will take time. The war industries in 
a pacific country like the United States are 
normally not very large, not adequate to the 
vast demands of modern war; consequently an 
immense amount of new plant had to be built 
In both the First and Second World Wars be¬ 
fore production could be expanded to any 
great extent. The producers of war materials, 
furthermore, might be unwilling to expand 
their plants at all without government guar¬ 
anties covering the cost of such expansion, 
for if the war was short, they might be left 
with expanded productwe facilities that were 
no longer needed. To meet this difficulty the 
government sometimes guaranteed these costs 
In some way, or itself provided the money for 
additional plants. In the Second World War it 
financed some 15 billion dollars’ worth of new 
plants. 
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The price system, in the third place, as* 
sumes competition, and most of the war indus¬ 
tries are effectively monopolized. If airplane 
production were highly competitive, the man¬ 
ufacturers would jump at the chance to bid 
on government contracts; but our war effort 
was delayed for several months after Pearl 
Harbor while plane producers higgled over 
the cost of new plants. The aluminum monop¬ 
oly was even more recalcitrant. For several 
months after it was clear that additional pro¬ 
duction would be needed, it refused to expand 
its plants, and the government finally had to 
agree to build a number of new plants. The 
aluminum monopoly did not want to have too 
much productive capacity after the war. When 
tile Japanese Army overran Malaya the United 
States found herself deprived of natural rub¬ 
ber, but in trying to develop the manufacture 
of synthetic rubber she ran headlong into an 
international monopoly, and it took months to 
get production started. Similarly in the case 
of magnesium, and indeed a number of other 
metals essential to war, the government was 
gravely handicapped because it had to deal 
with monopolies, with international cartels in 
particular. 

Another method used to compel the shift 
from civilian to war production involved the 
establishment of a purchasing agency through 
which the government bought the total output 
of certain raw materials and then rationed 
them among producers according to priority, 
giving producers of war goods all, or whatever 
they needed, of these raw materials. This 
method, which was widely used in the United 
States and other countries, forces an almost 
immediate discontinuance of civilian produc¬ 
tion of some things. 

A rapid shift to a war economy always 
creates bottlenecks which slow down produc¬ 
tion; and when one has been opened up, an¬ 
other takes its place. In the first year or so of 
the war, the scarcity of machine tools pre- 
setked a serious problem. Modem Industry 
needs vast amounts of tools and machines, 
some of them extremely complex and highly 
specialized as to function; and in some cases 
complete retooling had to be completed before 
production of war goods could be begun. 
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The machines used in automobile production, 
for instance, were not adapted to the produc¬ 
tion of airplanes and tanks; hence complete 
retooling was necessary before production of 
the latter could be undertaken. Somewhat 
later, raw materials constituted a bottleneck, 
with scarcity of scrap iron and steel a critical 
problem; and throughout the latter period of 
the war there was a scarcity of labor, particu¬ 
larly skilled workmen. 

In spite of all difficulties, the government 
managed in various ways to secure extraordi¬ 
nary production of war supplies, extraordinary 
as to promptness and volume. When President 
Roosevelt in 1940 announced his determina¬ 
tion to step up airplane production to 50,000 
a year, many people thought such a figure 
fantastic; but four years later 100,000 were 
being turned out. German submarines took a 
terrific toll of ships early in the war, but within 
a year or two the submarine menace had been 
largely removed, and our shipyards were turn¬ 
ing out new vessels by the thousand. With 
the output of tractors and other farm machin¬ 
ery restricted and with some farm labor 
drafted into the armed forces, farmers faced 
many difficulties; yet by March, 1943, farm 
production had risen 20 per cent above the 
1939 figures, and it rose further in 1944, so 
that, in spite of shipments of 1.5 dollars' worth 
of foodstuffs from March, 1941, to June, 1943, 
the people of the United States were better 
fed than ever before. The increase in the 
output of various manufactured goods be¬ 
tween 1939 and June, 1943, is shown in the 
following table;® 


All manufactured gcx^ds.101 per cent 

Durable manufactured gocnU.178 

Non-durable manufactured goods.86 

Iron and steel. 76 

Non-ferrous metals. 69 

Lumber. 16 

Cement.1® 

Cotton goods.45 

Rayon goods. 48 

Woolen goods.48 

Shoes. 8 

Dairy products. 94 

Meat packing.88 

Cigarettes.48 

Paper, pulp.84 

Gasoline.—8 


4 From Frederidc C. Mills, Frices in a War Economy, pp. 32,83. 
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Fudoil.*7 " “ 

Lubricating oil. 9 “ " 

Coke. 60 “ “ 

Production of some of the critical war mate¬ 
rials likewise showed an astounding increase: 

1980 194.3 

Aluminum 800 million pounds 2 billion pounds 

Magnesium 6 million pounds 520 million pounds 

Aircraft 280 million dollars 80-40 billion dollars 
Shipbuilding 342 thousand tons ' 16 million tons 


Output of most of these materials increased 
even more after June, 1943. It was an astonish¬ 
ing performance, and showed what our pro¬ 
ductive plant can do when in full, steady, 
and vigorous operation, when unemployment 
is eliminated, and when the country’s full la¬ 
bor power is working hard for a common end. 

Labor in war 

With the onset of war, the demand for la¬ 
bor, particularly skilled craftsmen, became 
imperious and insatiable. Posts or stations had 
to be built for the training of troops, new war 
plants had to be erected, and production in 
the plants already operating had to be stepped 
up to the maximum as rapidly as possible, all 
this in the face of the fact that the best of 
the nation's^young men were being taken into 
the armed forces; 11,000,000 of them were en¬ 
rolled in October, 1944. Total war as fought 
today demands that more than half of the 
total labor power be shifted from civilian to 
war work with the greatest possible speed. 
This may be accomplished in various ways. 
The government may conscript workmen just 
as it does soldiers, and send them to work 
where needed. There is as much justice in 
drafting labor for munitions plants as for the 
army. Germany employed this method, and 
England and the United States used it to some 
extent. In April, 1942, President Roosevelt 
created the War Manpower Commission to 
mobilize the nation’s manpower, and a few 
months later he gave its chairman rather com¬ 
plete power over the country’s labor supply, 
with authority to decide who should work, 
where, and at what job. The Selective Service 
System, which had the task of building up 
our armed forces, was also placed under the 
WMC, which was thus given general super¬ 
vision of the job of securing an adequate 
fitting force and of directing labor into es¬ 


sential war work. Although the Commission’s 
powers and functions were later changed in 
various ways, it never was given enough power 
to enable it to do a reaUy effective job of 
allocating men to essential jobs. The people 
were apparently unwilling to have so much 
government regimentation. 

The government may also try to attract la¬ 
bor to war work by offering high wages, rely¬ 
ing on the operation of the price system. This 
it did to some extent, and it was successful, 
but the cost was high. In building posts and 
plants the government paid wages as high as 
$100 or even $200 a week for only moderately 
skilled labor. Some labor was paid the union 
scale of wages and some more than that, with 
time-and-a-half for overtime; and such wages, 
together with the high profits often made by 
the contractors, made costs two or three times 
as high as they would be in normal times. 
Naturally these high wages, particularly those 
for overtime, came in for considerable criti¬ 
cism on the part of the public; but when work 
must be done speedily, its cost will inevitably 
be high. Whether somewhat lower wages 
would have got the necessary labor on the job 
fast enough cannot be answered here. When 
there is an imperious demand for labor, for 
more labor than can possibly be found, the 
government is not in a position to do much 
bargaining. 

Labor relations. Labor relations often pre¬ 
sent knotty problems in wartime. The urgent 
demand for war materials puts labor in a very 
strong bargaining position; yet in bargaining 
—^by a threatened or actual strike, for instance 
—the workers may appear to be sabotaging 
the war effort while soldiers are dying at the 
front. However bad working conditions are, 
however badly the workers may be treated, 
the public views a wartime strike a$ closely 
akin to treason; and of course the government 
cannot tolerate much interference with war 
production. Accordingly, in March, 1941, 
President Roosevelt set up the Defense Media¬ 
tion Board and assigned to it the task of keep¬ 
ing peace in industry. The Board was moder¬ 
ately successful until a strike was called by 
the United Mine Workers, under John L. 
Lewis. When, after the attack on Pearl Har¬ 
bor and our declaration of war, it became clear 
that really effective arbitration machinery was 
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vital, the President called a conference of rep¬ 
resentatives of labor and employers. At this 
conference the two groups agreed that there 
should be no strikes or lockouts during the 
war and that all labor disputes should be set¬ 
tled by a National War Labor Board, to be 
appointed by Roosevelt and to consist of four 
later members, four employer members, and 
four members representing the public. 

The National War Labor Board, backed by 
the promise of later and employers to keep 
industrial peace, was able to function with 
reasonable success; but a few strikes occurred, 
including a serious one by coal miners; and in 
June, 1943, anti-labor forces in Congress 
passed the Smith-Connally Law over the Presi¬ 
dent's veto. This law authorized the govern¬ 
ment to take over private plants in which there 
were strikes, the same working conditions to 
be maintained as prevailed vinder private op¬ 
eration. It also provided penalties for instigat¬ 
ing or aiding any strike, and required 30 days' 
notice of any labor dispute, after which a 
secret ballot was to be taken to determine 
whether the majority of the workers favored a 
strike. 

The Smith-Connally Law was approved by 
few authorities on labor and was thoroughly 
disliked by the laborers themselves. It was 
criticized as an ungraceful gesture toward la¬ 
bor, for it carried the false implication that 
later was not loyal to the war eflFort, The loss 
of man days through strikes in war industries 
during the war amounted to only about 0.1 
of 1 per cent of the total days worked—^a 
rather extraordinary record—and many of the 
strikes that were called were "wildcat" strikes, 
that is, called against the orders of union oflB- 
cials. Employer “strikes"—refusals to begin 
work on war contracts until management's de¬ 
mands as to prices and profits were met— 
probably delayed war production more than 
workers' strikes; but the public heard little 
about them, whereas labor strikes are played 
up strongly' by most newspapers. 

All this is not to suggest that labor's record 
In the war was altogeAer without stain. Some 
workmen were unreasonable in their demands; 
some unions forced workers on government 
jobs to pay union dues, even for temporary 
work, and some were reported to have clung 
to tte make-work policies of prewar days. 
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With practically full employment, it was in¬ 
evitable that there should be some unreliable 
workers in war industries as elsewhere. There 
was considerable complaint of absenteeism— 
of laborers just failing to show up for work— 
but this was not always due to general worth¬ 
lessness and unreliability, many war workers 
were worn out from long hours on the job or 
from poor living conditions—many had to live 
in trailers. 

The imions had a better defense for their 
practices than most people realized. Union 
laborers knew that many employers made high 
profits on war contracts, and they felt justified 
in demanding a share of those profits. Some of 
the union dues which war workers were forced 
to pay were entirely too high, and without 
doubt a small part of them went into the pock¬ 
ets of union racketeers rather than into the 
union treasuries; but even so, the general 
policy of trying to build up strong union treas¬ 
uries in wartime had some justification. There 
may be lean years ahead for later, and if the 
unions have strong cash balances they will 
have a better chance of survival. 

Whatever the ethics of union policies, it is 
inexpedient for any government to attempt to 
break up labor unions, k la Hitler, in time of 
war. That way lies Fascism. A successful war 
effort demands the wholehearted cooperation 
of labor, and cooperation is difficult to secure 
with a club. 

Wages and Moage control. Closely allied 
with the problem of labor relations in wartime 
is the problem of wages and wage control. By 
an act passed in October, 1942, known as the 
Anti-Inflation Act, President Roosevelt created 
an Office of Economic Stabilization, whose di¬ 
rector was given broad powers, including con¬ 
trol over wage rates, in the fight against infla¬ 
tion. The National War Labor Board was, 
however, entrusted with the task of regulating 
wages; and in December, 1942, the Board 
“froze" most wages and salaries of $5000 and 
less at the levels of September, 1942, but ac¬ 
corded workers the right to ask for considera¬ 
tion of their wages if they were grossly unfair. 
There were many demands for higher wages, 
but only a few were granted, for die Board of 
course realized that increases granted to one 
group would bring a flood of demands from 
others. 
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There was much heated discussion of the 
wages paid to labor, businessmen and fanners 
rather generally insisting that the wages were 
fantastically high, while many workers and la¬ 
bor leaders argued that they were not high 
enough to compensate for the rise in the cost 
of living. According to Mills’ report, labor did 
rather well, for between 1939 and June, 1943, 
average hourly earnings in manufacturing in¬ 
dustries rose 52 per cent, as against a rise of 
only 26 per cent in the cost of living. Actually, 
according to Mills, workers as a whole did 
even better than this, for there was practically 
full employment and many received overtime 
pay. The “average weekly payrolls*' in manu¬ 
facturing industries rose 204 per cent. Em¬ 
ployees of non-manufacturing industries did 
not fare so well, although wages in most of 
these indiistries rose at least as much as the 
cost of living.^ 

These figures, however, present too favor¬ 
able a picture of the wage situation during the 
war. The official government estimates of the 
rise in the cost of living was certainly too low. 
Prices had risen more than 26 per cent by 
1943, perhaps more nearly 40 per cent; and 
by the end of the war they were probably 
about 50 per cent above the prewar level. 
Furthermore, some of the workers—those who 
had to move to new locations, to crowded in¬ 
dustrial centers or new war plants—^not only 
had the expense and trouble of moving, but 
often paid high rents for poor quarters that 
were in some cases definitely injurious to 
health. Finally, most of the jobs were tempo¬ 
rary, and the workers could not be sure that 
their former jobs would be open to them when 
the war was over. 

Fanners in war 

In a time of war prosperity, every class is 
prone to believe that it is not getting its full 
share of the inflation pie. Farmers were par¬ 
ticularly critical of the high wages of labor, 
yet it appears that fanners themselves gained 
more thm labor in the Second World War, 
as in most wars. Between 1939 and Jime, 
1943, while average earnings per hour in 
manufacturing industries rose 52 per cent, and 
earnings in non-manufacturing industries rose 


less than that, farm prices rose 107 per cent, 
and “prices paid by farmers" for what they 
bought rose only 39 per cent To quote Mills’ 
report again: “No other major producing group 
had gained so much since 1939 in the average 
unit value of its products or services." 

The fanners pointed out that these generous 
gross returns were not all velvet; that they 
had to pay high wages for help; that with farm 
implements and repair parts hard to get, they 
had many difficulties in their work; that they 
worked long hours; and that their womenfolk 
had to help a great deal with the work in the 
fields. All this was true. The long hours and 
the work done by farm women should be con¬ 
sidered as overtime and as an addition to the 
labor force which should be paid additional 
income, for when an industrial worker’s wife 
goes to work, she earns additional wages. On 
the other hand, in some respects the figures 
of farm prices undervalued the farmers’ rela¬ 
tive gains. Whereas a rise in the cost of liv¬ 
ing took away most of the industrial workers’ 
wage increases, fanners got much of their liv¬ 
ing from their own land, and their cost of liv¬ 
ing did not rise in the same proportion as 
prices. Furthermore, farmers were free from 
many of the hardships imposed by rationing; 
many of them lived better than they have since 
the First World War. 

Business profits in war 

It is often said that employers, businessmen, 
get the lion’s share from war prosperity; and 
certainly some of them do well, and a few do 
extremely well. Government figures indicated 
a rise of more than 100 per cent in the net 
profits of all corporations, after payment of 
taxes, between 1939 and 1943; profits reached 
the highest figure in our history. Such figures, 
however, are hard to appraise. There are, on 
the one hand, some reasons for believing that 
these figures may understate the profits actu¬ 
ally made, for actual profits can be hidden in 
various ways. Some corporations make exten¬ 
sive plant improvements and count them 
merely as upkeep in tax returns; in some cases 
the government pays for plant additions which 
are later likely to be given to the corporations 
by the government, or perhaps sold to them 
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for a song or two; many corporations spend 
large sums on advertising and building up 
good will which may yield profits in the future, 
but deduct the costs as business expense on 
their tax returns. The Securities and Ex* 
change Commission reported in August, 1945, 
that American corporations had 47 billion 
dollars in working capital, 23 billion more 
than in 1939, presumably built up out of 
profits. 

It may be some years before we shall know 
how well businessmen fared. Reconversion to 
peace production involves considerable ex¬ 
pense; and in spite of heavy wartime advertis¬ 
ing, some of them may have difficulty recap¬ 
turing consumer markets for goods which were 
not produced during the war. Doubtless most 
of them will do very well in their negotiations 
for the additional plants which the government 
built for them during the war; yet some of 
the plants may prove to bo of little value. 
Much of course depends on our tax policy, 
the maintenance or abandonment of price 
controls, and a hundred other factors that can¬ 
not be discussed here. But on the whole it 
seems likely that most adjustments will be at 
least satisfactory, and probably generous, as 
far as big business is concerned. For small 
business the situation is far different. 

Small business suflFered during the war. 
Some of it—^retail stores, repair shops, and 
small service industries—did indeed make 
handsome profits, but others were forced to 
close up for the duration. Most of the war 
contracts went to a relatively few giant con¬ 
cerns, although an effort was made to turn 
some of our war production to small manufac¬ 
turing concerns through subcontracting or 
otherwise. The big concerns got most of the 
business, not because the government wanted 
to favor them particularly, but because gov¬ 
ernment agencies, anxious to get the work 
done with the greatest speed and the least 
trouble, naturally turned to the large compa¬ 
nies that had the means and techniques for 
mass production. Many war goods, such as 
guns, tanks, airplanes, trucks, and ships, can 
be produced only by industries in which big 
concerns dominate—^the heavy industries, as 
they are called. Altogether, it seems likely that 
the war hastened the decline of small busi¬ 
ness. 


Financing war 

The government needs at least half the pro¬ 
ductive power of the country to wage total 
war, which means that it must have about half 
the national income to pay the costs of war. 
As we have seen, there are three ways of get¬ 
ting this money: by taxation, by Arrowing 
from the people, or by borrowing from the 
banks. There is also a fourth way; by issuing 
paper money. 

Theoretically, all the costs of war should be 
paid from taxes, and, practically, taxes should 
be raised as fast and as high as public opinion 
permits. Extremely heavy taxes would force 
consumers to curtail their personal expendi¬ 
tures, but that is exactly what the government 
wants; it wants labor and capital to shift from 
the production of civilian goods to war mate¬ 
rials. Assuming for the present that the total 
production of goods remains unchanged, it is 
clear that if the government takes from the 
people half of tlicir income, they can buy half 
as much as before, and half of the productive 
factors formerly engaged in producing civilian 
goods will have to shift to war production. 
This will be accomplished without any in¬ 
crease in purchasing power, without any of 
the dislocations caused by changes in the price 
level, without piling up debts for future gen¬ 
erations to worry about. 

If war costs are met by borrowing from the 
people, the immediate effect on the economy 
is the same as that of taxation. Both taxes and 
loans represent subtractions from the incomes 
of the people, a decrease in the amount spent 
for civilian goods; both tend equally, in the 
immediate situation, to drive productive capi¬ 
tal and labor from civilian industries to war 
production. The difference between the two 
is that money taken by taxation is not returned 
to the taxpayer, whereas the money that is 
borrowed will be paid back at some future 
date, and the lenders have government bonds 
to represent their loans. Borrowing from the 
people does not tend to raise prices, but it 
leaves debts which may be difficult to handle 
later, debts which, in the past, have usually 
been repaid in money of higher purchasing 
power. In wartime, particularly toward the 
end of a war, prices are high—^which mesms 
that the value of money is low—^and in the 
depression that has always followed great wars 
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in the past, prices are low, that is, die value 
of money is high* In paying war costs by loans 
from the people, the government is in the posi¬ 
tion of borrowing money of low purchasing 
power and later paying back money of high 
purchasing power—^a rather stupid policy 
which has nearly doubled the cost, to the gov¬ 
ernment, of the great wars of the past, includ¬ 
ing the First World War. 

The developments following World War II 
may be different. The government may be able 
to prevent a postwar slump in the price level, 
or, in view of our stupendous war debt, it may 
raise the price level and pay bondholders in 
money whose purchasing power is lower than 
that of the borrowed money. During and after 
the First World War, the French government 
raised the price level about 500 per cent, 
which amounted to the repudiation of about 
five-sixths of the debt. To the extent of the 
repudiation, such a policy amounts to taxation, 
but it creates grave incidental dislocations and 
injustice which would have been avoided by 
taxation, for it involves the partial repudiation 
not only of government debts, but of all other 
debts as well. 

The third method of paying for war, bor¬ 
rowing from the banks, is definitely infla¬ 
tionary. When the government borrows from 
the people, they have to reduce their expendi¬ 
tures for civilian goods to the extent that they 
lend to the government; hence such borrowing 
has no tendency to raise the price level be¬ 
cause it does not increase the amount of pur¬ 
chasing power. Borrowing from the banks, 
however, has far different consequences, be¬ 
cause the banks do not need to save the 
amoimt they lend to the government; they 
simply create it in the form of deposits. To 
the extent that the government borrows from 
the banks, consumers retain their former pur¬ 
chasing power and the banks create new pur¬ 
chasing power for the government; the gov¬ 
ernment then bids against civilian consumers, 
forcing prices up. With higher prices, tlie gov¬ 
ernment needs more money to buy war goods 
with, borrows more from the banks, bids prices 
still higher, and the rising spiral of inflation- 
increasing bank loans and higher prices—is on 
its dimb upward. 

This policy of financing the cost of war is 
entirdy unjustified, if not stupid. Borrowing 


from banks involves trading government credit 
(in the form of bonds) for bank credit (in the 
form of deposits), a transaction in which the 
government pays interest to the banks, al- 
Aough its credit is of course better than that 
of the banks. Why should not the govenunent 
borrow from its own banks, without any in¬ 
terest cost? There is no reason except that pri¬ 
vate banks would object. Why should not the 
government issue paper money for the pur¬ 
chase of war materials? There is no reason, in 
theory, why it should not do so, no reason why 
paper money should be any more inflationary 
than bank money. In practice, however, this 
might be a more dangerous policy, because 
it seems so easy. In the case of bank loans, 
the banks may exert a restraining influence on 
the expansion of loans, at any rate when their 
total mounts high enough to threaten their 
final repudiation. People might be more fright¬ 
ened if paper money were issued, because they 
know that governments usually resort to this 
only when they are desperate financially and 
can no longer borrow from the banks. But per¬ 
haps the people ought to be scared a little, 
for they might then be more willing to pay the 
taxes that war makes necessary. 

Most people are averse to paying the taxes 
needed to meet the costs of war. A great many 
people apparently believe that if they do not 
have to pay too heavy taxes they can make a 
lot of money out of inflation and that by bor¬ 
rowing the money we can pass at least part of 
the cost on to future generations. We saw, 
in the chapter on public finance, that this 
reasoning is false, that there is no way by 
which the financial burden of a war can be 
shifted on to future generations. Furthermore, 
the sacrifice of the people of this generation 
is in general approximately the same whether 
the war is paid for by taxes or by borrowing 
—^the sacrifice in the sense of abstinence from 
consumption, going without things. However 
the government gets the money to pay for 
war goods, consumers can have only as much 
goods as can be produced by the capital and 
labor that the government leaves for civilian 
production. If government takes half the 
nation's productive resources, civilian consum¬ 
ers* can have only what the other half can 
produce; whatever plan is used to defray the 
expenses of war. 
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The direct sacrifice of the people of future 
generations too, sacrifice in the sense of going 
without, will be the same whether we pay for 
the war by taxes or by borrowing from the 
people or from the banks. If we pay for it 
‘*cash down”—by heavy taxation—^there will 
be no postwar hangover of indebtedness, no 
debts and no bonds; if we pay for it by bor¬ 
rowing, there will be debts and bonds which 
will offset each other. The next generation will 
owe itself the amount represented by llie 
bonds; it will be in substantially the same 
position as u tliere were no debts and no 
bonds. (In any case, the next generation, like 
the present one, will of course be poorer by 
the amount of physical destruction and de¬ 
preciation incident to the war.) 

Does it, then, make no difference how we 
pay for war? The answer is that although it 
makes no difference in the direct burden on 
the people as a whole, it may make a great 
difference in the apportionment of that bur¬ 
den, and in the amount of the indirect burden 
imposed. As to the apportionment of the bur¬ 
den, in the first place, the general rule is that 
the more taxes are used, the greater will be 
tlie share of the war costs borne by the rich 
and well-to-do. If the costs of war were to be 
met almost entirely by taxation, all the people, 
including the rich, would have to give up all 
income above that needed for a modest living; 
and they would have no bonds stored away in 
vaults to reimburse them later. The rich and 
well-to-do would not necessarily lose any of 
their accumulated wealth-—except as all lose 
through the waste and destruction of war— 
but they could not increase their wealdi during 
the war. In the Second World War the very 
rich did pay extremely high taxes unless they 
were in some way able to evade them, but 
the well-to-do and moderately rich were not 
taxed so heavily. 

If the war is paid for by borrowing, how¬ 
ever, the rich do not fare so badly, for they 
can lend their surplus income to the govern¬ 
ment instead of giving it, and can increase 
their accumulation of wealth while the war 
is being fought. How much they gain depends 
to some extent on the tax system employed 
during and after the war. If the government 
pays its bond interest and gradually retires the 
bonds by levying heavy and steeply graduated 


income taxes, the rich will be somewhat in the 
position of paying interest to themselves and 
redeeming their own bonds; but if the govern¬ 
ment later raises a considerable part of its 
revenues through such regressive taxes as cus¬ 
toms duties, excises, and sales taxes, the bonds 
owned by the rich—^and most of them are 
likely to be held by the rich—will be paid 
partly by the poor. 

In the second place, the method of paying 
for the war makes a great difference in the in¬ 
direct burdens of war finance. If the costs are 
met by taxes, the people will suffer only the 
hardship of going without things; there will be 
no hangover of debt to worry about afterward, 
and no inflation. If they are met by borrowing 
from the people, there will be debts which 
later will inevitably present difficulties in fiscal 
administration, but no inflation. If the war 
costs are met by borrowing from the banks, 
there will be both debts and inflation, and the 
injustices and hardships that result from in¬ 
flation must be added to the necessary hard¬ 
ship of going without things. Here we must 
include all the dislocations of price relation¬ 
ships that result from inflation—^the unfair 
burden on creditors and salaried classes and on 
holders of life insurance; the hectic specula¬ 
tion that accompanies inflation; tlie disintegra¬ 
tion of business morals; and, perhaps worst of 
all, the almost inevitable deflation and depres¬ 
sion that follow inflation. If we had taxed more 
heavily in the war, we could have avoided 
these indirect burdens and our economy would 
be in far sounder condition. 

These simple principles must, however, be 
qualified. We assumed that production did not 
increase, whereas in war the economy speeds 
up and production increases. In World War 
II, as we have seen, this increase was amaz¬ 
ing —75 per cent, according to one estimate. 
Therefore the government could take half of 
the economic output for war, and yet the peo¬ 
ple had consideiably more than half of tfieir 
former output for civilian f'onsumption. They 
had half of a greatly enlarged output of goods. 
Except for automobile transportation, fuel for 
heating homes, and a few other items, civilians 
lived about as well after Pearl Harbor as be¬ 
fore, on less than half of the total economic 
output of goods, and some lived better than 
ever before. Since output increased greatly. 
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the supply of purchasing power had to be 
greater too, for otherwise prices would have 
declined. To keep prices at their prewar level 
would have required a considerable increase 
in bank loans or in some other form of money. 

Our fiscal policy in World War II fell far 
short of consonance with the principles ana¬ 
lyzed above. The record is disheartening evi¬ 
dence of the people's incapacity to understand 
even simple economic problems. In every 
major war in our history we have been unwill¬ 
ing to tax heavily enough, have tried to evade 
the real cost of war, have tried to shift it to 
future generations, and as a result have practi¬ 
cally doubled the costs. Although this record 
is clear, for all to read and consider, we have 
apparently not learned much from it. In fiscal 
year 1942, the government spent about 32 
billions, approximately 13 billions of which 
was raised by taxation; in fiscal year 1945, 
expenditures were about 90 billions, of which 
46 billions was raised by taxation. For fiscal 
year 1946, expenditures are estimated at 66 
billions and tax receipts at 36 billions, if taxes 
are not reduced. The federal debt, which now 
stands at 258 billions, is expected to climb to 
272 billions in July, 1946; and only an incor¬ 
rigible optimist will believe that it can long 
be held below 300 billions. 

Bank loans are not the only inflationary 
factor in the present situation. Money in cir¬ 
culation, which stood at 6.5 billions in January, 
1938, had increased to 26 billions in May, 
1945. On the other hand, consumer credit de¬ 
creased from 10 billions in 1941 to less than 
5 billions in 1945. 

Regulating the economy in wartime 

Unable, because of widespread opposition 
on the part of the people, to tax heavily 
enough to prevent price inflation, and unable 
to drain off enough civilian purchasing power 
through the sale of bonds, the government 
late in 1942 adopted a three-pronged program 
for controlling prices and apportioning con¬ 
sumers’ goods. This'program called for (1) 
regulation of retail prices, (2) rationing of 
scarce goods, and (3) subsidies to a very few 
producers. 

Price control. Any artificial regulation of 
prices of course means a partial abandonment 
of the price system, and that always brings 


infinite complications. It is in a sense a policy 
of sitting on the lid of the kettle when it is 
inexpedient to turn out the fire under it; yet 
price controls necessary. If too much pur¬ 
chasing power is left in the hands of con¬ 
sumers and the government depends on the 
price system to determine the prices of es¬ 
sential commodities, some prices will rise to 
a point where only the rich can buy them. 
If the government had left the distribution of 
gasoline to the action of a free market, the 
price would have soared, the rich would have 
been able to buy all they wanted, and people 
with modest incomes would have had to do 
witliout it. Such a policy would inevitably 
have aroused public resentment at a time 
when unity was most needed. 

The problem of keeping prices under con¬ 
trol was put in the hands of the Office of Price 
Administration, which was empowered to set 
ceiling prices on retail commodities, the prices 
chosen being those prevailing on a certain 
date, generally late 1942. Such a program in¬ 
volves many difficulties of administration. In¬ 
evitably conditions in the production of differ¬ 
ent commodities change; yet the OP A had to 
be careful in granting price increases lest it 
presently be buried under an avalanche of 
similar demands, many of them backed by 
powerful political blocs. Moreover, as costs 
of raw materials and labor rise, fixed retail 
prices impose a hardship on retailers and some 
manufacturers. Many manufacturers met this 
difficulty by cheapening the quality of their 
products. The quality of clothing, shoes, and 
many foods declined considerably after price 
control was instituted; an average shoe in 1945 
was estimated to give 30 per cent less wear 
than a 1941 shoe, which means practically a 
42 per cent increase in price. Clothing manu¬ 
facturers cut comers wherever possible; many 
clothes had skimpy seams or were made of 
cheap material. In some cases goods were "up¬ 
graded," and the poorer grades sold at prices 
formerly charged for the better grades; thus 
dresses which formerly sold for $1.98 brought 
as much as $3.98 under price control. The best 
grade of butter, the "93-score" butter, once 
constituted only about 10 per cent of the total 
supply; in 1945 90 per cent of the butter was 
said to be sold as "93-score." 

Such practices as these would not have been 
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possible if some effective system of grading 
and labeling of goods had been enforced; but 
Congress not only would not provide for that 
but it actually relaxed certain of the few al¬ 
ready existing provisions. 

Rationing. In the chapters on price we 
saw that any government-imposed price below 
the equilibrium price results in an excess in 
the amount demanded over the amount sup¬ 
plied. Since price control naturally had this 
result, the OPA, in order to hold down the 
demand, instituted a system of rationing, 
whereby the purchase of certain commodities 
was restricted. A ration book containing stamps 
was issued to each individual, and the proper 
number of stamps had to be given the dealer 
whenever any of the rationed commodities 
were purchased. This amounted, practically, 
to the creation of another form of money, the 
supply of which was limited by the OPA and 
distributed equally among consumers. The 
point values of the various commodities were 
changed from time to time in accordance with 
fluctuations in the available market supplies of 
those commodities. For instance, when the 
supply of certain kinds of cheese was tight, 
the point value was raised; when the supply 
became ample, cheese was sold point free; but 
when the supply dropped again, it went back 
on the ration list and the point value was 
raised. Housewives had to make up ration 
calendars in order to keep track of the time 
limits on the various stamps and the changes 
in the point values. The OPA borrowed an in¬ 
genious scheme from the British experience in 
making one type of stamp valid for the pur¬ 
chase of several commodities. Red stamps 
were used for meats, butter, cheese, and other 
fats; blue stamps for canned goods; airplane 
stamps for shoes, and so on. This gave the con¬ 
sumer some choice and so enabled him to 
meet his own preferences to some extent, and 
it made it possible for the OPA, by raising the 
point requirements, to shift the demand away 
from the scarcer to the more plentiful goods. 

Although rationing seems a fair way of dis¬ 
tributing definitely scarce goods, the OPA 
encountered many difficulties, die worst of 
which was the 'lilack markets"—secret and 
illegal markets where rationed goods were 


685 

sold, usually at high prices but without stamps. 
Black markets sprang up in meat, gasoline, 
radios, and a number of other commodities. 
That in gasoline reached scandalous propor¬ 
tions. In some cases service stations sold gaso¬ 
line without demanding coupons, and in other 
cases black market operators printed counter¬ 
feit gasoline coupons, some of which sold for 
as much as 50 cents a gallon. A black market 
even appeared in railroatl reservations, for 
speculators brought up reservations in advance 
and sold them to passengers, sometimes with 
the connivance of railroad agents, at profits 
running as high as $50. In some cases ration¬ 
ing was evaded quite legally, as when families 
ate at restaurants some of the time and so 
increased their meat rations. It is difficult to 
see how this could have been prevented. 
Black markets could have been largely 
stamped out if public opinion had been 
strongly and patriotically behind the rationing 
program, but it was only lukewarm. Heavy 
penalties might have had some effect, but this 
is doubtful, for black markets flourished in 
Geimany under Hitler, in spite of the fact 
that their operators were liable to the death 
penalty.® 

Subsidies. A third way of fighting inflation 
is through the use of subsidies. \\^n the 
government for some reason desired to pre¬ 
vent price increases but the necessary supply 
was not forthcoming because of the price ceil¬ 
ings, subsidies were given either to all pro¬ 
ducers, as in the case of meats, flour, butter, 
and milk, or to the high-cost producers only, 
as in the case of copper and crude oil. Sub¬ 
sidies do not provide a generally effective way 
of fighting inflation. If the government allows 
prices to rise, consumers will pay for the in¬ 
crease, whereas if it holds prices stable and 
subsidizes producers, taxpayers will pay it; 
the cost is approximately the same in either 
case. Yet there may be fairly good reasons for 
using subsidies. In the first place, price in¬ 
creases put a burden on all consumers, some 
of whom may not be earning high wages or 
may even have lost much or all of their income 
because of the war. For them, subsidies are 
obviously fairer than price increases. In the 
second place, it may be wise to keep prices of 


• For descriptions of American black markets, see Saturday Evening Post, July 25, 1942, p. 22; and 
?Af, August 29, 1944, p. 13, and September 11, 1944, p. 14. 
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certain commodities down, in the interests of 
health or morale. Milk is essential to health, 
particularly for babies and children; and the 
government may be justified in using a subsidy 
to keep its price within the reach of all, and 
its supply adequate. In the third place, where 
a commodity is a highly important element in 
the cost of other commodities, any increase in 
its price is likely to be ‘pyramided** in succes¬ 
sive markups until consumers are paying much 
more than the original increase. A subsidy may 
be justified to avoid this. In the fourth place, 
and far more important, when price ceilings 
are set and a few of them prove too low to 
bring out the necessary supplies, subsidizing 
the producers of those few commodities is less 
likely to create a widespread demand for 
higher prices than would raising the estab¬ 
lished price ceiling. Like price ceilings and 
rationing, however, subsidies are a poor sub¬ 
stitute for taxes stiff enough to soak up excess 
purchasing power 

In summary, it must be said that the OPA 
did a fairly effective job in price control, in 
spite of aU the difficulties put in its way by 
Congress and by the farmers and business¬ 
men and other inflationary interests, and in 
spite of the difficulties inherent in the task of 
price control—or perhaps we should say in 
spite of the impossibility of doing such a job 
well. 

The capitalist spirit in war 

Our consideration of the problems of taxa¬ 
tion, inflation, and price control brings out 
one of the disadvantages under which a capi¬ 
talist society must work in fighting total war. 
Not only is capitalism more democratic than 
Fascism, less highly centralized and autocratic 
in its political structure and functions and 
therefore less easily converted to war, but its 
motivation is such as to make war difficult 
both to prosecute and to finance. In a Fascist 
country, war is held up as the highest form of 
activity, and people are accustomed to make 
sacrifices for the state; but in a capitalist 
society people are assumed to be motivated by 
the de^e for profits, and there is no profit 
to be made in paying taxes, no profit to the 
people as a whole from a national catastrophe 


like war. Steeped in the philosophy of acquisi¬ 
tion, accustomed to seek financial gain, they 
try to evade the hard necessities of war 
finance. To wage total war successfully and 
pay for it in such a way that they know they 
are paying for it—^by taxation—^people who 
have followed the lure of the dollar all their 
lives must forget about dollars and personal 
enrichment and the pleasures of good living; 
many will have to see their own fortunes 
dwindle and their factories, stores, farms, and 
homes depreciate while the labor and produc¬ 
tive capital that once maintained them is de¬ 
voted to war production. 

Inevitably many people do not change their 
aims, but continue to seek personal gain in 
what can be only a general disaster. Most 
classes clamor greedily for an enlarged share 
of the diminished total. Businessmen in war 
production demand and usually receive gen¬ 
erous and in some cases princely profits, for 
the tacit assumption is &at otherwise they 
will refuse to aid the war effort. Farmers re¬ 
sist all efforts to control the prices of their 
products and demand higher incomes than 
they received in peacetime. Laborers demand 
and are paid better wages than ever; and con¬ 
tract agents, leeches, and grafters try to chisel 
fees and commissions and percentages on any¬ 
thing and everything. The soldiers and sailors 
and aviators who bear the real hardships and 
risks of battle must be content with merely 
nominal incomes; their reward is glory—while 
the home folks make the money. Let a meas¬ 
ure calling for heavier taxation be introduced, 
and every economic class is up in arms im¬ 
mediately. The rich want a heavy sales tax 
so that the burden will fall on the masses, the 
poor want to “soak the rich** through heavier 
income taxes, bondholders protest against taxes 
on bonds—everybody wants someone else to 
pay the taxes. A profit-motivated society at 
war does not present a pretty picture. It sug¬ 
gests Ben Marsh's definition of democracy; 
“Democracy is the art of trying to pass the 
buck to Providence and the bill to posterity 
while living off the next generation.** Trying 
to do these things, of course, and we can pass 
the buck to Providence; but the other things 
we cannot do. 


^ For a careful analysis of the subsidies problem, see an article by J. P. Watson in the Pittsburgh BuH* 
ness Beview, August, 1943. 
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Postwar problems: international relations 

When the news came that Japan had sur¬ 
rendered, there was much blowing of whistles 
and hon^g of horns, much hilarity over the 
ending of the war, yet less than there had 
been at the end of World War I. This time 
many people, to their great credit, seemed to 
find their happiness diluted with a feeling of 
uncertainty, perplexity, or even helplessness, a 
feeling that the end of the war did not neces¬ 
sarily mean the establishment of a lasting 
peace, that the work of insuring the peace was 
only well began. 

In formulating international policies, the 
United Nations are confronted by two di¬ 
vergent possibilities. They can try to rebuild 
the world along the old imperialist pattern, 
restoring the status quo with respect to colo¬ 
nies and other territory, except for what is 
taken from the defeated Axis powers, and re¬ 
establishing wherever possible the old landed 
and industrial aristocracies that ruled before 
the war. Or they can try to establish real de¬ 
mocracy with respect to colonies and interna¬ 
tional relations and to the internal government 
of both the hberated and the defeated nations. 
Let us see what each of these possibilities 
means. 

An imperialist peace. An imperialist peace 
would mean that Great Britain would retain 
her present colonies, including India, Burma, 
and Malaya, her control over tlie Mediter¬ 
ranean area—^Egypt, Greece, much of the 
Near East, and the Suez Canal—and at least 
part of her imperial rights in China, perhaps 
Shanghai and Hong Kong. Moreover, her em¬ 
pire would be enlarged by the lands taken 
over from the Axis, including a lion's share of 
Italy's African colonies. France would pre¬ 
sumably recover all or most of her former 
colonies but would receive no large share of 
the Axis colonial spoils because she was forced 
to abandon the war soon after it began. The 
Netherlands would recover her rich East In¬ 
dian possessions, Belgium would retain her 
African colonies, and China might be freed 
from some but not all of Britain's imperialist 
claims. In Europe, Poland has already been 
given most of East Prussia but has ceded part 
of the Ukraine to Russia. The U.S.S.R. has 
already taken the Baltic provinces of Latvia, 
Estonia, and Lithuania, and a small but valu¬ 
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able slice of Finland; she has already assumed 
a measure of control over the Balkan states, 
except Greece; and she is likely to demand 
certain rights in the Dardanelles which would 
give her access to the Mediterranean Sea. Great 
Britain would of course object to this last, as 
she has for a hundred years; but Soviet Rus¬ 
sia may be strong enough to take pretty much 
what she wants. In an imperialist peace, Eu¬ 
rope would be divided up into spheres of in¬ 
fluence, each dominated by one of the victor 
nations; in fact, she is being so divided. The 
United States will not want colonies but is 
likely to retain air bases over much of the 
world, and control over a great deal of the 
Pacific area. Our vaulting ambition is well in¬ 
dicated by our present occupation of part of 
Korea. 

As to the internal administration of the 
defeated nations, an imperialist peace would 
provide, at least as far as the Soviet Union 
permits, for regimes similar to those that ex¬ 
isted before the war, or in some cases definitely 
Fascist regimes. In Germany the big land- 
owners and industrialists would not be dis¬ 
possessed, and the socialists and communists 
would not be given much power by occupation 
authorities. In the part of Germany occupied 
by Russia, this sort of dispensation has already 
been thrown overboard, for Soviet Russia has 
been breaking up big landed estates and ex¬ 
propriating the wealthy industrialists. She has 
done this not only in Germany but in Austria 
and some of the Balkan states. In Japan, an 
imperialist peace would maintain Hirohito on 
the throne, and would try to suppress any 
radical uprising of the people. 

Some of the liberated countries would be 
similarly provided with conservative or quasi- 
Fascist regimes—^such as that of Greece, for 
instance. France might again be delivered over 
to the industrialists who helped sell her out to 
Hitler. In the Netherlands and Belgium the 
big industrialists would reopen for business at 
the old stand. 

The final provision of an imperialist peace 
would be the retention and possibly even the 
extension of the network of tariffs that have 
strangled world trade in the recent past. The 
same forces that would be able to prevent the 
democratization of the economy would be able 
to secure the tariffs that would be to their ad- 
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vantage. Each nation would try to become 
more and more independent of foreign trade, 
and the result wduld be the lowering of the 
standard of living in most countries. 

What is the matter with such a peace? In 
the first place, it would mean continued re¬ 
sentment on the part of the colonies, and of 
the masses of the people in Europe. For some 
decades there has been throughout the world 
a rising tide of insurgence among the disfran¬ 
chised colonials and among the propertyless 
workers in capitalist countries, a demand for 
a better status, more of the good things of life. 
Before the war this demand was met by vari¬ 
ous compromises—^in the United States, by 
the New Deal. But it will be more insistent 
now, and it will be backed by a greater pro¬ 
portion of the people, for the ravages of war 
have left many former members of the middle 
class without property and without their former 
loyalty to business overlords. Few of them will 
return willingly to the status quo. In the sec¬ 
ond place, such a peace would have to be 
maintained by an alliance of the victorious 
powers; and such alliances have never endured 
for long. Such an alliance would be particu¬ 
larly hard to maintain because it would in¬ 
clude Soviet Russia, and the powerful capi¬ 
talist nations have long made a religion of 
hating communism. 

Another objection to an imperialist peace 
is that it would inevitably lay the kindling for 
the Third World War. It would not meet the 
needs and aspirations of the peoples of the 
world. A return to the status quo would be a 
return to the conditions which spawned Mus¬ 
solini and Hitler and which would spawn other 
Mussolinis and Hitlers. 

A democratic peace* What are the general 
outlines of a healing, democratic peace? To 
draw up any comprehensive plan would be 
beyond the proper scope of this book, but a 
few suggestions will be offered. A democratic 
peace must recognize that colonies are not 
mere pawns in the chess games of selfish im¬ 
perialist powers, that the peoples of India and 
Sumatra and Java and Libya and the Congo 
are not agricultural and industrial peons to be 
exploited for the enrichment of European 
financiers and industrialists. It must recognize 
that European workers are not industrial can¬ 


non fodder to be used for the enrichment of 
cartel owners and operators. 

In international relations, a democratic 
peace would abolish economic imperialism, 
and substitute freedom for certain colonial de¬ 
pendencies—India, for instance. If such colo¬ 
nies as the East Indies and most of those in 
Africa are considered not yet ready for self- 
government, it would release them from the 
domination of European powers and would 
place them under an international commission 
which would manage their affairs for the 
benefit of their own people rather than the 
enrichment of foreign investors. 

A healing peace would provide more rather 
than less democracy in both the defeated and 
the liberated nations. In Germany, for in¬ 
stance, it would necessarily mean socialization 
of the great cartels, expropriation of the Junk¬ 
ers and of the wealthy industrialists who 
financed Hitler's rise to power, and division 
of the great landed estates among small farm¬ 
ers. This would eliminate the powers largely 
responsible for German militarism. A similar 
policy would be applied in Japan, Italy, 
France, Poland, and the Balkan States. In 
Ghina, it would mean the reversal of the 
Fascist policies of Chiang Kai-shek. Such a 
democratic policy would serve notice to all the 
peoples of the world that the Four Freedoms 
are living principles and not political bun¬ 
combe. 

Finally, a democratic peace would call for a 
world-wide and drastic reduction of tariffs. 
Since tariff making is one form of waging war, 
it might have to be put under international 
control. This would give producers throughout 
the world assurance that the export industries 
they build up would not be exposed to the 
danger that sudden changes in tariff policies 
in other countries might ruin their foreign 
markets; and it would raise the standard of 
living over all the world, which would in itself 
promote peace and good will, for, as Shake¬ 
speare observed, fat people are less likely than 
lean to stir up trouble. 

Attractive as such a peace is to people of 
democratic sympathies, it seems unlikely to 
be realized fully. Up to the present time^ the 
foreign policies of Great Britain and the 
Unit^ States have been generally hostile to 
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democracy or even favorable to Fascism. Yet 
there are hopeful factors in the situation. The 
new socialist government of Great Britain may 
turn away from imperialism to some extent, 
may even support democratic forces in other 
countries, if it is not overtlirown by powerful 
capitalist forces at home and abroad. The 
Soviet Union has already strengthened demo¬ 
cratic elements in some of the countries under 
her influence—^the Balkan States, for instance 
—^but whether Soviet influence will be good in 
the long run we cannot tell. 

The deveiopment of the atomic bomb has 
raised perturbing problems in international re¬ 
lations. As a decisive factor in the defeat of 
Japan the bomb was greeted with joy, but it 
is not certain that it will help to preserve the 
peace, not certain even that it may not be the 
means of destroying civilization itself. Im¬ 
measurably destructive, even in its present 
stage of development, it will be improved; and 
there can be no assurance that the human race 
can be trusted with so destructive a force. As 
long as the United States alone can produce 
the bomb, it will vastly strengthen our power 
in international affairs; and since our foreign 
policy has usually been anti-democratic, this 
means that it will strengthen the reactionary 
forces in the world which were already too 
strong. But other nations will learn to make 
the bomb, and then war may mean the ob¬ 
literation of cities everywhere. Will we be 
forced to retreat to the caves from which pre¬ 
historic man ventured many thousands of years 
ago? That seems to be the prospect unless we 
can assure world peace. The atomic bomb 
presents the strongest argument for peace that 
has appeared in a century, but it offers no as¬ 
surance that there will be peace. 

Immediate postwar adjustments at home 

It will take several years to get back to a 
peacetime economy. Some of our soldiers are 
already coming home; some will remain abroad 
as armies of occupation; the others will be 
brought home as quickly as possible—perhaps 
a two-year job. Millions of people are going 
back home to the civilian jobs they left when 
war broke out; a million new homes will be 
needed for them and for others, and a million 
or so that were hastily put up in war produc¬ 
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tion centers will be scrapped. War contracts 
of some 22 billions are already being termi¬ 
nated; an estimated 50 to 100 billion dollars* 
worth of surplus property of various kinds— 
war plants, land (14,000,000 acres), shipping, 
trucks, jeeps, airplanes, and stockpiles of raw 
material, among other things—^will have to be 
disposed of; factories will have to retool for 
civilian production, indeed are already doing 
so. To add to our domestic troubles, hundreds 
of millions of hungry, ill-clothed, ill-housed 
people in Europe and Asia will need food and 
clothing and shelter, and we should help them 
for a year or two. 

Our fiscal situation will be very difficult. 
Our national debt will be staggering—^at least 
300 billions. Federal expenses for many years 
in tlie luture will remain far above the prewar 
level—perhaps as high as 30 billions, which 
is four times the level of ten years ago. The 
soldiers must be brought home and put back 
in civilian jobs, those who are not disabled; 
and disabled veterans must be cared for gen¬ 
erously. We have an immense navy of some 
1500 combat vessels—greater than the com¬ 
bined fleets of all the other countries in the 
world—and its maintenance will be very ex¬ 
pensive, for it wiU require expensive naval 
stations scattered over much of the world, and 
a personnel of some 2,000,000 men. We have 
a huge fleet of war planes, some of which will 
be retained for defense; and for them we 
must have airfields throughout the Pacific area 
and elsewhere. The army will be kept above 
its prewar strength. 

The country is out at the heel in a thousand 
ways. Homes and apartments, business build¬ 
ings, factories, streets and highways, railroads 
and railroad equipment—except that which 
was used largely for hauling war materials— 
are in a state of more or less disrepair or dilapi¬ 
dation. Furnaces, refrigerators, radios, vacuum 
cleaners, stoves, and other household furnish¬ 
ings are old and* worn out. Automobiles are 
likewise old, and tires are ready for the scrap 
heap; the country needs about 16,000,000 new 
cars and 75,000,000 new tires. 

Business analysts often point to such short¬ 
ages as a favorable condition in the immediate 
postwar period. They assume that because of 
the severe shortage of most commodities the 
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domestic market will be strong for several 
years, since the people will have, in war bonds 
or other savings, the financial means of buying 
freely. 

The First World War was followed by two 
years of wild prosperity, and this may well 
occur again; moreover, it may last even longer 
because the shortages are more acute. It is one 
of the paradoxes of capitalism that if the peo¬ 
ple are sufficiently impoverished they may have 
business prosperity. 

Long-run postwar problems 

Some time in the relatively near future, if 
capitalism has not suddenly and completely 
changed its spots, there will be a depression, 
perhaps even more severe than the depression 
of 1929-1939, unless the government takes 
bold and energetic steps to head it off. Our 
national debt will be nearly ten times as high 
as the debt that looked so formidable at the 
end of World War I, and taxes will be high. 
The productivity of industry has increased so 
much that with output only as high as it was 
at our prewar peak (1929) 15 to 20 million 
people will be unemployed, which means that 
we shall have to produce much more than ever 
before and that consumers must be able to buy 
much more. After the wartime savings have 
been spent, we shall again face the old prob¬ 
lem of distributing enough purchasing power 
among consumers to keep industry operating. 
We could not do this during the ten years 
before the war, and there is little reason to 
believe that, with all the accumulated burdens 
and maladjustments of the postwar period, we 
shall be entirely successful in the coming years. 
Since a depression, once well under way, may 
well develop into a widespread catastrophe, 
tile government will use every possible means 
—^including, no doubt, some measures that 
may be unwise—^to prevent it from gaining 
headway. Economists and government officials 
are already working on plans for public works, 
public housing, reforestation, and land recla¬ 
mation, to be put into operation at the first 
sign of a recession. Such a situation puts the 
government between the devil and tiie deep 
blue sea. If it allows a recession to gain 
momentum, the ensuing depression is likely 
to be so severe as to jar the very foundations 
of our economic order; and if it resorts to 


further borrowing to provide employment, it 
will increase the already fantastic burden of 
public debt. Facing such a situation, it may 
well undertake some public works projects, 
but with such timidity as to fail in its objective 
of providing full employment—as in the 
pump-priming eflForts of the 'thirties. 

The debt. A host of other economic prob¬ 
lems will have to be faced. There is the federal 
debt, in the first place. What shall we do 
about it? Three alternative courses are open 
to us. We may try to pay it off, we may leave 
it as it is and pay only the interest on it, or 
we may try to reduce the burden of it by 
inflating the price level and thus repudiating 
it in part. To pay it off as rapidly as possible 
would be deflationary, because it would in¬ 
volve canceling the bank deposits which were 
created for the loans to the government. It 
would also require extremely heavy taxes, 
probably heavier than could be paid without 
generating a recession. We may assume, there¬ 
fore, that there will be no vigorous policy of 
debt payment, and that we shall follow the 
second policy, of paying only the interest on 
the debt. If, however, we are obliged to in¬ 
crease the debt greatly because we are con¬ 
tinuously unable to balance the budget, we 
may resort to the third policy, inflation. The 
government could save most of the interest 
on its bank loans—several billion dollars a 
year—^by borrowing from its own banks, the 
Federal Reserve banks, and paying off the 
bonds held by private banks, but the opposi¬ 
tion of the banks would doubtless make this 
impossible. The debt, like the poor, we will 
'liave with us always.” 

Taxation. With government expenses run¬ 
ning at high levels for the indefinite future, the 
problem of taxation will perennially plague 
us. If we are to avoid a spiral of federal deficits 
and inflation, we must tax heavily; yet taxes 
probably wiU have to be reduced, and the 
entire tax system revised, if business is to be 
encouraged. Various tax experts are already 
working on the revision of our tax system to 
encourage industry. Harold Groves, one of the 
most competent of these, has suggested a 
number of changes designed for this purpose, 
among them being the following: 

1. Combine corporate and personal income 
taxes, and reduce the corporate income tax 
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drastically and the personal income tax mod* 
erately. 

2. Repeal the excess profits tax so that busi¬ 
nessmen will be willing to go into untried 
fields of production* We have already seen 
that this tax takes most of the profits above a 
certain level and thus discourages risky under¬ 
takings. If such ventures yield profits, the gov¬ 
ernment takes most of them, and if they lead 
to losses, the entrepreneurs suffer. Such a tax 
offers no encouragement to venture capital. 

3. Revise the personal income tax to make 
it more equitable and to plug evasion loop¬ 
holes. 

4. Retain but revamp the death tax. 

5. Avoid federal sales taxes.^ 

Labor problems. It is doubtful if any con¬ 
ceivable revision of the tax system will keep 
industry operating at full capacity to provide 
full employment for labor. The same mo¬ 
nopolies that have restricted production in the 
past are still in operation, and their power has 
grown during the war, as small business has 
declined. Furthermore, a capitalist economy 
must operate by fits and starts, and efforts to 
make it function steadily at full capacity may 
well create new difficulties for business enter¬ 
prise, as the New Deal did. Yet influential 
politicians, and even a few leading business¬ 
men, have promised full employment; and 
many people will be content with nothing less. 

Other labor problems are likely to be more 
serious than ever before. Union officials report 
imion membership at some 14 millions, by far 
the highest in our history; and these laborers 
have had steady work at high wages during 
the war. Unless the price level rises consider¬ 
ably, some wages will have to be scaled down 
if employers are to operate profitably; but 
labor, perhaps with the support of the govern¬ 
ment, will fight any proposals for wage reduc¬ 
tion. Wages of some other types of labor have 
been frozen too low, and there will be de¬ 
termined efforts to get them up. Labor and 
capital are already gathering their forces for 
war, and in that war anything can happen. 

Internatiorud trade and tariffs. Critically 
important will be the problem of reviving 
international trade. The United States will 
have surpluses of some products which she 


must sell abroad if they are to bring re¬ 
munerative prices; and most other countries 
must produce export surpluses of some com¬ 
modities if they are to prosper. Great Britain 
particularly must build up a tremendous 
volume of foreign trade if she is to maintain 
even her prewar standard of living. She has 
lost most of her foreign credits and has in¬ 
curred debts amounting to many billions; the 
annual interest payments alone would call for 
heavy exports of goods. Our own situation is 
not so critical, but if we are to dispose of our 
surpluses and receive interest on our loans 
abroad—in goods, of course—our tariff policy, 
and tlie policies of other countries, must be 
drastically revised. The economic health of 
the world demands this, but up to the present 
there has been little evidence of public interest 
in tariff reduction. Polls of public opinion may 
show growing popular intelligence on most 
questions, but the tariff remains a blind spot 
in the public eye. 

Investments abroad. Already business lead¬ 
ers are planning to invest what they call our 
"surplus” capital abroad, in the devastated 
countries for rehabilitation, and in backward 
and undeveloped nations and colonies for in¬ 
dustrial development. It is doubtful, however, 
if such investments will in the long run con¬ 
tribute either to the prosperity of the United 
States or to the peace of the world. We should 
help the devastated nations as much as is 
necessary to enable them to restore reasonable 
living standards, for himgry people are un¬ 
likely to I e peaceful; but we should now know 
that foreign investments, made for strictly 
business purposes, whether in impoverished 
and devastated countries or in backward na¬ 
tions and colonies, often cause international 
friction. Our loans to European nations dur¬ 
ing and after World War I brought us the 
reputation of being an international Shylock; 
our investments in those countries, such as the 
Ford plant in Germany, involved unfortunate 
complications even before World War II; and 
investments in undeveloped countries and colo¬ 
nies are usually the prelude to imperialist poli¬ 
cies which cannot contribute to world peace. 
Furthermore, such investments should ration¬ 
ally be made with the aim of receivmg some 


^ Harold M. Groves, Production, Jobs and Taxes. 
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future return on them, in goods; and of course 
we maintain tarifEs for the specific purpose of 
shutting out goods. And finally, we have no 
surplus capital in the sense that we have more 
than is needed to produce the goods our people 
need; 

Monetary plans. Tariff reduction should 
be accompanied by the creation of an efficient 
and satisfactory world monetary system. The 
war wrecked the monetary systems of a great 
many countries, and inflation in varying de¬ 
grees of virulence stalks across almost every 
land. Before there can be any economic health 
in such countries as China, Japan, India, 
France, Italy, and Greece, a new and stable 
monetary system must be set up. British and 
American monetary experts have been work¬ 
ing on the problem of a world monetary sys¬ 
tem, and it is possible that some progress may 
be made; however, the details of the present 
plans are too complicated to be presented here 
or to be understood by the people. In spite of 
their inability to understand so complicated a 
question, our people do not entertain the un¬ 
fortunate preconceptions which prevent them 
from understanding the tariff issue; hence 
there is a chance that we shall be able to solve 
the monetary problem with some success. At 
least one thing is certain at this stage—^what¬ 
ever monetary system is proposed must be 
international in character. 

International cartels. Most of the inter¬ 
national cartels which hampered our efforts 
early in the war are still operating secretly 
and will continue to do so, perhaps will even 
expand their activities unless something is 
done about them. They were one of the means 
by which Hitler came near to world conquest, 
which means that no democratic government 
can be secure until they are brought imder 
control; but the means of controlling them is 
not yet clearly evident. The abolition of in¬ 
ternational patents might achieve something; 
but a few authorities are of the opinion that 
nothing less than the abolition of all private 


patents, national as well as international, will 
solve the problem. The experts are not in 
entire agreement as to its solution; yet the 
people must tackle it as best they can. 

Conservation of resources. The vast waste 
of war has left us, in a more acute form than 
ever before, the problem of the conservation 
of our resources, a problem that we shall have 
to face not for a few years but for all time. We 
have fed our timber, our irreplaceable iron 
and copper and lead ore, our coal and petro- 
leiun and natural gas, into war s greedy maw 
without stint; and the depleted reserves with 
which we are left must be conserved carefully 
if future generations are to have the essentials 
of a good life. If we cannot find ways of doing 
this, the future is indeed dark. 

Conclusion 

So, in these troubled postwar years we face 
many dijBBcult economic problems. An intel¬ 
ligent citizenship might be able to solve them; 
but the carefree, happy-go-lucky days when 
problems could be solved by ignoring them are 
gone forever. No longer will the people be able 
to take their democratic liberties for granted; 
they must be defended against hostile forces 
within and without the country. We must read 
and study and debate; we must learn about 
the isms that threaten us, not from propa¬ 
ganda for or against, but from disinterested 
sources; we must maintain open minds on 
critical issues; we shall have to adopt new 
ideas, new attitudes, suited to the problems 
of a rapidly changing world. If we can and 
will do all these things, we may be able to 
preserve our democratic way of life. The task 
is difficult, but the issue involved is nothing 
less than the preservation of American de¬ 
mocracy an,d of American civilization, for 
there can be no worth-while civilization with¬ 
out democracy. Let it not be said presently, 
in the words of Isaiah; ‘Therefore my people 
are gone into captivity, because they have no 
knowledge.'* 


QUESTIONS 

1. The Second World War was to some extent an imperialist war, but it had other important 
characteristics. What were they? What evidence is there that this war represented, or arose 
out of, a class struggle? 

2. Explain the tremendoiis cost of this war, as compared with the costs of other wars. 
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3. Describe some of the methods used by the government in fixing prices for war supplies 
and equipment. Wliy are these prices usually very high? 

4. What do you mean by “total war ? What is new about it? 

5. If the government took by taxation the share of the national income that it needs for 
war purposes, could it depend on the operation of the price system to allot production 
between it and civilians and to distribute civilian goods among consumers, thus avoiding 
the diflBculties of rationing? Why or why not? 

6. Summarize briefly our government's labor policy during the war. Was it reasonably suc¬ 
cessful? Why or why not? 

7. Discuss the relative status of laborers and farmers during the war. How did small business 
fare? 

8. As a m^ ans of financing a war, compare borrowing from private banks, borrowing from 
goveniment banks, and issuing paper money, as to inflationary effect, burden on the 
present generation, and burden on future generations. 

9. Describe the rationing system used by the OPA. Why was the OPA unable to prevent 
black markets? 

10. Where were subsidies used by the OPA during the war, and why? 

11. Describe roughly a possible imperialist peace settlement. What would a democratic peace 
provide? Why does such a peace seen unlikely? 

12. Why will our government expenses be high for some time to come? 

13. Is a depression likely in the relatively near future? Another New Deal? How would we 
pay for another New Deal? 

14. Why do we not dare to pay off the war debt? 

15. What changes in our tax system have been suggested to stimulate postwar business? 
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324; principle of acceleration, 314, 316; pros¬ 
perity phase, 313 ff.; pump nriming, 321, 322; 
recession phase, 317, 318; relief spending, 323; 
revival phase, 313; savings and, 315; social 
credit scheme, 320, 321; speculation and, 314, 
315; stamp money, 323; theories of, 318 ff.; 
Townsend plan, 322, 323; types of, 312; varia¬ 
tions in, 318 

Business labor unions, 403 
Business leaders, F. W, Taussig on, 473, 474; For¬ 
tune study of, 464 

Business organization, 88 ff.; corporations, 90 ff.; 
entrepreneurships, 88; indiviaual proprietor¬ 
ships, 88; partnerships, 88, 89, 90; types of, 
88 

Business prediction agencies, 318 
Business pressure organizations, cohesion, 544, 
545; in politics, 545, 546; invisibility, 545; re¬ 
sources, 545; staying power, 544 
Business success and social contribution, 532 
Businessmen in times of falling price levels, 303 
Butler, General Smedley, on Wall Street Fascist 
coup, 668 

Bye, Raymond T., definition of capital, 76, 77; 
on complex combinations, 115; on market 

S rices, 196 

esby, H. M., and Co., holding company opera¬ 
tions, 103, 104 

By-products, and combination, 114; and large- 
scale plants, 112 

Calcium carbide, price agreements among pro¬ 
ducers, 130 n. 

California, gold discovered in 1848, 278, 279 
California Fruit Growers' Exchange, auctions, 
204 n.; destruction of part of supply, 208; es¬ 
tablishment of, to protect producers from ex- 
ploitation, 326 

California fruit ranch corporations and labor un¬ 
ions, 411 

Calumet and Hecla Mining Co., overcapitaliza¬ 
tion of, 91 

Calvinism and economic productivity, 62 
Campaign expenses, contributions by rich, 545, 
546 

Canada, compulsory investigation of labor dis¬ 
putes in, 418 
Canal building, early, 78 
Cannan, £., 39 n. 

Canned milk, patents on, 129 n. 

Canned peas, allocation of prhduction, 131 
Canned salmon, price leadership in production, 
131 n. 

Canned soup, monopoly in, 140 n. 

Capital, 76 n.; ancient forms of, 77; and durable 
goods, 80; and forced saving, 81, 82; and 
roundabout production, 79; circulating, 77; con¬ 
version of savings into, 83, 84; defined, 8, 76; 
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Capital—( Continued) 

difiPerent conceptions of, 76; distinguished from 
consumers' goods, 79; distinguishea from land, 
29; fixed, 77; floating, 76; free, 76; growth of, 
in U. S., 78; history of, 77, 78; importance of, 
in modern times, 8; interest as payment for 
use of, 423, 426; money as, 82, 83; production, 
in business wcle, 314; result of saving, 81-83; 
specialized, 76 

Capital gains and losses under the income tax, 
492 

Capitalism, and acquisitiveness, 7, 535 ff.; and ap¬ 
portionment ancL production of goods, 6, 7, 
and freedom, 7, 553, 554; appraisal of, 
530 ff., 542 ff., 556 ff.; as a game, 533, 534; 
association between wealth and social service 
as assumption of, 532, 533; assumptions of, 
530 ff.; ‘^boundless acquisition” under, 536, 537; 
business control under, 542 ff.; capitalist econ¬ 
omy, requirements for sound, 574; competition, 
need for, in sound capitalist economy, 574-579; 
credit, excessive use of, and, 580, 581; criti¬ 
cisms of, 530; decline of, 570 ff., 583 ff.; de¬ 
fense of, 553 ff.; economic inequality and, 583, 
584; expansive character of, 537; extemaliza- 
tion of life under, 537; freedom under, 553, 
554; government interv'ention and, 591-595; im¬ 
perialism and, 556 ff.; international relations, 
stability in, and, 588-591; international trade, 
freedom of, and, 588-591; market price as sat¬ 
isfactory indicator of production under, 533; 
materialistic in spirit, 7, 535 ff.; New Deal and, 
57, 570; pessimism regarding, 572, 573; physi¬ 
cal expansion, need for, 586^88; physical ugli¬ 
ness of, 535; pioneer life ideal for, 574; popu¬ 
lar desire needed to retain, 594, 595; price 
flexibility, need for, in sound capitalist economy, 
579; price level stability, need lor, in sound 
capitalist economy, 579, 580; production guided 
by prices under, 6, 185 ff., 533; productivity 
of, 553; rational self-interest as assumption of, 
530-532; shift from, to otlier systems, 573, 574; 
sound money, need for, in sound capitalist 
economy, 579, 580; .spiritual ugliness or, 535, 
536; survival of fittest as assumption of, 532; 
vices of, 534 ff.; wastes of, 538 ff. 

See also Business control; Imperialism 
Capitalist spirit, and other systems, 537, 538; in 
advertising, 537; in war, 686 
Capitalists and Fascism, 649, 650, 651, 652, 653, 
655, 658, 659 

Capitalization and rate of interest, 422, 423 
Capone, Al, 133 

Carey, Henry C,, on Malthusian doctrine, 39 
Carlyle, Thomas, on “pig trough philosophy,” 163 
Carnegie, Andrew, luck of, in profits, 467, 468, 
469; on variations in profits in steel industry, 
137; profits from tariff, 82 
Cartels, defined, 132 

international, allocation of territory by, 146; and 
Fascism, 146; and future security, 692; and 
national security, 148 ff.; and quality of 
goods, 147; and research, 147; and tariffs, 
148; control of, 151, 692; general conclusions 


Cartels— (C ontinued) 

on, 147, 148; growth, causes of, 146; high 
prices fixed by, 147; list of, 145 n.; methods 
of operation, 146; restriction of supply, 146 
Carver, T. N., classification of things, 4; dennition 
of sin as waste, 3; on corporations, 108; on 
credit, 283; on human wants, 163; on interest, 
434; on investments in land, 445; on life in 
temperate zone, 31; on quality of rural popu¬ 
lation, 49, 51; on scarcity ana conflict, 11; on 
single tax, 450, 451 

Cash registers, monopoly in, 140 n.; patents on, 
129 n. 

Cast-iron pipe, allocation of production of, 131; 
pools in, 130 n. 

Cement, price agreements among producers, 130; 

price leadership in, 131 n. 

Central Pacific R. R., overcapitalization of, 92 
Centralization, of control in corporations, 94, 95; 

of reserves under National Banking System, 296 
Chain stores, 327 ff. 

Chamber of Commerce of U. S., functions and 
powers of, 543, 544; hostility to labor unions, 
418 

Chamberlain, Houston Stewart, and German Fas¬ 
cism, 657 

Chamberlain, Neville, support of Hitler by, 655, 
669 

Chamberlin, Edward, 381; concept of product 
differentiation, 256; definition of product, 185; 
on perfect competition, 182, 183 
ChamDerhn, William Henry, on culture of Soviet 
Russia, 641; on forced labor in Soviet Russia, 
640, on privileges of bureaucrats in Soviet Rus¬ 
sia, 643 

Chandler, Lester A., 307 n.; on monopoly in loan 
market, 433 n. 

Chase, Stuart, on recreation in machine age, 523; 
on vSlandardization in life, 526; on technology, 
512, 513; on waste in advertising, 539 
‘‘Cheap money,” early demand for, 295 
Checks, clearing, 289 
Cheese, patents in production of, 129 n. 

Chiarg Kai-shek, American support of, 609; Fas¬ 
cist policies of, 673, 674 

Chicago, Rock Island, and Pacific R, R., over- 
capitalization of, 92 
Chicago interest group, 135 
Child labor, 393, 304 

Children, as workers, 56; diminishing utility and, 
172 

Childs, Marquis W., 333 n. 

Chilean nitrate, monopoly in, 151 
China, famines in, 41; hard physical work in, 57; 
interest rates in, 425; victim of imperialist pow¬ 
ers, 562, 564 

Christian church, medieval, attitude toward popu¬ 
lation, 38 

Christianity, and capitalism, 536; and economic 
productivity, 62; in American Fascist movement, 
665 

Churches, business influence in, 550, 551 
Cicero, 396 

Cigarettes, price leadership in, 131 n. 
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C.I.O., see Congress of Industrial Organizations 
Circulating capital, 77 
Cities Service Co., 102, 103 
Civil Liberties Committee (La Follette), on labor 
spies, 411 

Civil rights, collective bargaining and, 416 
Civil War, banking during, 295; imperialistic, 564 
Civilian Conservation Corps, 400 
Civilization, climate and, 30, 31, 32; decline in, 
572, 573; land and, 3(>-32 
Clark, J. B., “final” productivity theory of wages, 
371 

Clark, J. M., 160 n.; definition of competition, 183; 
on habit, 160 

Class cleava'^e, increasing seriousness nf, 609 
Class struggle, Marx's theorv of, 606-608; World 
Warll'as, 673 

Classless society in communist state, 629 
Clay, Henry C., on assumptions of capitalism, 530-- 
533; on economic inequality and price system, 
188, 189; on labor specialization, 72 
Clayton Act, 127; failure of, 143, 144 
Clerical work, increasing importance of, 19 
Cleveland, Grover, monetary policy of, 280 
Cleveland interest group, 135 
Climate, and territorial division of labor, 73; as 
basis of international trade, 335 
Climax Co., monopoly pn^fits, 466 
Clothing, adequacy of, 44; of various classes, 52; 

rationality in buying, 166 
Coal, pools in selling, 131 n ; reserves, 454 
Coal towns, labor conditions in, 411 
Coffee, monopoly in, 151 
Coljoes, N. Y., hosiery industry in, 74 
Coinage, history of, 272 
Colby, Elbridge, on rising cost of war, 674 
Cole, G. D. H., and guild socialism, 619; on 
abandonment of gold standard, 590, on decline 
of capitalism, 572 

Collective bargaining, in present economy, 415, 
416; National Labor Relations Act and, 414 
Collective farms in Soviet Russia, 633, 634, 636 
Collectivism defined, 9, 601 

College education, and production, 59; for busi¬ 
ness, 474 

Colonial peoples under imperialist rule, 560, 561 
Colonial style of architecture, 159 
Colonies, and growth of capital, 78; and vitality 
of capitalism, 587; profits from ownership of, 
559, 560 

Coloipado, compulsory investigation of labor dis¬ 
putes in, 418 

Columbia Broadcasting System, full-line forcing 
by, 132; profits of, 466 
Combination, forms of, 114ff. 

Combinations, inefficiency of, 122; list of, 120; 
research and patents, 120, 121; social signifi¬ 
cance of, 123 

Commercial banks, 287, 288 ff., 291 
Committee for Industrial Organization, 403 
Commons, J. R», definition of capitalism, 6 
Communication facilities and large-scale produc¬ 
tion, 110, 112 


Communism, 624 ff.; and reli^on, 628, 629; and 
war, 568; Aristotle’s argument against, 625; 
classless society, 629; demied, 9, 10, 624; dic¬ 
tatorship of proletariat, 628; in U. S., 643 ff.; 
Marxian, 626 ff.; no answer to our problems, 
645; Plato’s Republic and, 624, 625; religious 
utopias, 625, 626; spirit of, compared with cap¬ 
italist spirit, 538; uieorv of viment revolution, 
627, 628; treatment oi, 644, 645; utopian, in 
U. S., 625, 626 

See also Soviet Russia 

Communist interpretation of Fascism, 657, 658 
Communist Manifesto, 603, 604, 606, 636 
Communist party in Soviet Russia, 635, 636 
Communists, mistakes of, in Germany, 652, 653; 

ni Italy, 649 
Company unions 412 

Comparative advantages in international trade, 
337, 338 

Compensated dollar, 280 

Competition, decline in, and decline in capitalism, 
574-579; different forms of, 183; in advertising 
and salesmanship, 185; in labor market, 381, 
382, 383; in price, 184; in quality of goods, 
184; in quality of service, 184, 185; monopolis¬ 
tic, defined, 183; perfect, defined, 182, 183; 
pure, and average and marginal revenue, 216- 
218; pure, defined, 181, 182 
Competitive industries, list of, 141 
Competitive market situations, 181, 185 
Complementary goods, 199 
Complementary productive factors, 21 
Complex comDination, 114, 118 ff. 

Complexity of life and political problems in ma¬ 
chine age, 526, 527 

Compulsory acceptance in labor disputes, 418 
Compulsory arbitration of labor disputes, 417, 418 
Compulsory delay in labor disputes, 418 
Compulsory investigation of labor disputes, 418 
Compulsory saving, 81. 82 

Concentration, of economic power, 134 ff.; of in¬ 
dustry, Marx’s theor}% tH)6 
Confuciarism and economic productivity, 62 
Congress of Industrial Organizations, 403, 404 
Conservatives, defined, 602; low opinion of human 
charac'ter, 531 

Constant cost, 230 ff.; monopoly and, 245; price 
delemiiiiation under, 245; tax on, 232 
Constitutional organization of government and rise 
in government expenses, 479 
Consumer demand, changes in, and unearned prof¬ 
its, 469 

Consumer expenditures in U. S., 428 
Consumer exploitation and uneanied profits, 469 
Consumer rationality, see RaKonality of wants 
Consumers, protection of, 264, 265 
Consumers’ goods, allocation under price system, 
188, 189 

Consumers' League, 264 
Consumers’ loans, demand for, 425 
Consumers’ Research, 264 
Consumers’ Union, 264 
Consumption, defined, 9; taxes on, 493 
Continental Oil deal, 96 
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Continental Wall Pa^ Co., cartel, 132 
Control of our lives Tby producers, 552 
Convention and wants, 158 fiF. 

Convertibility of paper money, 275 
Cooperation, empioyer-empl^ee, 416, 417 
Cooperative marxeting, 331 ff. 

Cooperatives, in Soviet Russia, 635; retailer, 330 
Copper, allocation of production, 131; in ancient 
times, 77; monopoly in production, 136; price 
leadership in, 131 n. 

Cordage, pools in, 131 n. 

Corey, Lewis, on inner imperialism, 557 
Com products, price leadership in, 131 n. 
Corporate business, profits in, 464 
Corporation income tax, 492 
Corporation interpretation of Fascism, 658 
Corporations, 88, 90 if.; a means of tax evasion, 
99, 100; advantages of, 101; and decline of 
capitalism, 584-586; and monopoly, 100; and 
puolic interest, 105; distribution of stocks, 93, 
94; employee stock ownership, 93; exploitation 
of, 92, 96 ff.; government control of, 105; Henry 
C. Simons on, 586; holding companies, 101 ff.; 
interlocking directorates, 100; lax incorporation 
laws, 106; management, 97, 98; overcapitaliza¬ 
tion of, 91-93; profits, plowing back of, 92; 
salaries of officers, 97; savings by, 82, 429; 
speculation by officers, 99 
"Corporative State,” and Mussolini, 650 
Cosmetics, rationality in buying, 166 
"Cost plus a fixed sum,” as means of determining 
prices of war goods, 675 
"Cost-plus” system and high cost of wars, 675 
Costs, fixed, 213-215 
marginal, 213-215 

meaning of, in long-run normal price, 223; in 
market price, 196, 197; in short-run normal 
price, 213 ff., 218 

of marketing, 330, 331; and price, 225 
of production, and interest rate, 431; and price 
system, 187; and tariffs, 354, 355; of joint 
products, 239-241; of labor, and wages, 379; 
rent and, 443, 444 
total, 213-215 
variable, 213-215 

Cotton thread and yam, pools in, 131 n. 
Coughlin, Father, and American Fascist move¬ 
ment, 665 

Courts, and labor, 412; business influence and, 551 
Courtship and marriage conventions, 159 
Couzens, Senator, profits in Ford enterprise, 84 
Coyle, David Cushman, on holding companies, 
105 

Craft unions, 403 

Crates, allocation of production, 131 
Credit, and debt, 283; and decline of capitalism, 
580-^2; and economic instability, 286; bank, 
286; classifications of, 284, 286; consumers’, 
285, 286; defined, 283; pr^ucers’, 284, 285; 
wide prevalence of, 283, ^4 
Credit Mobilier, 92 
Creditors and falling price levels, 303 
"Crime of 1873,” 279 
Crisis phase of business cycle, 315 ff. 


Cross licensing, 128 
"Cross of gold” speech of Biyan, 280 
Cmsoe, R^inson, and equilibrium of utility and 
cost, 222; and subjective value, 171 
Cultivation, extensive margin of, 440 
Cultural lag, 527 
Culture under capitalism, 537 
Cumulative forces in wage determination, 372 
Customs duties, 493 ff. 

See also Tariffs 
Cyclical unemployment, 398 
Czechoslovakia, annexation of, by Hitler, 654 

Dairy industry and reciprocal trade agreements, 
364 

Dallas, Helen, 329 n. 

Danbury, Conn., hat manufacturing industry in, 74 
Daniels, J., 332 n. 

Darlan, Admiral, American cooperation with, 669 
Darrow, Clarence, on natural selection, 50 
Davenport, H. J., 157 n., 159, 160 n. 

Davies, Joseph, on Soviet trials of traitors, 642 
Davis, J., 412 n. 

Dawes plan for rehabilitating Germany, 653 
Death rates of different countries, 41, 42 
Death taxes, 492, 493, 691 
Debasement of metal currencies, 277 
Debs, Eugene, 411 

Debt, as cause of decline of capitalism, 580-^82, 
594; credit and, 283; our federal, 689, 690 
Debtors and falling price levels, 302 
Decline of capitalism, see Capitalism, decline of 
Decreasing cost, 232 ff.; price determination and, 
233, 234 

Defense Mediation Board, 678 
Delay, compulsory, in labor disputes, 418 
Delivered-price system, 130 
Delusions and happiness, 167, 168 
Demand, change in, 198 ff.; curve, slope of, 199; 
defined, 197; elasticity of, 200; for labor, and 
wages, 373, 375, 376; for land, 438; monopoly 
ana, 244 

Demand and supply, and interest, 425 ff.; and 
rent, 437, 438; and wages, 370, 372 ff.; ap¬ 
proach to distribution, 370 
Democracy, attitude of socialists toward, 611, 612; 
early hostility to, in U. S., 608; in ancient and 
meaieval times, 553; reality of, today, 552 
Democratic party, campaign contributions to, 546 
Democratic peace, 688, 689 
Democratic socialism, Fabian, 611; meaning of, 
610, 611 

See also Socialism 

Denmark, cooperative marketing in, 332; economic 
intelligence in, 16 

Dennis, Lawrence, 596 n.; intellectual leader of 
American Fascists, 665; on fall in rate of p^u- 
lation increase and decline of capitalism, ^7, 
588 

Dennison, Henry S., on business control of our 
lives, ^2 

Denny, Ludwell, 559 n. 

Departinent of Justice, suits of, against insurance 
companies, 140; against milk mstributors, 130 
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Depopulation, possibility of, 43 
Depression, Fascism possible result of, 668, 669; 
phase of business cycle, 313; postwar, inevi¬ 
table? 690; waste from, 

See also Great Depression 
Desert lands, public ownership of, 453, 454 
Desire for activity vs. desire for goods, 162 
Devaluation of money in international exchange, 
344, 345 

Diamond Syndicate of South Africa, 151 
Dictatorship of proletariat under communism, 628 
Dies Committee and "red-baiting,” 554 
Diet of various classes, 51, 52 
Dietzel, E. H., 93 n. 

Differentia^, in wages, 386, 387 
Differentiation of products, 181 ff. 

Diffusion of stock ownership, 93, 94 
Dill, J. B., on corporation management, 99 
Diminishing productivity, principle of, 19 ff. 
Diminishing returns, and fanning, 22; and Mal¬ 
thusian doctrine, 39; in mining, 23; in urban 
land use, 22, 23; law of, 21 ff.; not as sinister 
as once believed, 23, 24 
Diminishing utility, law of, 168 ff. 

Direct action, theory of syndicalists, 610 
Discount defined, 422 

Discrimination among buyers, Robinson-Patman 
Act, 144 

Diseases, occupational, 395 
Dislocated exchange, 345 
Distribution, of corporation stocks, 93 
of income, price system and, 190 ff. 
of wealth, 367 ff.; Alfred Marshall’s approach 
to, 370; defined, 9, 369; demand and supply 
approach, 370; different approaches to, 370; 
increasing importance of, 369; marginal pro¬ 
ductivity approach, 370 

Diversification of industries, tariffs and, 359, 360 
Division, of earnings or profits, 131 

of sales territory, 131; among Standard Oil 
units, 131; in moving pictures, 131 
Dixon, R. A., 106 n., 287 n. 

Doane, Robert R., 79 n., 508 n., 520 n.; estimates 
of land values, 27; estimates of wealth, 78, 79; 
on excess of debts, 581, 582 
Doherty, H, L., holding company operations, 103, 
104 

"Dollar diplomacy,” 558 
"Dollar votes” argument against socialism, 614 
Domestic trade, 325 ff. 
function of, 325 

marketing, cooperative, 331 ff.; cost of, 330, 
331; functions, development of, 325; wastes 
in, 331 

marketing system, complexity of, 326; sociali¬ 
zation of, 333, 334 
monopoly and exploitation, 326, 327 
productivity of, 325 

retail agencies, chain stores, 328; retailer co¬ 
operatives, 330; supermarkets, types of, 
327 

retail specialization, 330 
retailers, functions of, 327 


Domestic trade— {Continued) 
wheat, marketing of, 326 
wholesalers, functions of, 327 
Domestication of animals, 77 
Domination of life by machines, 524 
Douglas, C. H., social credit scheme, 320, 321 
Douglas, Paul, on decline of capitalism, 572 
Dow Chemic^ Co., in cartel, 146 
Drexel and Co., interlocking directorates, 100 
Drugs, rationality in buying, 166 
Drury, Horace B., 575 
Duke Power Co., control oi, 94 
Duopoly, 183, 253, 254 

Duopsony, 183; monopsony, and oligopsony, 249 ff. 
Duplication of plants and services under capital¬ 
ism, 540 

Du Pont de Nemours and Co., E. I., and patents, 
138; in cartel, 148, 150; interest group, 135 
Durable goods, 76 ff., 80, 86; elastic demand for, 
202 

Durkheim, E., on occupational specialization, 70 
"Dust Bowl,” poverty in, 53 
Dutch East India Co., oppression in East Indies 
by, 561 

Dynamic character of industry, reasons for, 81 

Earned vs. unearned profits, 464 ff. 

East India Co., destruction of spice supply by, 
208; oppression in India by, 562 
East Indies profitable to Holland, 559 
Eastman Kodak Co., full-line forcing by, 132 
Economic adjustments, government interference 
with, 593 

Economic attitudes classified, 602, 603 
Economic causes of wars, 673 
Economic inequality, and decline of capitalism, 
583, 584; and happiness, 175 ff. 

Economic integration, 19 

Economic intelligence, and production, 59; in 
Scandinavian countries, 16 
Economic inteipretation of history, 604, 605 
Economic man, 162 

Econonixc productivity, hopefulness, freedom, and 
change and, 62, 63; religion and, 62 
Economic rent defined, 435, 436 
Economics, a difficult study, 10; and morals, 3, 
4; assumptions of, 164 ff.; defined, 3; divisions 
of, 8; elementary concepts, 3 ff. 

Economies, external and internal, 232, 233, 244, 
246 

Economy in fuel consumption, 525 
Education, and birth rate, 48; and great leaders, 
60; business control of, 549, 550; college, 16; 
diminishing productivity in, 20; general eco¬ 
nomic value of, 59, 60; machines and, 520 
Edwards, Corwin, 145 n., 147 n., 148, 149 n. 
Effective utility, 170 

Efficiency, of labor, vocational education and, 57- 
59 

of management, meaning of, 614, 615; of mo¬ 
nopolies, 143 

British imperialism in, 562, 563; early use 
gold in, 77 

Einstein, Albert, on successful businessmen, 473 
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Elasticity of demand, 200 £F.; and supply, graphs, 
209 

Eldridge, Seba, 621 n. 

Electric accounting machinery, monopoly in, 
140 n.; patents on, 129 n. 

Electric Bond and Share Co., holding company 
operations, 103 

Electric lamps, cartel in, 147; monopoly in, 140 n.; 
patents on, 129 n. 

Electrical equipment, monopoly in, 140 n. 
Electricity, increasing use of, 505, 506 
Elementary utility, 8 
Elevators, allocation of production of, 131 
Elizabeth, Queen, and sound monev, 277 
Elkins, Steven, ownership of coaf lands, 450 
Ely, Richard T,, on waste of laud, 34 
Emerson, Ralph Waldo, and the nonconformist, 
165 

Employee stock ownership, 93 
Employers, attitude toward labor unions, 410 
Employers’ associations, 416 
Employment, constancy of, and wages, 370; tariffs 
and amount of, 353 
Emulation and wants, 156, 157 
Engels, Friedrich, on economic interpretation of 
history, 605 

England, early leadership in industry, 78; landed 
estates in, 449, 450; overpopulated? 41 
Entertainment, producer control of, 552 
Entrepreneur, and price system, 187, 188; de¬ 
fined, 9; functions of, 88, 461, 462 
Environment, and wants, 165; vs. heredity, in 
racial characteristics, 46 
Equal advantage, principle of, 235 
Erie R. R., overcapitalization of, 92 
Erosion, 84 

Espionage in labor relations, 412 
Estey, J. A., 322 n. 

Eugenics, 50, 51 

Evasion of taxes, 487, 491-493 

Evolutionary approach, Marx’s, 604 

Excess profits tax, 492; repeal proposed, 691 

Exchange, 269 ff.; defined, 9; dislocated, 345 

Excise taxes, 493 

Expectations and business cycle, 316 
Expensiveness and utility, 159 
Experience rating in social security legislation, 399 
Explosives, allocation of production of, 131 
Exports, and imports, U. S., 338, 339; commodi¬ 
ties, percentages of, 363 
Extemalization of life imder capitalism, 537 
Extra-marginal buyers and sellers, 207 

Fabian socialism, 611 

Fabricant, Solomon, estimates of increase in labor 
productivity, 509 
Factors of production, 8 
Factory, origin of, 17 
Factory system, early, 78 
Fair Labor Standards Act, 386, 394 
Family, effect of labor specialization on, 70; size 
of, and poverty, 47, 48 
Famines, 40, 41; in Soviet Russia, 633 


Faraday, Michael, discoveries in electricity, 505, 
506; salary of, compared with economic pro¬ 
ductivity, 476 

Farbenindustrie, I. G., 146, 148, 150 
Farm implements, monopoly in, 140 n. 

Farm lands, administration of, in U. S., 455 ff.; 
Nazi policy on, 662 

Farm rents, scientific and technological progress 
and, 441 

Farmers, and tariff, 351, 352; profits in World 
War II, 680; small, and German Fascism, 653 
Farming a small business, 113 
Fascism, 647 ff.; analysis of, 660 ff.; and cartels, 
146, 148; and communism, compared, 663, 664; 
and education, 59, 60; and labor, 400, 419, 650, 
653, 658, 661, 669; and war, 658; as imperial¬ 
ism, 562, 563; big business and, 659, 660; com¬ 
munist interpretation of, 657, 658; corporation 
interpretation of, 658; defined, 10, 647, 648 ff., 
655-657; gangster interpretation of, 658, 659; 
history of, in Germany, 651 ff.; ideological in¬ 
terpretation of, 657; in U. S., 664 ff.; interpre¬ 
tations of, 657 ff.; middle class and, 659; spirit 
of, compared witli capitalist spirit, 538; tech¬ 
nological interpretation of, 658 
See also Hitler; Mussolini 
Fashion and wants, 159 
Federal Farm Board, 236 
Federal Farm Loan Act of 1916, 300 
Federal incorooration law, need for, 106 
Federal Lana Banks, 300 
Federal Reserve System, 297 ff.; and faults of Na¬ 
tional Banking System, 297 ff.; Board of Gov¬ 
ernors and business reversal, 317; insurance of 
bank deposits, 299, 300; open-market opera¬ 
tions, 298, 299; rediscounting, 298; regulation 
of reserves, 298 
Federal Securities Act, 106 
Federal Social Security Act, 390 
Federal Trade Commission, 130 n., 264; and un¬ 
fair competition, 133; failure to control mo¬ 
nopoly, 143; investigation of National Electric 
Light Association propaganda, 545; on chain 
stores, 328; on efQciency of combinations, 122; 
on holding companies, 102 ff.; on price agree¬ 
ments, 130; report on price bases, 130 n. 

Fees, 483 

“Fellow-servant doctrine,” 395 
Fertilizer, monopoly in, 140 n.; price agreements 
among producers, 130 n.; price leadership in, 
131 n. 

Fetter, Frank A., on efficiency of combinations, 
115, 116; on increase in monopoly, 575; on 
industrial research, 121; on wants of animals, 
155 

Feudalism, American, and tariff, 356 
Field, Marshall, high quality of service offered by, 
184; landawner, 449 

Field, Marshall, III, and Associated Press, 547 
Finance, see Banking 
Financing of war, 381 ff. 

Fines as revenue, 483 

Finland, cooperative marketing in, 332 
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Fire-extinguishing apparatus, monopoly in, 140 n.; 

price agreements among producers, 130 n. 

Fire insurance, monopoly In, 140 
Firestone, Harvey, as competitor in industry, 255 
First Bank of U. S., 295 
First World War, see World War I 
Fisher, Irving, and Naive Quantity Theory of 
Money, 307; compensated dollar, 280, 309, 310; 
on business cycle, 316, 317, 319; on "stamp 
money,” 323 
Fishing as activity, 164 

"Fitness,” type of, needed under capitalism, 532 
Five-Year Plan in Russia, 82 
Fixed capital, 77 

Fixed costs, 77; and monopoly, 136, in long run, 
246; increase in, 516; total and average, 2J4 
"Fixed fee” in determining prices of war goods, 
675 

"Fixed price” of war goods, 675 
Fledderus, Miuy L., 509 n. 

Flexner, A., on racial heterogeneity, 47 

Floating capital, 76 

Floods, forest destruction and, 34 

Flour milling, factors detcnnining location of, 74 

Flugel, F., 37 n., 39 n. 

Foerster, R. F., 93 n. 

Food, adequacy of, in U. S., 44; inelastic demand 
for, 200; rationality in buying, 165 ff. 

Food and Drug Administration, 264 
Forced saving, 81, 82 

Ford, Henry, and labor unions, 403; and National 
Labor Relations Board, 414; individualist in 
industry, 255; on high wages, 66; on machines, 
511 

Ford Motor Co., control of, 94, 95; integration 
of, 117 

Foreign exchange, 339 ff.; balance, necessary, 343, 
344; balance of international payments, 341; 
bills of exchange, 339; devaluation of money by 
one country, 344, dislocated, 345, 346; export 
and import payments, balancing of, 340; in 
totalitarian countries, 346; "invisible items,” 
340, 341; mechanism determining rate, 341, 
342; payment of bills of exchange, 339, 340; 
rate, limitations on fluctuation of, 342, 343; 
stabilization in democratic countries, 346 
See also International trade 
Foreign investments, 558, 559; and political con¬ 
trol of undeveloped countries, 558; of doubtful 
value for future, 691 

Foreign trade, in Nazi Germany, 346, 663; in 
Soviet Russia, 637; increasing government con¬ 
trol of, 364 

Forest lands, nationalization of, 452, 453 
Forests, and floods, 34; resources of, in U. S., 33; 

waste of, 34, 35 
Form utility, 8 

Fortrw, Samuel, overemphasis of money in foreign 
traefe, 350 

Fortune magazine, on business control, 543; study 
of business managers, 464 
France, cooperative marketing in, 332 
Franco, support of, by capitalist governments, 665 


Franklin, Benjamin, landowner, 449; on emula¬ 
tion in spending, 157 
Free capital 76 
Free gold market, 277 

Free trade, need for, in successful capitalism, 588- 
591 

Free vs. scarce goods, 5 

Freedom, capitausm and, 7, 553, 554; in earlier 
periods, 553; in education, 549, 550; in Soviet 
Russia, 639; under socialism, 619, 620 
Freeport Sulphur Co., monojx)ly profits, 466 
French leaders, support of Hitler by, 655 
Friedrich Krupp Aktiengesellschaft, in cartel, 147 
Frontier, and American character, 32; and capital¬ 
ism, 586-588 
Full employment, 691 
Full-line forcing, 132 
I‘\illness of life, 168 
Functional distribution defined, 9 
Future goods, price system and, 189, 190 

Gagliardo, Domenico, 418 n.; on union wages, 384, 
385 

Galiaiii, F., on value, 170 

Gangster interpretation of Fascism, 658-660 

Carver, F. B., 438 n. 

Gas, natural, waste of, 35 

Gasoline, price agreements among producers, 
130 n.; taxes, 494 

General Electric Co., in cartel, 147; profits, plow¬ 
ing back of, 92 
General equilibrium, 234, 235 
General Mills, Inc., horizontal combination, 115 
General Motors Corporation, 109, 115; manage¬ 
ment inertia, 123; research by, 121, 124 
General property tax, 495, 496 
Gentlemen’s agreements, 130 
Geographic determinism, 32, 33 
Geophysics, advances in, 507 
George, Henry, on rent as unearned income, 444; 
on wants, 155; productivity theory of wages, 
371; single tax, 448 ff. 

German monopolies and public opinion, 137 
German National Socialist Workers’ party, 652 
German potash monopoly, 151 
Germany, control of international cartels, 148, 149; 
Fascism in, 651 ff. 

See also Fascism; Hitler 
Gesell, S., "stamp money,” 323 
Gestapo in Fascist regime, 661 
Ghent system of unemployment insurance, 399 
Giant combinations, and assumptions of capital¬ 
ism, 123; ineflicienew of, 122; list of, 120 
Gideonse, Harry, on debts and decline of capital¬ 
ism, 582; on monopoly, 597 
Gift taxes, 492, 493, 691 
Gifts of nature, land as, 27 
Gilbert, C. G., 508 ii. 

Girard, Stephen, landowner, 449 
Girdler, Tom, and National Labor Relations 
Board, 414; dictator of steel workers, 412 
"Giving employment” argument, 84, 85, 86 
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Glass containers, allocation of production of, 131; 
monopoly in, 140 n.; patents and, 129 n.; price 
leadership, 131 n. 

Gloversville, N. Y., glove industry in, 74 
Goelet family, landowners, 449 
Gold, early use of, in Egypt, 77; exporting and 
importing points in foreign exchange, 342, 343, 
345; mining, and price levels, 309; money, 273, 
274; “poison,” 271; production, history of, 277, 
278 

Gold standard, 277, 590 

Goods, defined and classified, 4; production of, 
and human satisfactions, 174-176 
Gosplan, the, 634, 636 
Gould, Jay, gold market cornered by, 471 
Gould fortune, coal lands and, 450 
Government, and labor disputes, 417 ff.; corrup¬ 
tion, under socialism, 617, 618; extravagance, 
481; ineflBciency and graft, and rise in public 
expenses, 479; policies, and unearned profits, 
469 

Government banks, 300 

Government control, of business under Fascism, 
662; of comorations, 106; of foreign trade, 364; 
of monopoly, 143 
Government emplo 3 mient, 400 
Government enteiprises, increasing number of, 
518, 519, 620 ff. 

Government intervention, and decline of capital¬ 
ism, 591-595 
Government notes, 275 

Government ownership, and decline of capitalism, 
593; of natural resources, 452 
Government regulation, in wartime, 684 ff.; of 
foreign exchange, 346; of interest rates, 431; of 
prices, 236, 237, 684; of wages, 386, 678 
Government revenues, 481 ff,; in Soviet Russia, 
637 

See also Public finance; Taxation 
Government savings, 82, 430 
Grade labeling, 178, 552 
Graft, possibility of, under socialism, 617, 618 
Grand Coulee Dam, 454 

Great Atlantic & Pacific Tea Co., control of, 94; 
stores, 328 

Great Britain, cooperative marketing in, 332; labor 
government, 419; record in imperialism, 561- 
566 

See also England 

Great Depression, 78, 197, 299, 324, 398, 400, 
458, 541. 570-.572, 573, 580, 581, 593 
Greeks, ideals of life, 176; attitude on population, 
38 

Green, William, salary, 413 

Greenfield, Mass., tap and die industry in, 74 

Gresham’s Law, 278 

Groves, Harold, 691 n.; on tax revision, 690 
Guggenheims, ownership of natural resources, 450 
GuiTO il Corporation, control of, 94 
Gunpowder, pools in, 131 n. 

Gypsum board, patents on, 129 n. 

Haberler, Gottfried, 317 n.; classification of busi¬ 
ness cycle theories, 319 


Habit and wants, 160, 161 
Hacker, Louis M., on decline of capitalism, 578 
Haiti, conquest of, by U. S., 562 
“Ham and Eggs” plan, 323 
Hamilton, Alexander, and First Bank of U. S., 
295; hostility to democracy, 608; Report on 
Manufactures, 359 

Hansen, A. H., 321 n., 322 n., 324 n., 438 n.; on 
decline of capitalism, 572; on fall in rate of 
population increase and decline of capitalism, 
587, 588 

Happiness, anticipation and, 175; delusions and, 
167, 168; education and, 61, 62, 66; goods 
production and, 174, 175; impossible to define, 
167, 168; inequality of incomes and, 175 ff.; 
size of income and, 172 ff. 

Hardboard manufacturers, patents held, 129 n.; 

price agreements of, 130 
Hardy, Charles O., 675 n. 

Hartford-Empire Co., monopoly profits, 466 
Hats, manufacturing of, 74 
Havemeyer, H. O., on tariffs and trusts, 136 
Hawtrey, R. G., on business cycles, 319 
Hayek, Friedrich, 596 n.; on allocation of pro¬ 
ductive factors under socialism, 618 
Haymarket Square riot, 413 
Haywood, “Big Bill,” 402 
Health, machines and, 520-522; of lower classes, 
51-53 

Hearst, William Randolph, on corporation control 
of U. S., 542, 543 

Hearst Consolidated Publications, control of, 94 
Heaton, Herbert, on decline of capitalism, 572 
Hegel and German Fascism, 657 
Henderson, H. D,, 587 n. 

Hendrick, Burton J., 564 n. 

Henry VIII, debasement of currency by, 277 
Heredity vs. environment, in individual character¬ 
istics, 50; in racial characteristics, 46 
“High cost of living” during and after World 
War I, 280 

High or low vs. rising or falling prices, 199 
HiU, G. W., pesident of American Tobacco Co., 
salary and bonuses, 97 
Hill, James J., ownership of iron lands, 450 
Hindenburg and German Fascism, 669 
Hindus, Maurice, 41 
Hirohito, 655, 669 

History, economic interpretation of, 604, 605; of 
capital, 77 

Hitler, Adolf, beer hall Putsch, 653; businessmen 
and, 656, 660; conquests by, 654; “divide and 
conquer policy,” 655; early political program, 

652, 653; Mein Kampf, 653, 666; rise to power, 

653, 654; success of, reasons for, 654, 655; sup¬ 
porters of, in other countries, 655 

See also Fascism 

Hoarding, and production of wealth, 83 
Holding Companies, 101 ff., 126 ff.; control se- 
curea with small investment, 103, 104; ex¬ 
ploitation of operating companies by, 102, 103; 
overcapitalization and other vices, 105; profits 
of, 104, 105; regulation of, 106, 107 
Holmboe, Knud, ^1 n. 
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Holmes, Oliver Wendell, theory of human happi¬ 
ness, 178 

Home, changing character of, 55, 50; machines 
and, 504, 505 

Home market argument for protection, 352 
“Homemade” machines, 80 
Homes as durable goods, 80 
Hoover, Herbert, and Federal Farm Board, 236; 
and labor, 403; laissez-faire policy of, 570; on 
prices of farm products, 241 
Hoover-Grundy tariff, 361 
Hope and satisfaction, 175 

Hopson, H. C., holding company operations, 103, 
104 

Horizontal ombination, 114 ff.; advantages of, 
115; examples, 114; profits of, 116 
Hosiery industry, 74 

Hours of work, 393; effect of wages on, 654 
Housewife, rationality of, in buying, 165, 166 
Housing, adequacy of, 44 
Huizinga, T., on decline of civilization, 573 
Hull, Coraell, and reciprocal trade agreements, 
352, 364 

Human character, conservatives' opinion of, 531; 

socialists* opinion of, 531, 612, 613 
Human intelligence and socialism, 613 
Human wants, 155 ff. 

Humanitarianism and rise in government expenses, 
478 

Huntington, Ellsworth, on geographic factors in 
human development, 32 n 
Hutcheson case, jurisdictional dispute, 409 
Hydroelectric dams, monopolies, 136 

Ickes, Harold, on American “ruling class,” 543 
Idleness, waste from, under capitalism, 540 
Immaterial ends of government expenditures, 481 
Immigrants and wages, 47 
Impatience to consume, and interest, 427 
Imperial Chemical Industries, Ltd., in cartel, 148 
Imperialism, economic, 556 ff.; administration, dry 
rot of, 561; and colonial peoples, 560 ff.; and 
Fascism, 562, 563; and market for goods and 
capital, 557, 558; and peace settlements, 568, 
569; and raw materials, 559; and vitality of 
capitalism, 587; and wars, 563 ff.; as future 
world policy, 687; defined, 556; evils of, 561 ff.; 
exploitation, brutality of, 561-^63; foreign in¬ 
vestments, 557, 558; history of, ^6, 557; in¬ 
ner, 557; overpopulation and, 42; profits of, 
559, 560; wars of, compared with other wars, 
567, 568 

Imperialist administration, brutality of, 561; dry 
rot of, 561 

Imperialist peace for the future, 687, 688 
Imperialist wars compared with religious wars, 
&7, 568 

Imports, exports and, U. S., 338, 339 
Improvement in engines, 505, 508 
Incentives under socialism, 612, 613 
Income, and happiness, 172 ff., 175 ff.; and sav¬ 
ings, 428 ff., 430 

Income tax, corporation, proposal for reducing, 
690; personal, proposal for reducing, 690, 691 


Inconvertible paper money and inflation, 276 
Increasing cost, 225 ff.; difficulty of calculating 
costs, 227; monopoly and, 244 
“Increasing misery of working class," Marx*s 
theory of, 606 

Increasing size, machines and, 516, 517 
Increment, unearned, see George, Henry; Rent; 
Single tax 

Ideological interpretation of Fascism, 657 
India, British imperialism in, 557; great fortunes 
in, 8; hard physical work in, 57; interest rates 
in, 425; profitable to Great Britain, 559; re¬ 
ligion in, and economic productivity, 62 
Individual achie\ement, machines and decline in 
opportunities for, 524 
Individual demand, 197, 198 
Individual enteiprise and decline of capitalism, 
584-586, 588 

Individual expenditures and price system, 190 
Individual proprietorships, 88, 89; in retailing, 327 
Industrial accidents, 394, 395 
Industrial alcohol, monopoly in, 140 n. 

Industrial insurance, 396; vices of, 294 
Industrial leadership in Soviet Russia, 637 
Industrial revolution, 503 ff. 

Industrial unions. 403 
Industrial Workers of the World, 402 
Inefficiency, of giant combinations, 122, 123; of 
labor, causes of, 64, 65 

Inelasticity, of bank notes and credit under Na¬ 
tional Banking System, 295, 296; of demand 
and supply, graphs, 209 

Inequality, economic, and allocation of consumers* 
goods, 188, 189; and decline of capitalism, 583, 
584; and happiness, 175 ff.; and interest rate, 
428, 429; and price system, 190; and pur¬ 
chasing power, 690; in courts, 551 
Infant industry argument for protection, 358 
Inflation, as depression cure, 321; in pre-Hitler 
Germany, 651; in Revolutionary War, 271, 272; 
inconvertible paper money and. 276, 277; 
tlirough debasement of metal currencies, 277 
Initiation lees in labor unions, 405 
Injunction in labor disputes, 410, 411 
Inner imperialism, 557; of little benefit to colonial 
areas, 560 

Insecurity of workers, 395, 390 
Installment credit, 285, 286 
Instinct of workmanship, 65 
InsuU, Samuel, holding company operations, 103, 
104; incompetency of, 99 
Insurance, ana forced saving, 82; in Soviet Russia, 
636; rationality in buying, 167; savings through, 
429; unemployment, 399, 400 
Insurance companies, monopoly profits, 467 
Integration, economic, 19, 114, 115, 116; ad¬ 
vantages of, 117, 118; not universal, 117 
national, the machine and, 517 
Intelligence and birth rate, 48 
Intensive margin of cultivation, 440 
Interdependence, result of labor specialization, 70; 

machines and, 517 
Interest, 421 ff. 
actual, 422 
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Interest—( Continued) 
and rent, distinguished, 430, 437 
and wages, 426 
as payment, for savings, 424; for use of capital, 
424; for use of loanable funds, 423, 424; for 
use of money, 423 
concepts of, 4^ 
explicit, 424 
graphs, 431 

gross, 421; variations in, 421, 422 
implicit, 424 

loanable funds, demand for, 425; supply of, 426, 
427 

nominal, 422 
pure, 421 

rate of, see Interest rate 
savings, amount of, 427; by corporations, 429; 
by government, 430; by insurance companies, 
429, 430; by rich, 428; income and, 428; 
motives for, 427, 428 
significance of, 422, 423 
under monopoly, 432 
usury laws, 432 
See also Savings 

Interest rate, 425; and amount of savings, 430, 
431; and business cycle, 315, 316; and exploita¬ 
tion of natural resources, 210, 453; government 
fixing of, 431, 432 

Interlocking directorates, 100, 101; in insurance 
business, 294; need for restriction, 107 
Intermediate price period, see Short-run normal 
price 

Internal combustion engine, 505; and population 
problem, 40 

International affairs, lack of morality in, 563 
International Business Machines Corporation, full¬ 
line forcing by, 132 
International cartels, see Cartels 
International exchange, see Foreign exchange 
International Harvester Co., advantages as mo¬ 
nopoly, 142, 143; advantages of combination, 
119; full-line forcing by, 132 
International Nickel Co,, monopoly, 136 
International payments, balance of, 340, 341; dis¬ 
ruption of means of making, 590 
International relations, generm policies for future, 
687 ff.; stability needed in capitalism, 588-591 
International specialization, 335, 338 
International Structural Iron Workers, violence in 
policies of, 409 

International trade, absolute vs. comparative, ad¬ 
vantages, 336; advantages, 348, 349; bases of, 
335, 336; comparative advantages, 337, 338; 
disruption of, and decline of capitalism, 588- 
591; Dudley North on, 350; early development 
of, 78; exports and imports, 338, 339; false 
conception of market, 350; necessity for re¬ 
viving, 691; one country against all countries, 
343; with gold standard, 339 
Interstate tariffs, 364-366 
Intra-marginal buyers, 206; and sellers, 207 
Investigation, compulsory, in labor disputes, 418 
Investment, and Securities Exchange Commission, 
106; necessary to capital creation, 83, 84 


Investment banks, 288, 291, 292; allocation of 
sales by, 131 
Investment trusts, 292 
'‘Invisible hand” (Adam Smith), 7 
Invisible items in foreign exchange, 340, 341 
Iron, in ancient times, 77; and stew, pools in, 131 n. 
Iron ore, allocation of production, 131; control of, 
135; monopoly in, 140 n. 

Iron ships, early, 78 

Irrational consumption, waste in, under capitalism, 
541 

Irrigated lands, increasing government interven¬ 
tion in, 454 

Isms, the, 599 ff.; capitalist spirit and, 537, 538; 
classification of attitudes toward, 602, 603; de¬ 
fined, 9; no system perfect, 603; reasons for 
studying, 601 

Italian city-states, growth of wealth in, 78 
Italy, depressed conditions preceding Fascism, 648; 
warlike spirit in, 42 

I.W.W., see Industrial Workers of the World 

Jackson, Andrew, and Second Bank of U. S., 295 
Japan, Fascism in, 655, 656; warlike spirit in, 42 
Jay Cooke bank, and crisis of 1873, 317 
Jefferson, Thomas, attitude toward labor, 391 
Jennings, H. S., 50 

Jensen, Jena P., on progressive taxation, 487 
Jerome, Harry, 81 n., 505 n., 514 n., 516 n. 

Jesus, and capitalist ethics, 536; and money 
changers, 272; as utopian, 627; on interest, 423 
Jewish population of U. S., 45 
Jews, looting of, by Nazis, 659, 660; liquidation 
of, 654 
Job right, 404 
Johnson, Gerald, 34 n. 

Joint demand, 199; defined, 202; inelasticity of, 
202, 203; monopoly and, 209 
Joint products, defined and described, 207, 237- 
239; long-run normal price of, 239 ff.; market 
price of. 207, 208 
Jones, "Mother,” 402 

Jones and Laughlin steel mills, feudal control of 
labor, 412 

Jurisdictional disputes, labor, 409 
Justice in taxation, 484 

Kandel, I. L., on vocational education, 58 n. 
Kansas, self-sufficiency program for, 349 
Kansas City, steel industry in, 73 
Kansas Industrial Disputes Act, 418 
Kant, and German Fascism, 657 
Kapital, Das (Marx), 603, 604 
"Keep the money at home” notion, 328, 329 
"Keep tlio money circulating” notion, 82, 84, 85, 
86 

Kerensky in Russian Provisional Government, 631 
Kettering, C. F., on industrial research, 124 
Keynes, J. M., on business cycle, 316; on “pump 
priming,” 321; on rate of interest, 422, 424, 425, 
431; on "stamp money,” 323; on tariff, 353 
Kidd, Benjamin, religious interpretation of history, 
604 

Kiekhofer, William H., 658 n. 
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Kindness and humanity, machines and, 522, 523 
King, W. I., on increase in monopoly, 575 
Kingsbury, J. A., 52 n. 

Klondike, gold in, 278 
Knauth, Oswald W., 459 n. 

Knight, Frank, 163 n., 168, 233 n.; on big busi¬ 
ness and Fascism, ^9; on capitalism as game, 
533, 534; on decline of capitalism, 572, 574, 
586, 587; on demand curve for capital, 426; 
on education, 61, 62; on monopoly, 137; on net 
profits, 463; on tlieory of wants, 163, 177 
Knight, M. M,, 37 n., 39 n. 

Knights of Labor, 402 

Know-Nothing party, and Fascism, 666; Fascist 
movement, 659, 668 
Knowledge of goods, 165 ff. 

Koppers United Co., control of, 94 
Kreps, Theodore, definition of technology, 503; 
on increasing price rigidity, 579; on influcnco 
of automobile, 512; on international cartels, 
145 n.; on labor costs and decline of capitalism, 
577 

Kresge stores, 327 

Kress, S. H., and Go., control of, 94; stores, 327, 
329 

Ku Klux Klan, a Fascist movement, 659, 666, 668 
Kuezynski, R. R., on history of population growth, 
37 n., 39 

Kiihn-Loeb interest group, 135 
Kulaks, treatment of, in Soviet Russia, 633 
Kuznets, Simon, estimates of growth of wealth, 78; 
on capital formation, 463 

Labor, 55 ff. 

and employers both monopolized, 385 
changing character of work, 56, 57 
chUd, 56, 393 

control, in Fascist Italy, 650; in Nazi Germany, 
661 

defined, 9, 55 

demand for, and productivity, 374; elasticity of, 
375, 376 

disputes, compulsory acceptance in, 418; com¬ 
pulsory arbitration of, 417, 418; compulsory 
delay in, 418; compulsory investigation of, 
418; government ana, 417 
distribution of, changing, 17 
education, general, 59 ft.; vocational, 57-59 
exploitation, and unearned profits, 469 
hours of, 392 

in war, Defense Mediation Board, 678; high 
wages, 678, 680; labor relations, 678, 679; 
National War Labor Board, 679; shift to 
production of war goods, 678; Smith-Con- 
nally Law, 679; stiSces and lockouts, 679; 
wage control, 679 
incentives in Soviet Russia, 637, 638 
inefficiency, causes of, 64, 65 
insecurity, 395, 396 
leaders, character of, 413 
machines and, 512 ff. 
marginal productivity of, 374, 375 
old men and modem economy, 56 
perishability, 373 
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productiviW of, *1iopefulness, freedom, and 
change,'^ and, 62, 63; religion and, 62 
supply of, and marginal productivity, 379; and 
population, 55 

wages, and hours of work, 64; early, 392; recent, 
393 

women in industry, 55, 58, 394 

Labor Front in Nazi Germany, 661 

Labor governments, 419 

Labor problems, 391 ff.; child labor, 393; early, 
391, 392; government employment, 400, 401; 
hours of work, 392; industrial accidents, 394, 
395; insecurity, 395, 396; occupational diseases, 
395; old age, 396, 397; sickness, 396; unem- 
j)loyment, 397 ff.; unemployment insurance, 399, 
400; wages, 392, 393; women workers, 394 

Labor specialization, 67 ff.; and modern economy, 
67; forms of, 66; technical, 71, 72; territorial, 
72-75; vocational, 66 ff. 

Labor troubles in Italy before Fascism, 648, 649 

Labor unions, 402 ff.; and government, 412, 413; 
and unemployment, 398; and wages, 383, 384; 
appraisal of, 415, 416; as monopolies, 141; 
blaekhst, 410; boycott, 404; checkoff, 404; 
closed shop, 404; company unions, 412; disputes, 
government and, 417; employer-employee co¬ 
operation, 417; employers, opposition of, 410; 
employers' associations, 416; employers* weap¬ 
ons, 410 ff.; ends sought, 403, 404; evils of, 
405 if.; history of, in U. S., 402, 403; in socialist 
state, 616, 617; in Soviet Russia, 638; injunction, 
410, 411; internal difficulties, 413; jurisdictional 
disputes, 409; like corporations, 413; like Fascist 
governments, 413; make-work rules, 405 ff.; 
membership, restriction of, 405; New Deal and, 
414; newspapers and, 409, 410; organization, 
obstacles to, 405; outlook for, 418, 419; political 
weapons of, 405; recognition, 403; sabotage, 
404, 405; sit-down strikes, 409; spies, 411; 
strikes, 404; strikebreakers, 411, 412; terrorism, 
412; violence, 408, 409; weapons of, 404; yellow- 
dog contract, 410 

Laborers, character of, 398; German, opposed to 
Fascism, 653 

Ladenburg, Thalman and Go., holding company, 
103 

La Follette Givil Liberties Gommittce, on labor 
spies, 411, 412 

Laidler, Harry, 333 n., 628 n. 

Land, 26 ff.; and capital, distinguished, 28, 29; 
and human character, 32; and other factors of 
production, 30; as gifts of nature, 27; attributes 
of, 27; classification, 26; compactness, lack of, 
in U. S., 34; defined, 8, i'O; destructibility of, 
28; durability of, 27; imjportance of, in feudal 
times, 8; productivity or, 27; richness of, in 
U. S., 33; significance of, 30-32; speculation, 
and American character, 32; supply of, fixed, 
23; value, 26, 27; waste of, 34 ff. 

Land problems, 448 ff.; agriculture, decline of, 
457 ff.; farm lands, 455, 456; land use, need 
for integrated plan of, 4^; landed estates, 457; 
private ownership) record of, in land use, 455; 
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Land problems— (Continued) 
pubuc ownersh^ of natuml resources, 452 ff.; 
single tax, 448 tenancy, 456 
Lange, Oscar, on allocation of productive factors 
under socialism, 618 
Large companies, and wages paid, 387 
Large-scale financial units, 114 
Large-scale plants, 109; advantages of. 111; and 
by-products, 112; and expensive machines. 111; 
and specialized workers, 112; history of, 110; 
in fanning, 113; management of, 112, 113; pur¬ 
chase of raw materials, 112 
Lasld, Harold, 628 n.; explanation of theory of 
class struggle, 607; on attitudes toward the isms, 
602; on psychology of Fascism, 666, 667; on 
validity of theory of class struggle, 608 
Latin-American countries, imperialist investments 
in, 558, 559 
Laval, 654 

Law of capitalist accumulation (Marx), 606 
Law of diminishing utility, 168 ff.; and children, 
172; and money, 172 
Lawlessness in U. S., 667 
Lead ore, monopoly in, 136 
Lead poisoning, 395 
Leaders, great, education and, 60, 61 
“Leadership principle" of Nazism, 660 
Lee, Alfred, on newspaper monopoly, 141 
Legal tender, 277 

Lehigh Valley, cement industry in, 73 
Leiter, Levi, landowner, 449 
Lenin, and Bolshevik party, 631, 632; death of, 
633 

Leonardo da Vinci, 17 

“Leopold the Unloved," oppression in Congo by, 
561, 565 

Lemer, Abba, on rent, 446 

Lester, Hichaid A., 397 n., 406 n., 414 n. 

Levin, Jack, on National Electric Light Associa¬ 
tion propaganda campaign, 545 
Levin, M., 52 n. 

Lewis, John L., and strike of United Mine Work¬ 
ers, 678; dictatorship of, 415; drive for indus¬ 
trial organization of labor, 403; salary, 413 
Ley, Dr., on the German race, 660 
Libby-Owens-Ford, monopoly profits, 446 
Liberals defined, 602 
Liechtenstein, home of cartels, 151 
Life insurance, and changing price levels, 303; as 
installment purchase, 581; companies, 293, 294; 
investments of, 294; monopoly in, 140; policies, 
lapse of, 293, 294 

Life span, machines and increasing, 520-^22 
Linoleum, monopoly in, 140 n. 

Linseed oil, monopoly in, 140 n. 

Liauid chlorine, price agreements among pro¬ 
ducers, 130 n. 

Li^i^ity preference, interest paid to overcome. 

Literacy, increase of, in Soviet Russia, 641 
“Little Steel," and labor unions, 403; and Na¬ 
tional Labor Relation Board, 414 
Loan market, monopoly elements in, 433 


Loanable funds, interest as payment for, 423, 426, 
427 

Loans, bank, 289, 290; decline in private, 290 
Local government, machines and decline in, 518, 
519 

Local industries, machines and, 517 
Local monopolies, 126, 129 
Location rent, 439 
Locomotives, monopoly in, 140 n. 

Long, Huey, on Fascism in U. S., 655 
Long-run normal price, competitive, 222 ff.; and 
constant cost, 232; and cost of marketing, 225; 
and decreasing cost, 232 ff.; and increasing cost, 
225 ff.; and joint products, 237 ff.; and oppor¬ 
tunity cost, 224; and profits, 224; costs, aiffi- 
culty of calculating, 227; defined, 222; govern¬ 
ment regulation of, 236; hypothetical price, 223; 
managerial ability and costs, 228, 229; meaning 
of costs, 223, 224; price and cost, deviation oC 
241; price fixing, futility of, 227; reasons for 
increasing cost, 226; rents and costs, 228 
Long-run normal price, monopoly, see Monopoly 
price, long-run normal 
Longworth, Nicholas, landowner, 449 
Lorimer, Frank and Frederick, 40 n., 48 n.; on 
birth rates, 46 

Louisville and Nashville R, R., overcapitalization 
of, 92 

Lovett, Robert Morss, 506 n., 514 n., 540 n. 
Lubin, Isador, on need for greater economic 
equality, 584 

Luck and unearned profits, 467 
Lumber, allocation of production, 131 
Lumber industry, integration in, 117 
Lumber tariff, 357 

Lundberg, Ferdinand, 545 n., 546 n., 547 n. 

Lutz, Harley L., classification of public revenues, 
481; on rise in public expenditures, 478; on 
simplicity in taxes, 487 
Luxuries, inelastic demand for, 201 
Lvov, Prince, in Russian Provisional Government, 
631 

Lyon, Leverett S., 133 n. 

Machiavelli and Italian Fascism, 657 
Machine age, the, 503 ff., 516 ff.; and Fascism, 
658; cultural lag, 527; dates of, 503; domina¬ 
tion of life by machines, 524; definition of 
technology, 503; effects of technology, 511 ff.; 
electricity, 505, 506, 507; hydroelectric power, 
increase in, 507, 508; individual achievement, 
decline in opportunities for, 524; life in, com¬ 
plexity of, and of political problems, 526, 527; 
natural resources, waste of, 525; power, amount 
available, 508; productivity, increase in, 509, 
510; social aspects of, 519 ff.; speed of life, 524, 
525; standardization of life, 525, 526; tech¬ 
nology, a dominating force, 521; use of power, 
505 

Machines, and great fortunes, 517, 518; and in¬ 
dustrial organization, 516; and labor, 512 ff.; 
and politick institutions, 518, 519; and unem¬ 
ployment, 514, 515; and war, 527, 528, 529; 
development of, 16, 17, 77, 78; expensive, in 
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Machines—( Continued) 
large plants, 111; home-made and tailor-made, 
80, 81; improvement in, 508, 509; in homes, 
504; in shops and offices, 504; obstacles to 
prompt introduction of, 510; on farms, 504; 
ubiquity of, 504 
Magnesium, monopoly in, 140 n. 

Mail-order house and local community, 86 
Make-work fallacy, 159 
Make-work rules of labor unions, 405, 406 
Making money, 8 

Malthus, Thomas R., theory of wages, 371 
Malthusian doctrine, 37 fiF.; anatysis of, 37 IF.; 
diminishing returns, 39; evils of overpopulation, 
40 ff. 

Management, efficiency of, under socialism, 614, 
615, 617 

Management engineers, 133 
Management functions, of combinations, 116, 122, 
of corporations, 97, 98, 99; of entrepreneur, 462, 
of large plants, 112, 113 
Management shares of storks, 104 
Managerial ability and costs, 228, 229 
Mange, J. I., and Associated Gas and Electric Co., 
103 

Mann, Lawrence B., 361 n. 

Marginal buyers and sellers, 204, 207, 211 
Marginal costs, 214 

Marginal land, significance of, in rent determina¬ 
tion, 439, 440 

Marginal productivity, and labor supply, 380; as 
approach to distribution, 370, of capital, and 
interest, 426; of labor, and wages, 380; of land, 
and rent, 375, 438, 439 
Marginal revenue, 215 ff. 

Marginal utility, 168 

Margins, relation of, to market price, 206, 207 
Market, defined, 179; false conception of, in inter¬ 
national trade, 350; for goods and capital, and 
imperialism, 557, 558; for land, 437; for stocks 
and bonds, 180; for wheat, 180; widening of, 
109, 110 

Market price, 194 ff.; a real price, 196; detennina- 
tion of, 205 ff.; monopoly, 208, 209; of natural 
resources, 210 
Market sharing, 131 
Market situations, 180, 181 
Marketing, cooperative, 331 ff.; costs of, 330, 331; 
high costs of, in monopolistic competition, 
260 ff.; wastes in, 331 

Marketing costs and long-run normal price, 225 
Marketing functions, see Domestic trade 
Marsh, Ben, definition of democracy, 686 
Marshall, Alfred, approach to distribution, 370; on 
agents of production, 76; on business education, 
475; on corporation management, 97; on cor¬ 
porations, 101, 105; on costs, 223; on diminish¬ 
ing returns, 19, 21, 22, 24; on diminishing 
ulSity, 168; on education, 59, 60, 61; on entre¬ 
preneur, 88, 473; on hiunan nature, 7, 531; on 
human wants, 163; on intermediate price, 218; 
on investment in health of poor, 429; on joint 
products, 207, 237; on labor efficient, 57, 69; 
on labor unions, 386, 415, 416; on large-scale 


Marshall, Alfred—( Continued) 
production, 113; on loans to poor, 425, 420; on 
long-run normal price, 222; on markets, 180 n.; 
on medieval life, 521; on monopoly, 249; on 
monotony of labor, 513; on peculiarities of 
labor as productive factor, 373; on population, 
37, 38; on quasi-rent, 437; on subjective value, 
171, 173; on variability of incomes and average 
incomes, 379; on wise spending, 174; supply 
and demand theory of wages, 372 
Martin, F. Townsend, on control of country by 
rich, 543 

Martin, John L., 459 

Marx, Karl, and emergence of Fascism, 657; and 
Soviet-Russian economy, 624; and violent revo¬ 
lution, 626 ff.; life and character, 604; on domi¬ 
nation of public ideals by ruling class, 659; on 
economic significance of religion, 31; on mo¬ 
nopoly, 137 

Marxian socialism, 603 ff.; class struggle, 606, 607; 
doctrine of surplus value, 605, 606; economic 
interpretation of history, 604, 605; evolutionary 
point of view, 604; law of capitalist accumula¬ 
tion, 606; revisionism, 609, 610 
Mason, A. T., 101 n. 

‘'Material requisites of well-being,” 3, 4 
Material vs. immaterial goods, 4 
Materialistic spirit of capitalism, 7, 535, 536 
Matteotti, murder of, by Mussolini, 650 
Maximum satisfaction under price system, 188, 189 
Maximum utility and general equilibrium, 235 
Mayo, Katherine, 41 n. 

Mayo Clinic, division of labor in, 68 

Maytag Washing Machine Co., patents owned by, 

129 

McConaughy, John, 543 n. 

McCracken, H. L., on increasing price rigidity, 579 
McKinley, William, and sound money, 280 
McKinley Tariff Act of 1890, 358 
McNamara brothers, labor violence, 409 
Means, Gardiner C., on corporations, 94, 95, 98, 
105; on increase in administered prices, 575 
See also Berle, A. A. 

Meat-packing industry, factors determining loca¬ 
tion, 74; pools in, 131 n. 

Mediation in labor disputes, 417 
Medical cotton goods, price agreements among 
producers, 130 n. 

Medicines, rationality in buying, 166 
Medieval attitude toward interest, 423, 425 
Medieval churchmen and capitalist ethics, 536 
Medieval period, wages in, 391 
Mehus, O. M., on Kallikalcs and Jukes, 50 
Mein Kampf, 653, 666 

Mellon family, control of corp'>rations, 94; control 
of sulphur, 136; ownership of bauxite, 135 
Mellon Fund, 294 
Mellon interest group, 135 
Menshevik party in Russia, 632 
Mercantilism, attitude toward population, 38; at¬ 
titude toward wages, 391 
Mergers, 127 

Metal lath, price agreements among producers, 

130 n. 
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Metallurgy, advance in, 509 
Metals, early use of, 77; exhaustion of, 35 
Metropolitan Life Insurance Co., assets of, 293 
Mexican population of U. S., 45 
Mexican War, imperialistic, 564 
Mexico, U. S. control of, 558, 567 
Michigan, compulsory investigation of labor dis¬ 
putes in, 418 

Middle Ages, capital in, 77; fortunes in, 8; growth 
of wealth in, 78 

Middle class, and Fascism, 659; not disappearing 
altogether, 609 
Militia and lab&r, 413 
Milk, protection of consumers of, 265 
Milk distribution, monopoly in, 141; monopoly 

S rofits in, 466; price agreements in, 130 
I, J. S., 355 n.; on high birth rate of poor, 47; ' 
on mechanical inventions, 511; on rents as un¬ 
earned income, 444; on ugliness of capitalist 
competition, 534; on wages, 388; wages fund 
theory of wages, 371 
Miller, Douglas, on trade with Hitler, 346 
Miller, Henry, ownership of California land, 450 
Miller-Tydings Act, 594 

Millis, H. A., on National Labor Relations Act, 
415 

Mills, Frederick C., 677 n.; on increase in mo¬ 
nopoly, 577, 578; on increasing labor produc¬ 
tivity, 509; on increasing price rigidity, 579; on 
recent industrial revolution, 503 
Mineral reserves, public, 454 
Mineral resources, and territorial division of labor, 
73; of U. S., 33; waste of, 35 
Mineral wool manufacturers, price 'agreements 
among, 130 

Minnesota, compulsory investigation of labor dis¬ 
putes in, 418 

Minority groups, treatment of, in Soviet Russia, 
641 

Miser, hoarding by, 83; vs. spendtlirift, 83, 84 
Mises, L. von, on allocation of productive factors 
under socialism, 618 
Misrepresentation of goods, 166 
Mississippi valley, richness of, 33 
Mitchell, C., incapacity of, 99; salary and bonuses, 
97 

Mitchell, Sydney, holding company operations of, 
103 

Mitchell, Wesley, tlieoiy of business cycles, 319 
Molybdenum, monopoly in, 136, 140 
Monetary plans, future, 692 
Monetary tlieory of business cycles, 319 
Money, 271 ff.; a productive agency, 271; as capi¬ 
tal, 83; bank deposits, 276; bank notes, 275, 
276; bimetallism, 278 ff.; brassage, 274; classi¬ 
fication of, 273; coinage of, 272, 274; confusion 
of, as wealth, 350; convertibility of paper, 275; 
debasement, 277; defined, 272; functions of, 
272, 273; gold, 273, 274; gold standard, 277, 
278; goods used as, 272; government notes, 275; 
history of, 271; in Soviet Russia, 636; incon¬ 
vertible paper, and inflation, 276, 277; interest 
as payment for, 423; **ke<m circulating** argu¬ 
ment, 82, 85; metal, 273 tt.; monetary history 


Money— ( Continued) 

of U. S., 278 ff.; outstanding, list of, 274; paper, 
275; present system, 281; representative, 275; 
seigniorage, 274; silver, 274; unsound, and de¬ 
cline of capitalism, 580; vs. barter, 271, 272 
Money income, and diminishing utility, 172 ff. 
Money market, New York, variations in interest 
rate in, 432 

Monopolistic competition, 253 ff.; advertising, 259; 
and profits, 258 ff.; consumer rationality, 264, 
265; defined, 183; duopoly, 254; graphs, 26^267; 
marketing, high cost of, 260 ff.; oligopoly, 253- 
256; price cutting, 258; price regulation, 266, 
267; product differentiation, 256 ff.; production 
of quality goods, 258, 259; rationality and, 259, 
260; taxes, shifting of, 488, 489; types of, 253 
Monopoly, 125 ff., 139 ff.; advantages of, 142; 
amount of, 139 ff.; and decline of capitalism, 
574 ff.; and economic assumptions, 142; and 
giant combinations, 123; and integration, 117; 
and patents, 127 ff.; and public opinion, 137; 
and tariff, 355, 356, 358; and wages, 381 ff.; 
Associated Press as, 547; cartels, 132; conditions 
favoring, 134; corporations and, 100; defined, 
125, 126; difficulty in defining, 139; economic 
power, concentration of, 134; efficiency of man¬ 
agement, 143; extent of, 139; forms of, 126; 
fostered by government, 594, 595; full-line forc¬ 
ing, 132; gentlemen's agreements, 130; govern¬ 
ment control of, 143 ff.; heavy fixed barges, 
136; lugh costs of, 247, 248; history of, 126; 
in industry and wages, 381; in investment bank¬ 
ing, 291, 292; in loan market, 432, 433; in 
marketing, 326, 327; in production of war goods, 
677; industry-wide vs. single plant, 244; in¬ 
dustries, list of, 140 n., 141; international cartels, 
145 ff.; labor, 576; limitations on power, 248; 
multiple-unit, 130 ff.; natural resources, limita¬ 
tion of, 135; pools, 131; price agreements, 130; 
profit, 245; profits, records of, 465-467; public 
utilities, 134; racketeering, 133; result or com¬ 
petition, 137; result of oligopoly, 255, 256; 
single-plant, 246; single-unit, 126; small local, 
129; socialization of, 145; state, 151; taxes, 
shifting of, 489, 490; trade, interference with, 
136; trade associations, 132; vs. product dif¬ 
ferentiation, 256, 257 

Monopoly price, long-run normal, 243 ff.; and 
average and marginal revenue, 216-218; and 
competitive price, distinguished, 246 ff.; and 
constant cost, 244; and decreasing cost, 245, 
246; and demand, 244; and increasing cost, 244; 
concept of, 243; of joint products, 250; regula¬ 
tion of, 2^, 251 

Monopoly price, market, 208, 209; and joint de¬ 
mand, 209 

Monopsony, and price, 249, 250; defined, 125,183; 
duopsony, oligopsony and, 249 ff.; in labor mar¬ 
ket, and wages, 382 
Monotony of labor, machines and, 513 
Montgomery, Ward and Co., buying power of, 328 
Monuments, ancient, 17 
Moon, Parker, 560 n. 

Mooney, Tom, trial of, 413 
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Morals and economics, 3, 4 
More, Sir Thomas, 625 

Morgan, J. P., and federal birtli control law, 53 
Morgan, J. P., and Go., gifts to public men, 546; 
interlocking directorates, 100;, profits in setting 
up U. S. Steel Corporation, 120 
Morgan—First National interest group, 135 
Mosaic law on interest, 423 
Mosley, Oswald, British Fascist, 670 
Moulton, Harold, 52 n., 588 n. 

Moving-picture producers, full-line forcing by, 
132 

Moving pictures, cartel in, 146 
Motor license taxes, 495 
Multiplc-u 'it monopolies, 130 
Multiplicity ot goods and brands, and high cost 
of marketing, 260, 261 
Mumford, Lewis, on capitalist culture, 537 
Municipal enterprises, 482 
Munition makers, profits of, 471 
Munk, Frank, 657 n., 659 n., 663 n., on corporation 
and Fascism, 658 

Munn, Thomas, overemphasis of money in foreign 
trade, 350 

Mussolini, campaigns in Abyssinia, Albania, 
France, and Spain, 650; early life, 649; financed 
by big business, 660, inspiration to Hitler, 657; 
march on Rome, 650, political campaign, 649 
Mustapha Kemal Pasha, Turkish dictator, 656 
Myers, A. L., concept of product differentiation, 
256 

Myers, Gustavus, 92 n., 449 n. 

Nails, allocation of production of, 131; pools in, 
131 n. 

Naive Quantity Theory of Money, 307 if. 
Napoleon, monetary system established by, 278 
National Association of Manufacturers, and labor 
relations, 416, 418; power of, 543; propaganda 
campaign of, 550 

National associations of various indusliies, 543 
National bank notes, 276, 295 
National Banking System, establishment of, 295; 
faults of, 295 ff. 

National Biscuit Co., full-line forcing by, 132 
National Broadcasting Co., full-line forcing by, 132 
National Bureau of Economic Research, on in¬ 
comes from professional practice, 378 
National City Bank, and National City Co., 291, 
292 

National Dairy Products Corporation, horizontal 
combination, 115; profitable monopoly, 141 
National Electric Light Association, propaganda 
campaign, 545, 548 
National forests, 452, 453 
National Industrial Council, 416 
National Industrial Recovery Act, and carteliza¬ 
tion, 146; and decline of capitalism, 594; and 
labor organization, 403, 414; and monoTOly, 
143, 144; Ineffective in restoring capitalism, 
570, 571 

National Labor Relations Act, 414; and collective 
bargaining, 403, 416, 417; on labor spies, 411 


National Labor Relations Board, 403, 414; on 
company unions, 412 

National Lumber Manufacturers' Association, and 
tariff logrolling, 357 
National Metal Trades Association, 416 
National parks, 452 

National Resources Committee, 119 n., 334, 416 n., 
428; estimates of power development, 508; on 
concentration of economic power, 134, 135; on 
introduction of machmes, 510; on standardbs of 
living, 51, 52 

National security, cartels and, 148 ff. 

National self-sufficiency, tariff and, 359-362 
National Socialism, defined, 647; history of, 651; 
program before 1923, 653 
See also Fascism; Hitler 
National War Labor Board, 679 
Natural resources, advantages of monopoly in ex¬ 
ploiting, 142; market price of, 210; monopo¬ 
lized, 135; necessity of conserving, 692; public 
ownership of, 452; tariff and, 357; waste of, 
uncli^r capitalism, 538 
Naval stores, pools in, 131 n. 

Naval vessels, monopoly in, 140 n. 

Nazis as protectors of Europe from communism, 
662 

Neanderthal man, implements of, 77, 81 
Negroes in II. S., 45, 46; poverty of, 52 
Nehru, Jawaharlal, 561 n., 562 n., 563 n., 566 n. 
Neumann, Franz L., 652 n., 658 n. 

New Deal, a scarcity policy, 595; and labor, 386, 
412, 414; business hostility to, 418; ineffective 
in promoting recovery, 570, 571; relief policy, 
592; similarity to Bruening regime in Germany, 
654; wage policy, 594 

New Economic Policy (NEP) in .Soviet Russia, 
633 

New England homes, beauty of, 159 
New Harmony, communistic utopia, 625 
New industries the result of research, 121 
New methods, development of, and profits, 462 
New plant needed for war, 676 
New \f)rk, New Haven & Hartford R. R., over¬ 
capitalization of, 92 

New York Central R. R., overcapitalization of, 92 
New Zealand, compulsory arbitration of labor dis¬ 
putes in, 418; labor government of, 419 
Newspaper business, elements of monopoly in, 141 
Newspapers and business interests, 546-^8 
Newsprint, price leadership in, 131 n.; producers 
of, price agreements among, 130 
Nickel, monopoly in, 136, 140 n. 

Nietzsche and German Fascism, 657 
Niggardliness of nature, 5, 6 
Nitrate, monopoly in, 151 
Nominal and actual rate ot interest, 422 
Nonconformists, 165 

Non-ferrous metals, price leadership in, 131 n. 
Non-proportional outputs, principle of, 19 ff., 22 
Normal price, long-run competitive, see Long-run 
normal price, competitive 
Normal price, short-run, see Short-run normal price 
Norris-La Guardia Act, 414 
North, Dudley, on foreign trade, 850 
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Northern Securities case, 127 
Norway, cooperative marketing in, 332; economic 
intelligence in, 16; law on cartels, 151 
Nourse, E. G., 202 n., 575 
NRA, see National Industrial Recovery Act 
Nystrom, Paul, on rent and profits, 436 

Obsolescence of capital and durable goods, 80 
Occupational diseases, 395 
Office of Price Administration, 236, 684, 685 
Ogbum, W. S., on the automobile as a historical 
force, 512 

Oil, allocation of production, 131; imperialism, 
559, 569; price leadership in, 131 n.; reserves, 
454; waste of, under private ownership, 455 
Oil industry, advantages of monopoly, 142; full¬ 
line forcing by, 132; integration of, 117; loca¬ 
tion of refineries, 73, 74 
Oil lands, state ownership in Wyoming, 454 
Oil shale reserves, 35, 454 
Old age security for workers, 396, 397 
Old men and modem economy, 56 
Old taxes, justice in, 484 
O'Leary, Paul M., on partnerships, 90, 93 
Oligopoly, competition imder, 254, 255; defined, 
183, 254; price determination under, 255; profits 
^ under, 258 

Oligopsony, and price, 249; and wages, 382, 383; 

defined, 183; monopsony, duopsony and, 249 ff. 
O'Mahoney, Joseph, on America s 13 ruling fami¬ 
lies, 543; on cartels, 151 
One hrmdred per cent reserve plan, 323, 324 
OPA, see Office of Price Administration 
Open-market operations under Federal Reserve 
System, 298, 299 
Open price policy, 132, 133 
Ophthalmic lenses, price agreements among pro¬ 
ducers, 130 
Opportunity cost, 224 
Optical glass, monopoly in, 140 n. 

Optimum population, 44, 45 
Optimum size of plants, 114 
Orchard, Harry, labor crimes of, 409 
Organization of labor, difficulties in, 413, 414 
Orientals in U. S., 45 

Overcapitalization, 91-93; of holding companies, 
105 

Overindebtedness and deflation theory of business 
cycle, 319 

Overinvestment theory of business cycle, 319 
Overpopulation, and wars, 42, 43; evils of, 40 ff.; 

in England, 41; rural, 49, 458 
Owen, Robert, utopian colony in U. S., 625 

“Pact of Munich” and Hitler's annexation of 
Czechoslovakia, 654, 655 
Palyi, M., on history of coinage, 272 n. 

Paper money, 275 ff.; convertibility of, 275; dur¬ 
ing and after Civil War, 279 
Pareto, and Italian Fascism, 657; on economic in¬ 
equity. 583 
Partnerships, 88, 88, 00 
Patent pools, 125 


Patents, 127 ff.; abuses of, 128, 129; held by com¬ 
binations, 121 ff.; owned by du Fonts, 138 
Patriotism and American Fascist movement, 665 
Payne-Aldrich Tariff Bill, 357 
Pay-roll taxes, 493 

Peace, essential to capitalism, 590, 591; future, 
687 ff.; imperialism and, 568, 569 
Pecora, Ferdinand, 106; on concentration of busi¬ 
ness control, 100 

Pennsylvania, cement industry in, 73 
Pennsylvania R. R., distribution of stock of, 93, 94 
Perfect competition defined, 182, 183 
Perishability of labor, 373 
Perlman, Jacob, on wage differentials, 386, 387 
Personal distribution, defined, 9 
Personal income tax, 491, 492 
Personnel administration, 65, 66 
Peschel on land and religion, 32 
Peter the Great, efforts to modernize Russia, 630 
Petrillo, dictator of musicians* union, 414, 415 
Petroleum, substitutes for, 35; waste of, 35 
Philip the Fair, debasement of money by, 277 
Philippines, conquest of, 565; high cost of control 
over, 559 

Phosphate reserves, 454 
“Phossy jaw,” 395 

Photoelectric cell, C. C. Furnas on, 506, 507 
Photographic supplies, monopoly in, 180 
Physical expansion and capitalism, 586-588 
Physiocrats and population problem, 38 
Picketing, 404 

“Pig trough philosophy,” 163 

Pinchot, Gifford, conservationist, 454 

Pioneer life, 174 n.; ideal for capitalism, 574; 

realistic pictures of, 521 
Pipe-line companies, monopoly profits of, 466 
Pittsburgh, steel industry in, 73 
Pittsburgh Plate Glass, monopoly profits of, 466 
Pittsburgh-plus system, 130 
Place ulSity, 8 

Plane of living, and character of population, 51 ff.; 
machines and, 520 

Plato, and population problem, 38; hostile to de¬ 
mocracy, 553; on division of labor, 67, 69; on 
human character, 612; on trade, 325; on “un- 
boimded acquisition of wealth,” 8, 535; on 
wages, 391; Republic, 624, 625 
Play distinguished from labor, 9 
Plowing back of profits, 92 
Plumbing supplies, monopoly in, 140 n.; price 
agreements among producers, 130 n. 

Plummer, Alfred, 151 n. 

Pogue, Joseph E., 508 n. 

Polakov, Walter, on electricity, 506; on excess in¬ 
dustrial capacity, 540 
Poland, conquest of, by Hitler, 654 
Police and labor, 413 
Political Action Committee, 405 
Political activity by labor, 405 
Political democracy and *rise in government ex¬ 
penses, 479 

Political problems, increasing complexity of, in 
machine age, 526, 527 
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Politics, and tariff, 356, 357, 359; big business in, 
545, 540 
Pools, 131 

Population, 37 ff.; an increasing, the American 
ideal, 442; changing age of, 54; declining birth 
rate, 42, 43, 44; density of, as basis of inter¬ 
national trade, 335; early attitude toward, 38; 
eugenics, 50, 51; evils of excessive, 40 ff.; fall 
in rate of increase, and decline of capitalism, 
587; future, in Eur^e and U. S., 43-45; his¬ 
tory of OTowth, 37 if.; increase, machines and, 
521; Malthusian doctrine, 37, 38 ff.; optimum, 
44, 45; ours a heterogeneous, 45, 46; overpopu¬ 
lation and wars, 42; planes of living and char¬ 
acter of, »^l-53; positive checks on, 39; pre¬ 
ventive checks on, 39; quality of, 45 ff.; race 
deterioration, 47-51; race superiority, 46, 47; 
shifts of, and unearned profits, 469; significance 
of problem, 37 
“Pork barrel” tariff, 356 
Positive checks on population, 39 
Possession utility, 8 
Postal Savings System, 300 
Postwar problems, 687 ff.; atomic bomb, 689; 
conclusions, 692; conservation of resources, 693; 
democratic peace, 688, 689; imperialist peace, 
687, 688; international cartels, 692; international 
relations, 687-689; international trade and 
tariffs, 691; investments abroad, 691, 692; labor 
problems, 691; long-run economic problems, 
690 ff.; monetary plans, 692; postwar adjust¬ 
ments at home, 6o9, 690; taxation, 690, 691; 
war debt, 690 

Potash monopoly, Gennan, 151 
Poultiy market racket, 134 
Pound, Arthur, 449 n. 

Poverty, and clothing, 52; and diet, 51, 52; and 
education, 52, 53; and recreation, 52; and size 
of families, 47; in China, 41, 42 
Power, amount available, 508; history of use of, 
505; on farms, 505 

Pratt and Whitney Aircraft Corporation, profits 
of, 476 

Precious metals, early use of, 77 
Preference for present goods, and interest, 427 
Press, the, and Dig business, 546-548 
Preventive checks on population, 39 
Price, defined, 155, 179; futility of attempts to 
fix, in long run, 227 
Price agreements, 130 
Price competition, 184 

Price control, in Nazi Germany, 662; in wartime, 
684, 685 

Price cutting under monopolistic competition, 259, 
260 

Price leadership, 130 

Price level, 302 ff.; and actual rate of interest, 
422; as problem in price determination, 305; 
businessmen and failing, 303; changes in, and 
forced savings, 82; changing, causes of, 305; 
compensated dollar, 309, 310; control of, 
schemes for, 309 ff.; creditors and falling, 303; 
debtors and falling, 303; devaluation of money 
as means of raising, 344, 345; falling prices, 


Price level— {Continued) 
effects of, 302; fluctuating, evils of, 302; in¬ 
vestment and, 309; life insurance and falling, 
303; Quantity Theory of Money, 306 ff.; rising 
prices, 304 ff.; savings and, 309; stability needed 
under capitalism, 579; stabilization under Fed¬ 
eral Reserve System, 299; taxes and falling, 
304; war prices, 311; who gains from falling? 
304 ff. 

Price system, and allocation of consumers’ goods, 
188, 189; and artistic goods, 189; and entre¬ 
preneur, 187, 188; and future goods, 189; and 
production, 533; defined, 15^ functions of, 
185 ff.; partial abandonment of, in wartime, 
684; use of, in securing war goods, 676, 677 
Prices, 153 ff.; and aesthetic ideals, 190, 191; and 
distribution of income, 190; and individual ex¬ 
penditures, 190; growing rigidity of, 579; in 
different time periods, 194 ff.; rent and, 443,444 
Pnmitive man, production by, 16, 17 
Principle, of acceleration, 313; of equal advantage. 

Priority system in securing war goods, 677 
Private enterprise, record of, in land use, 455 ff. 
Private ownership, waste of timber under, 453 
Private property, defined, 6; weakening of, as 
institution, 107, 108 
Producer control over life, 551, 552 
Producers’ credit, 284, 285 
Producers' loans, demand for, 425, 426 
Product differentiation, 253; and high cost of 
marketing, 260 ff.; and monopoly, 256, 257; 
meaning of, 256 

Production, 15 ff.; defined, 8, 15; diminishing pro¬ 
ductivity, 19-21; education and, 58, 59; motors 
of, 8; history of, 16, 17; labor, changing dis¬ 
tribution of, 17, 18; law of diminishing returns, 
21-24; organization of, under socialism, 614, 
615; prices, function of, in guiding, 185 ff.; 
problem of, nearly solved, 17; under capitalism, 
6; under price system, 533 
Productive factors, allocation of, under socialism, 
618 

Productive labor, changing distribution of, 17, 18 
Productive life, length of, 370 
Productive vs. unproductive labor, 15 
Productivity, diminishing, principle of, 19 ff.; in¬ 
creasing, 509, 510; of capitalism, 553; of labor, 
and wages, 374, 375; wage theories, 371 
Pro-Fascist policies of U. S. in World War II, 
673, 674 

Professions, incomes in, 378 
Profit motive, in war, 150, 686; unchristian, 536 
Profits, 461 ff.; and great fortvnes, 464; and risk, 
462, 463; as cause of decline of capit^sm, 472; 
as residual income, 464; business cycle and, 468, 
469; business leaders, development of, and, 474; 
businessmen, qualities of successful, and, 473; 
consumer demand, changes in, and, 469; con¬ 
sumer exploitation and, ^9; defined, 461, 462; 
earned, 472; earned vs. unearned, 464 ff.; entre- 
reneur, functions of, 462; from tariff policy, 
51; government potides and, 469, 470; in 
corporate business, 464; in holding compares. 
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Profits—( Continued) 

104, 105; labor, exploitation of, and, 469; luck 
and, 467; monopoly, 465-467; monopoly, de¬ 
fined, 245; net, 463; of farmers and businessmen 
in World War II, 680, 681; of promoters of 
combinations, 119, 120; population shifts and, 
469; resemblance to other incomes, 463; under 
Fascism, 663; unearned, 465 ff.; wages of man¬ 
agement and long-run normal price, 224; war 
and, 471 

Progress and Poverty, 448 ff. 

Progressive taxes, 485-487 
Progressives defined, 602 
Promoters’ profits in combinations, 119, 120 
Propaganda, big business, 545 
Property, private. Increasing government restric¬ 
tions on, 622 
Proportional taxes, 485 

Prosperity, in postwar period, 689, 690; phase of 
business cycle, 313 
Protection, see Tariffs 
Protective vs. revenue tariffs, 355, 356 
Provisional Government of Russia, 631 
Prudential Life Insurance Co., assets, 293 
Psychological theories of business cycle, 320 
Psychology of Fascism, 666, 667 
Public borrowing, 496 ff. 

Public domain, 482, 483 

Public expenditures to stimulate business recovery, 
321, 322 

Public finance, 476 ff.; administrative revenues, 
483; federal and state expenditures compared, 
479, 480; government expenses, rise in, 478 ff.; 
local expenditures, 480; public domain, 482, 
483; public expenditures, effects of, 480, 481, 
public industries, 482; public revenues, 481; 
state expenditures, 480; taxation, see Taxation; 
war expenditures, 480 
Public goods, 6 
Public industries, 482 
Public lands, graft in securing, 450 
Public ownership, of corporation stocks, 107; of 
natural resources, 452 

Public utilities, defined, 134; industries included, 
140; monopoly profits of, 466, 467; total value 
of, 140 

Public works, and public borrowing, 497 ff,; as 
remedy for unemployment, 400 
Public Works Administration (PWA), 400; and 
business recovery, 571 
Pugachev s Rebellion in Russia, 636 
Pullman cars, monopoly in, 140 n. 

Pullman strike of 1894, 411 
Pump priming, 321, 322, 497 ff. 

Pure competition, defined, 181-184; and agricul¬ 
tural decline, 459 

Pure financial theory of taxation, 483 
‘‘Purge” of 1934 by Hitler, 654 
“Put money in cirt^ation” theory, 481 
“Pyramiding* in holding companies, 103; pro- 
Wted, 107 


QualiW, of goods, competition in, 184; in monop« 
ofistic competition, 258-260 
of service, competition in, 184 
Quantity Theory of Money, 306 ff. 

Quinine, cartel in, 145, 148 

"Race deterioration” in U. S., 47 ff. 

“Race superiority,” 46, 50; and Fascism, 569 
Racial characteristics, 46, 50 
Racketeering, 133 
Radical labor unions, 402 
Radicals defined, 602 

Radio, and future of civilization, 528; broadcast¬ 
ing, full-line forcing in, 132; business control 
of, 548, 549; gross mismanagement of, 549; 
patents, 129 n.; under Fascism, 661; valuable 
services of, 549 

Radio Corporation of America, in cartel, 146; 

patent pool, 128 
Radium, monopoly in, 151 

Railroads, building of, in U. S., 78; land grants 
and landed estates, 450; natural monopolies, 
136, 137; overcapitalization, 92; rates as joint 
products, 238 

Range lands, public ownership of, 453, 454 
Rarity and utility, 159 

Rational self-interest, capitalist assumption of, 
530-532 

Rationality of wants, 156, 164 ff.; and habit, 160; 
and monopolistic competition, 259, 260; grow¬ 
ing, 160; need of, in capitalist economy, 531, 
532; raising, 264, 265 
Rationing in wartime, 675, 685 
Rauschenbush, Stephen, 649 n., 654 n. 

Raw materials, imperialism and, 559 
Rayon yam, monopoly in, 140 n. 

Reactionaries defined, 602 
“Ready-made” machines, 80 
Recession phase of business cycle, 317, 318 
Reciprocal trade agreements, 364 
Recreation, of various classes, 52; machines and, 
523, 524 

“Red-lDaiting,” business leaders in, 551 
Rediscounting under Federal Reserve System, 298 
Regressive tax, 485; tariff as, 356 
Rcimann, Guenter, 659 n. 

Reinforcement bars, price agreements among pro¬ 
ducers, 130 

Relativity, in concept of competition, 181; in con¬ 
cept of monopoly, 125, 139; in distinction be¬ 
tween capital and consumers’ goods, 79; in 
land concept, 30; in standards of living, 51; 
in wants, 164 

Relief, public, and decline of capitalism, 591; to 
stimulate business recovery, 322, 323 
Religion, and economic productivity, 62; and eco¬ 
nomics, 4; and Fascism, 653; freedom of, in 
Soviet Russia, 639 

Religious and capitalist spirit conmared, 537, 538 
Remington-Rand, Inc., full-line forcing by, 132 
Rent, 430 ff.; and costs, 228; and economic in¬ 
equality, 449; and intensiveness of cultivation, 
2^, 227; and interest, distinguished, 436, 437; 
as surplus above costs, 443; as uneam^ in- 
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Rent—( Continued ) 

come, 444-446; conception of, 446; decline of, 
since 1920, 457-459; defined, 435, 436; demand 
and, 437 ff.; economic and business, 436; ex¬ 
tensive margin of cultivation, 439; intensive 
marcin of cultivation, 440; location, 439; mar¬ 
ginal productivity and, 438; peculiarities of, as 
income, 443; population changes and, 440; 
quasi-, 437; rise and fall of, paradox in, 442; 
rise in, before 1920, 457; rising, and rising 
land values the American ideal, 442; scientific 
progress and, 441; supply and, 437 ff.; tech¬ 
nological progress and, 441; transportation and, 
441, 442 

Representative inoney, 275 
Reproducible wealth, 78 

Republican party, campaign contributions to, 545, 
546 

Research, and monopoly, 121; by combinations, 
120fp.; changing character of, 121 
Reservations in supply, 204 

Reserves, regulation of, under Federal Reserv'e 
System, 298 

Residual income, profits as, 464 
Resources, mineral, as basis for in tci national trade, 
335 

Restrictions on labor union mcmbersliip, 405 
Retail distribution in Soviet Russia, 636 
Retail specialization, 330 
Retailers, functions of, 327; types of, 327 
Retailing, a small-plant business, 113, 114; chang¬ 
ing character of, 263 
Retaliation tariffs, 360, 361 
Returns, law of diminishing, 21 ff. 

Revenue tariff, 355, 356 
Revisionism of Edward Bernstein, 609, 610 
Revival phase of business cycle, 313 
Revolution, communist, 627 tf; gain from, 628; 
in Hungary and Bavaria, 632, 633; in Rus¬ 
sia, 629 tf.; probable failure of, 627, 628; un¬ 
necessary, 627 

Revolutionary labor unions, 402 
Revolutionary War, imperialistic, 564; inflation in, 
277 

Revolutions, early, 608 
Rhineland, reoccupation of, by Hitler, 654 
Rhinelanders, great landowners, 449 
Ricardo, David, and Marx's doctrine of siuplus 
value, 605; on rent, 439; on rent as unearned 
income, 444; theory of wages, 371 
Rich, savings by, 428, 429 
Rich men in politics, 545, 546 
“Right** and ‘left** in economic attitudes, 603 
Rigid prices, growing importance of, 579 
Robbins, Lionel, on allocation of productive fac¬ 
tors under socialism, 618 
Robinson-Patman Act, 144 
Rochdale cooperative stores, 331, 332 
Rockefeller, John D., and luck in profits, 467 
Rockefeller Foundation, trustee, 294 
Rockefeller interest group, 135 
Rockefeller interests, investment in land, 449 
Rockefeller-Stewart fight for control of Standard 
of Indiana, 96 


Roehm, killed by Hitler, 654 
Rogers, Will, on tax problem, 477 
Rome, ancient, acquisitiveness in, 8; population 
attitude in, 38; wages in, 391 
Roosevelt, F. D., and Agricultural Adjustment Act, 
236; and American class struggle, 609; and 
courts, 413, 551; and Federal Land Banks, 
300; and labor relations in World War II, 078, 
679; and monopoly, 144; industrial recovery 
program of, 571; monetary policy of, 280, 281, 
308 ff.; on holding companies, 102; on un- 
«listributed profits tax, 93, 100 
Roosevelt, Theodore, conservation policy of, 454; 

imperialist policy, 565; on tnists, 125 
Roosevelt administration (F.D.R.), and labor, 
403, 414, 419; not Fascist, 663 
Rosenwald, Julius, on luck as factor in profits, 
467 

Roundabout production, 79 
Rubber, cartel in, 145; synthetic, cartel control, 
149, 150 

Rubber heels, price agreements among producers, 
130 n. 

Rubber industry competitive, 255 
‘Tlugged individualism,*' and labor movement, 
405; machines and, 519 
‘Tluhng class" of businessmen, 8, 543 
Rural and urban birth rates, 49 
Rural overpopulation, 49 

Ruskin, John, on evils of mechanization, 511; on 
making money, 534, 535; on qualities of suc¬ 
cessful businessmen, 473 
Russell, Bertrand, 172 n.; on ability and financial 
success, 473 

Russia, before Revolution, 630, 631; birth rate in, 
41; famines in, 41 

See also Soviet Russia 

Russian Revolution, conditions leading to, 627, 
628 

Sabotage, 404, 405 
Salaries of corporation officers, 96, 97 
Sales taxes, federal, 493; Groves' opposition to, 
69; state, 494 

Salesmanship, competition in, 185; waste in, 540 
Salt, pools in, 131 n. 

Salter, Sir Arthur, on decline of capitalism, 572, 
622 

Satisfactions, durable, 168, 174, 175; harmful, 16 
Saturday Evening Post, on black markets, 685 n.; 
on grade labeSng, 178 

Saving, and capital formation, 81; and hoarding, 
83; and investment, 84; changes in price level 
and, 82; conversion into capital, 83, 84; effect 
of, 84; forced, 81, 82; in business cycle, 82; 
insurance and, 82; the state and, 82 
Savings, as source of loanable funds> 426-428; 
by corporations, 429;' by insurance companies, 
429, 430; by rich, 428, 429; care of, 291E; 
income and, 428 ff.; interest as payment for 
use of, 423 

Scandinavian countries, economic intelligence in, 
613; education in, 59; labor unions in, 577 
Scarce vs. free goods, 5, 10 
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Scarcity of goods, in Soviet Russia, 640, 641; 

reasons for, 4-6 
Schacht, Hjalinar, 661 
Schattschneider, E. E., 357 n. 

Scherman, H., 284 n. 

Schumpeter, Joseph A., on decline of capitalism, 
572; on Great Depression, 322 
Scientific management, 65 
Scientific method, beginning of, 17 
Sears, Roebuck Co., buying by, 115, 329 
Second Bank of U. S., 295 
Second World War, see World War II 
Secondary boycott, 404 

Securities ana Exchange Commission, 106, 107; 

on business profits in World War II, 681 
Seidman, Joel, 642, 643 
Seigniorage, 274 
Seldes, George, 543 n., 668 n. 

Selective Service System, 678 
Self-generating theory of business cycles, 319 
Self-interest, rational, capitalist assumption of, 
530-532 

Self-reliance, decline in, 593 
Self-sufficiency, national. Fascist goal, 662; ma¬ 
chines and, 517; Mussolini’s scheme for, 650 
Selfishness, human, and problem of socialism, 612, 
613 

Senior, N. W,, wages-fund theory of wages, 371 
Service, competition in, 184, 185 
Seversl^, Alexander P., on character of future 
wars, 528 

Sewing machines, monopoly in, 140 n. 

Sewing thread, monopoly in, 140 n. 

Sex degeneracy interpretation of Nazism, 659 n. 
Shakers, communistic utopia, 625 
Sharecroppers, helplessness of, 53 
Shaw, G. B., on birth rate of poor, 49, 50 
Shelley, on materialistic spirit under capitalism, 
535 

Sherman Anti-Trust Act, 126, 140; failure of, 
143, 144 

Sherrod, J., 292 n. 

Shifting of taxes, 487 £E. 

Shipping, early, 78 

Shirt and collar manufacturing at Troy, N. Y., 74 
‘‘Shirts,” in American Fascist movement, 665 
Shoe industry, history of. 111 
Shoe machinery, monopoly in, 140 n. 

Shoemaking, aevelopment of, 325 
Short-run normal price, 213 ff.; Alfred Marshall on, 
218; below long-run normal, 219; cost curves, 
213 ff.; in monopolized industry, 219, 220; in 
wartime, 219 

Shrinking earth, machines and the, 517, 518 
Sickness among workers, 396 
Siegfried, Andre, 596 n. 

Significance and functions of price, 179 ff. 

S^er coins, 273, 274 

Simons, Henry G., 596; on changes in bank de¬ 
posits and decline of capitalism, 580; on corpo¬ 
ration and decline of capitalism, 586; on effi¬ 
ciency of combinations, 122; on socialization of 
moncmlies, 578 

Singer Sewing Machine Co., patents, 129 


Single family control of corporations, 94 
Sii^le tax, 448; burdenless, 450, 451; Henry 
George, 448 ff.; in future tax systems, 452; land 
rent and economic inequality, 449, 450; practi¬ 
cal application of, 451, 452 
Single-unit monopolies, 126 
Sit-down strikes, 409 

Size, of business units, 109 ff.; of communities, 
and wages, 387; of companies, and wages, 387; 
of enterprises related to ability of entrepreneurs, 
21 

Skill of labor, machines and, 513 
Slave-driver’s view of labor incentives, 63 
Slavery, extent of, in past, 553 
Slichter, Sumner H., 333, 407 n., 408 n.; on col¬ 
lective bargaining, 416; on increase in fixed 
costs, 516; on long-run influence of labor unions, 
384, 419; on specilization of machine building, 

Sloan, Alfred, on management of combinations, 
122, 123 

Small business, disadvantage of, in loan market, 
433 

Small companies, and research, 121; and wages, 
387 

Small local monopolies, 129 
Small patent holder, 128, 129 
Small plants, 113; advantages of, 113; farming, 
113; retailing, 113, 114; service industries, 114 
Smith, Adam, 126, 170; and Marx’s doctrine of 
surplus value, 605; on division of labor, 75, 
109; on high birth rate of poor, 47; on “invis¬ 
ible hand,’^ 7; on labor specialization, 67; on 
large families, 39; on monopoly, 134; on pros¬ 
pects for free trade, 362 n.; on rent as unearned 
income, 444; on retaliation tariffs, 360; on sav¬ 
ing and capital creation, 81, 86; on tariffs, 
348; on wages and interest, 378; on wages in 
dishonorable trades, 377; theory of wages, 371, 
373 

Smith-Connally Law against wartime strikes, 405, 
679 

Smith-Hughes Act, 58 
Smoot-Hawley tariff, 361 

Social credit scheme for control of business cycle, 
320, 321 

Social Democratic party in Germany, weakness 
of, 652 

Soci^ Security Act, 399 
Social significance of giant combinations, 123 
Socialism, 601 ff.; and allocation of productive 
factors, 618, 619; and government corruption, 
617, 618; and human freedom, 619, 620; and 
labor, 419; and war, 568; attitudes toward, 
classified, ^2, 603; Carver on, 601; character 
of socialists, 611, 612; Debs on, 601; defined, 
9, 610, 611; democratic, 610 ff.; human char¬ 
acter and, 612, 613; human intelligence and, 
613, 614; in a new light, 620; industrial man¬ 
agement and progress under,^ 617; labor unions 
under, 616, 617; Marxian, ^Off.; no system 
perfect, 603; partial soci^zation at present, 
620-622; production, organization of, 614, 615; 
reasons for studying, 601; revisionism, 609, 610; 
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Socialism—( Continued ) 
socialist argument for, 612; syndicalism, 010; 
varieties of, 603 ff.; wages unaer, 615, 616 
See also Mandan socialism 
Socialist economy, feasibility of, proved in Rus¬ 
sia, 639 

Socialist Revolutionaries, 632 
Socialists, character of, 611; mistakes in Italy, 
649; opposed to Fascism in Germany, 653; view 
of human character, 531 

Socialization, of marketing system, 333, 334; of 
monopolies, 145; of municipal utilities, 482 
Soil character and territorial aivision of labor, 73 
Sombart, Werner, on capitalist spirit, 537; on de¬ 
cline of c 'ipitalism, 574 
Sorel and Italian Fascism, 657 
Sound money, need for, in capitalist economy, 
579 

South, the, wages in, 386, 387 
South Africa, gold in, 278 
Soviet Russia, 624, 629 if.; a socialist, not commu¬ 
nist, economy, 637; accomplishments of, 639 ff.; 
apportionment of productive factors, 635; au¬ 
tocracy, 642, birth rate, 643; Bolshevik control, 
631, 632; capital, new, heavy cost of, 640; 
collective farms, 636; Communist party, 635, 
636; difficulty in appraising economy, 629, 630; 
economy, 634 ff.; failures of, 642 ff.; feasibility 
of socialist economy, 639; finance, 636, 637, 
Five Year Plan, 82; foreign policy, 641; free¬ 
dom, 639; Gosplan, 634; incentives to labor, 
638; industrial capital, new, development of, 
639, 640, 641; ind’istrial leadership, 637; in¬ 
efficiency of economy, 642, 643; kulaks, treat¬ 
ment of, 633, 634; labor, 637, 638; labor unions, 
638; literacy, development of, 641; minority 
racial groups, treatment of, 641; political offend¬ 
ers, treatment of, 643; progressivism, 641; New 
Economic Policy, 633; retail distribution, 636; 
Revolution and Provisional Government, 631; 
scarcity of goods, 640, 641; snobbery, 643; 
U. S. attitude toward, 644; vocational education 
in, 58; war during Bolshevik control, 632; 
women, new status of, 641 
Spalir, Walter E., 155 n., 342 n, 

Spanish-American War imperialistic, 564, 567 
Spanish Civil War, American cooperation with 
Fascism in, 669; capitalist nations' support of 
Fascism in, 655 

Spann and German Fascism, 657 
Special assessments, 483 

Specialization, international, 335, 338; of labor, 
67 ff.; retail, 330 
Specialized capital, 76 
Specialized workers in large plants, 112 
Speculation, and allocation or goods, 189; and 
business cycle, 314; in land, and American 
character, 32; waste of, under c^italism, 541 
Speed, of life, machines and, 524, 525; of work, 
limitation of, by labor unions, 406 
Spencer, Herbert, last of non-specialized scholars, 
68; on relation of intelligence to fecundity, 48 
Spengler, J. J., on population decline, 44 
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Spengler, Oswald, and German Fascism, 657; on 
decline of civilization, 573; on machine age, 
511, 512 
Spies, labor, 411 

Stakanov Movement in Soviet Russia, 638 
Stalin, a personal dictator? 639; sagacious ad¬ 
ministration of, 642; vs. Trotsty after Lenin’s 
death, 633 

Stamp money to promote business recovery, 323 
Stanaard Gas and Electric Go., 103, 104 
Standard of living, and wages, 379; defined, 379; 
rationality and, 167 

Standard Oil Co., dominance of, in oil industry, 
142; early trust, 126; monopoly in refining and 
transportation, 136; monopoly profits of, 465; 
patents as basis of monopoly of, 120; profits, 
plowing back of, 92 

Standard Oil Co. of Indiana, and Burton cracking 
process, 128; profits of, 92, 93; Rockefeller- 
Stewart fight for control of, 96 
Standard Oil Co. of New Jersey, assets of, 109; in 
cartel, 149, 150 

Standard Oil Companies, integration of, 115 
Standardization, of life, machines and, 525; of 
product in pure competition, 181, 182 
Stanford, Leland, ownership of California land, 
450 

Stangeland, C. E., 38 n. 

State, the, and saving, 82 
State Department, U. S., sympathy with Fascism, 
669 

State industries, 482 
State monopolies, 151 ff. 

State revenue systems, 493 ff. 

Steam power, early, 78 
Steamboats, early, 78 
Stearns, H. E., 177 n. 

Steel industry, allocation of production, 131; and 
labor unions, 403; factors determining plant 
location in, 73; price leadership in, 131 n.; 
prince or pauper? 137 

Steffens, Lincoln, on corporation management, 99 
Stein, E., 412 n. 

Sterilization of unfit, 50, 51 
Sterling Products, Inc,, in cartel, 150 
Stevenson, Jordan, and Harrison, ^*management 
engineers,” 133 
Stewart, M. S., 332 n. 

Stewart, Robert, fight for control of Standard Oil 
of Indiana, 96 

Stock exchange speculation by corporation officers, 
199 

Stock market, need for regulation, 106 
Stocks, corporation, 91 ff.; distribution of, 93 ff.; 
non-voting, 104 

Stoic philosophy, 168, 173, 174, 176, 177 
Stowe, Leland, 561 n. 

Strachey, John, on decline of capitalism, 572; on 
impossibility of restoring capitsuism, 596; on la¬ 
bor in machine age, 514; on profits, 472; on 
scarcity of goods in Soviet Russia,, 641; on so¬ 
cial services and decline of capitalism^ 591, 592 
Strikebreakers, 411 
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Strikes, as labor weapon, 404, 405; in World War 
II, 415; sit-down, 409; sympathetic, 404 
Strong, Anna Louise, 633 n., 642 n. 

Style changes and wants, 159; waste from, 539 
Subholdying companies, 103 
Subjective value, 171, 179 
Subsidiary coins, 273, 274, 279 
Subsidies in wartime, 685, 686 
Substitutes, and elasticity of demand, 201; de¬ 
fined, 201; in competition, 183 
Substitution in production, 21 
Substitutive goods, 199 

Sugar, cartel in, 145; cost of tariff on, 356; pools 
in. 131 

Sulphur, monopoly in, 140 n.; patents in, 129 n. 
Sun Oil Co., control of, 94 
Sunspot theory of business cycles, 319 
Supermarkets, 330 

Supply, defined, 203; elasticity of, 204; of labor, 
and wages, 376 ff.; of land, 438; reservations 
and, 204, 205 

"Surplus value,” Marx’s doctrine of, 605, 606 
Survival of fittest, capitalist assumption of, 532 
Swamp lands, increasing government intervention 
in, 454 

Sweden, cooperative marketing in, 332, 333; eco¬ 
nomic intdligence in, 16; labor government of, 
419 

Swindling of government, and unearned profits, 
470 

Switzerland, home of cartels, 151 
Sympathetic strike, 404 
Syndicalism, 610 

Synthetic nitrogen, monopoly in, 140 n. 

"Tailor-made” machines, 80 
Tap and die industry, 74 

Tariffs, 348 ff,; and agricultural decline, 458; and 
cartels, 148; and concentration of wealth, 360; 
and decline of capitalism, 588-591; and de¬ 
velopment of industries, 352, 853; and employ¬ 
ment, 353; and exhaustible raw materials, 357, 
358; and monopoly, 135; and national self- 
sufficiency, 359, 360; and politics, 356; and 
profits in long run, 351; and wages, 353, 354; 
and wars, 359; and world peace, 362 ff.; argu¬ 
ments for, 357 ff.; as a tax, 355, 356; balance 
of trade, false notion of, 350, 351; burden of, 
354, 355; costs of production and, 354, 355; for 
fanners, 351, 352; ‘‘home market” argument, 
352; infant industry argument, 358, 359; in¬ 
justice of, 351; interstate, 364, 365; need for 
reduction, 688, 091; on lumber, 357; on sugar, 
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